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1. Summary

Sectors and Regions in Mexico face an environment of
global uncertainty

Since the end of July, a series of events and news have been observed that have generated lower
growth expectations in the world. For example, revised data regarding the evolution of GDP in the
US. were disclosed: discussions to raise the “‘debt ceiling” in the US; the downgrading of US. debt by
Standard & Poor’s, from ‘AAA” to "AA”; the delay in the restructuring of the Grecian debt; and data on
GDP growth in the US. and Europe for the second quarter that show significant moderation, especially
in countries like Germany and France.

The impact on Mexico will be of moderation of economic activity

At the beginning of the year, the outlook for Mexicos economic growth in 2011 was of robust expansion.
However, throughout the year, the forecasts for the US. have been adjusted downward, BBVA Research’s
base scenario indicates 16% growth in the US. for 2011 and 2.3% for 2012. This explains the lower growth
expectations for the Mexican economy, with GDP growth of 38% in 2011 and of 3.3% for 2012, but not
recession.

Given the high correlation between the Mexican economy and that of the US, the external impact
seems modest. Nevertheless, and without ignoring or underestimating the difficulties of the international
environment, we must also remember the characteristics and strengths of the Mexican economy: a) the
country is only slightly exposed to productive activity in Europe; b) Mexico is able to maintain its share
of Mexican exports to the US; ¢) macro stability was put to the test in the recent recession and was able
to emerge unscathed; d) without problems of inflation; and e) conditions are maintained for the flow of
credit supply.

In this context, this issue of Mexico Regional Sectorial Outlook analyzes the evolution of activity by
branch of activity and by state in the first half of the year, and the possible implications of the change

in trends during the next few months. Also included as topics for analysis is an article on sectorial
competitiveness based on an approach on production costs and on another which reviews in depth the
activity of metallurgical mining in Mexico and its perspectives.

Sectorial evolution in the first half of 2011, with less unequal growth

In the first half of the year, the main components of GDP showed sustained expansion. Industrial
growth was increasingly supported by internal demand. Also, in the first half of the year, foreign
demand continued to be important, reflecting the 5.2% growth of manufacturing, mainly in the
export sectors. The expansion of the manufacturing sector and of services has allowed surpassing
the levels prior to the crisis, but construction is still lagging compared to the prior maximum levels.

Growth was generalized regionally, although still with important differences

During the first quarter of the year, according to information available at the date of this publication,
most of the states showed positive growth and, although the disparity between the growth rates has
been reduced, it continues to be relatively broad. The profile of the dominant recovery has been
driven mainly by manufacturing through greater dynamism of exports; nevertheless, temporary
situations have also had an impact, such as for example, climate conditions. Therefore, the strongest
impacts and the fastest recoveries are associated with those states with export manufacturing activity
and those regions less exposed to the external economic cycle have suffered a lower impact, such as
the central and southern regions.
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Outlook: moderate growth, supported by the internal market and productivity

The manufacturing and tourism sectors are those most linked to the U.S. economic cycle through
the performance of exports and the inflow of international visitors, respectively. In this environment,
the most vulnerable exports are those related with durable consumer goods. In those sectors,
exports will grow less or will probably remain stagnant, but are not expected to post negative growth.
A positive sign is that the domestic market shows a certain strength, which could partially mitigate a
lower export growth rate derived from lower demand in the US. Regionally, the industrialized states
in the country will continue to be the most dynamic in 2012.
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In the section on special topics, an analysis on competitiveness is presented from the standpoint

of costs and a study of the metallurgical mining industry. The first of these, cost competitiveness,
reinforces and complements the results presented in the Mexico Regional and Sectorial Outlook
issue of January 2011 where the competitiveness of the Mexican sectors was reviewed with an
emphasis on share increases and the Indices of Revealed Competitve Advantages (IVCR for its
Spanish initials). In turn, the article on mining activity is of particular importance in the current
context of high prices, which has generated an additional boost to this activity and offers interesting

opportunities for growth in the medium term.
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2. Current situation

2a. Toward moderate growth, lower external sales,
which will not be totally offset by the dynamism of the
domestic market

A series of unfavorable news and developments diminish global growth
expectations

Since the end of July, we have noted a number of different developments and news that have

led to lower growth expectations in the world. Such developments have had a greater impact in
Europe and to a lesser extent in the United States. Revised data were released with regard to US.
GDP growth, which showed a deeper recession and a slower recovery than previous figures had
indicated! The discussions to boost the “debt ceiling” in the United States have underscored the
difficulties in reaching an agreement on the medium-term reduction in the budget deficit and with
it, a reduction in the financial markets” uncertainty in relation to a fiscal consolidation in that country.
Other developments include Standard & Poor's downgrading of US. debt from "AAA” to "AA”; the delay
in the Greek debt restructuring, which has generated a ‘contagion effect’ in the peripheral countries
of Europe; and second quarter U.S. and European GDP growth data, which showed a significant
slowdown, especially in countries such as Germany and France?

The impact on Mexico will be a moderation of economic activity

At the beginning of the year, the growth outlook for the Mexican economy in 2011 was for robust
expansion (4.8%) considering that the U.S. economy would post GDP growth (3%). Throughout the
year, the US. forecasts have been adjusted downward, and now the BBVA Research base scenario
indicates expected US. growth of 16% at the close of 2011 and 2.3% for 2012. The reduced growth of
the US. economy largely explains the expectation of a new phase of lower growth in the Mexican
economy. It should be noted that the Mexican GDP growth rate is relatively higher than that of the
US. (see chart 5), which shows that Mexico has more rapidly surpassed the levels prior to the 2008
crisis than the United States. (see Graph 6).

Graph 5 Graph 6
Mexico-U.S. GDP Mexico-US GDP
(Annual % change, sa) (1Q2008 Index =100, sa)
100 104
73
2'8 51 51 102
~ 36 : Y40 44 34 100 o ’_./
40 -——\ e
50 141 /"\ 98 =
00 N 9% __./
20 12 /
40 \ 23 94
60 56 92 v/
8582
JO'Ooooooooocﬁowowmoooo** 88883338383 LLLL55
o 9O O O = = 5 5 0O 0 O o g g =
3803389992 <2R 889 2RY"ams ™ °
= N Mm JF - X »m T
Mexico GDP——U.S. GDP US.GDP  ——Mexico GDP
Sa. Seasonally-adjusted Sa. Seasonally-adjusted
Source: BBVA Research with INEGI and US Federal Reserve data Source: BBVA Research with INEGI and US Federal Reserve data

TFor example, in 2009 the US. economy showed a contraction of 35% with the revised data, vs. -26% based on previous data, indicating a severe
recession.

2 In the second quarter, the major European economies posted 01% growth in the case of Germany and 09% for France compared to the first
three months of the year.
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However, despite the rapid recovery of GDP, not all demand components showed a similar
evolution (see Graph 7). While the strength of exports of goods and services allowed the equivalent
of pre-crisis levels to be reached in 1Q2010, private consumption lagged three quarters behind,

and managed to recover in the 4Q2010. Private investment in 102011 was still 6.8% below pre-crisis
levels (see Graph 8).

Graph 7
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For Mexico, the BBVA Research base scenario indicates that in 2011 the GDP forecast would decline
from 41% to 3.8% and in 2012 from an initial 3.8% to 3.3%, with a gradual trend toward potential
growth, but not recession While this downward revision might appear to be modest, given the
Mexican economy’s high correlation with its US. counterpart, it also means the following:

a) The country has little exposure to European productive activity due to the reduced trade
volume between Mexico and Europe; and financial investment, while relatively higher, can be
offset by investment from other countries; b) Mexico can maintain its market share of exports

to the United States, in which it is virtually tied with Canada and in second place after China.
Maintaining market share can be attributed to two factors; the real depreciation of the peso and
the genuine gains in competitiveness in some manufacturing sectors (for example, the automotive
industry, some branches of electronics, appliances, food, etc,, See the article on Mexico's cost
competitiveness in this issue of Mexico Regional Sectoral Outlook), c) macro stability has been
put to the test in the recent recession and has emerged unscathed due to authorities’ fiscal and
monetary commitment. It is considered a sufficiently established value and now more than ever
it is important to maintain it, due to the uncertainty in some European countries in relation to the
problems of refinancing the sovereign debt; d) No inflationary problems. Small changes on the
downside, which is not a concern due to the weakness in demand, the broad maneuvering room
in the labor market, and companies’ productive capacity, and e) conditions are maintained for the
flow of credit, albeit with a more careful origination.

More balanced and robust growth of the Mexican economy in the TH2011

In the first half of the year, the main components of GDP posted a sustained expansion (see Graph
9). Industrial growth was supported by the 4.3% increase in construction output, higher than the
growth of the economy as a whole. In addition, in the TH2011 a very important 5.2% increase in
manufacturing was posted, and in fact, both sectors contribute 80% of industrial output (see Graph
10). Mining output posted a decline of 2.7% due to lower oil production volume. The expansion of
manufacturing and services has allowed pre-crisis levels to be exceeded (see Graph 11. Construction,
however, is still lagging behind its peak levels.
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More specifically, in 202011, primary activity output declined 3.7%, which can be attributed to poor
weather conditions. However, the rest of the economy continued its expansion, with 40% and 41%
growth in industry and services, respectively.

Mexico’s manufacturing output with a 5.9% increase in 1H2011 was strong despite
seasonal factors and low growth of the U.S. economy

In 2Q2011 the growth of U.S. imports of manufactured goods slowed (see Graph 12), from an annual
197% in the 1Q2011 to 14.8% in the 2Q2011. Similarly, the growth in imports from Mexico declined from
15.7% in the 102011 to 126% in the 2Q2011, with growth particularly low in June (98%). It should be noted
that US. imports were also affected in April by the temporary interruption of the Japanese electronics
and auto parts supply chain as a result of the tsunami that occurred in late March of this year.

The lower strength of demand in the United States for Mexican goods during 2Q2011 is relatively
visible in durable consumer goods such as refrigerators, computers, and telephones, but none of
the most important products is close to registering red numbers. In activities such as automotive
industry, growth is sustained, and the industry accounts for 26.3% of exports of manufactured goods
to the United States; the same occurs with medical equipment.

Graph 11 Graph 12
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The lower strength of U.S. demand for foreign goods is still not clearly reflected in the growth of
Mexican manufacturing output, which rose 5.7% in 2Q2011, not very different from the 61% increase
posted in 1Q2011 (see Graph 13). Moreover, the manufacturing production index increased 6.2% in
July 2011. Among the different sectors, the expansion was generalized, except for the fiber-textile-
apparel chain, which is fragile and volatile compared to its competitors, and oil derivatives due to
the sector’s traditional structural deficiencies. Among activities, of particular importance for their
above average growth in TH2011 were transportation equipment (automobile industry), machinery
and equipment, basic metals, and plastics, among others (see Graph 14). Sectors registering lower
than average growth include food and beverages, electrical products (refrigerators and stoves), and
others. Another feature of the growth in manufacturing is a smaller differential between sectors.

Graph 13
Manufacturing GDP and exports
(Annual % change)

40
n
30
20 g«
- -
10 = -
|
0] —
| §
-10
20 =
O 5 N @™ ¥ W wW x 0 O O L
000000000066
SRRQRRLQRQERR
GDP (right) —=Exports (left)
*Jan-June

Source: BBVA Research with INEGI data

Graph 14
Manufacturing GDP, 1st six months of 2011
(Annual % change, sa)
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Within manufacturing, the rate of recovery has also occurred at different rhythms. Activities related
to external demand and to a lesser extent to domestic demand, such as the automotive industry;,
machinery and equipment, beverages and tobacco, metal products, and other manufactured goods,
among others (13 of 21 activities), exceed or equal their pre-crisis levels (see Graph 15), equivalent to
69% of manufacturing output. Those lagging behind or that are about to overcome the recessionary
phase (8 of 21 activities) account for 29% of manufacturing output. The latter have less of an export
orientation, except for electronics and basic metals (see chart 16).

Graph 15
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Graph 16
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Domestic demand with renewed strength in the first half of 2011

In the TH20T11 the growth of the economy was supported not only by the increase in foreign demand,
but increasingly by domestic demand as well. This parallel growth has allowed the consumption of
durable goods (domestic motor vehicle sales grew an annual 11.8% in the 1H2011) and services to
post a sustained positive trend. One of the most important determining factors in this has been the
positive evolution of formal employment, which has been accompanied by modest improvements
in real wages. An important role has also been played by the stability in macroeconomic variables,
especially interest rates and prices. While these factors have allowed for a partial reversal of the
weaknesses associated with the crisis (see Graph 17), there are still factors that limit a stronger growth
in domestic demand such as high unemployment rates (5.2% in the 1H2011 vs. 3.8% in 2007-2008)
and the creation of new jobs being concentrated, as in other recovery cycles, in low-paid segments.
What may also have influenced this panorama is the still weak recovery in consumer confidence,
especially for acquiring durable consumer goods (see Graph 18).

Graph 17
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The greater strength of domestic demand has allowed the services output to grow an annual 4%
during the 1H20T11 (see Graph 19), following annual increases of 3.9% in the 102011 and 4.0% in the
2Q2011. Within the services sector, all of its activities posted growth, except government activities,
which declined 21%. Retail trade not only led the expansion (8.4% in the TH2011) but it was also the
activity that most contributed to growth in services (2 pp of growth or 50%). Also contributing to
the growth, albeit to a lesser extent, were the mass media (101%), transportation (9.7%), and real

estate and rentals (96%). In general, a more balanced growth between activities can be observed
(see Graph 20).

Graph 19 Graph 20
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Toward a lower growth rate in 2012

Even though it is too early to determine how big an impact the external environment could have

on Mexico, it is clear that the manufacturing sector-the most tied to the US. cycle-will be the most
exposed through the performance of its exports. In this environment, the most vulnerable exports
will be those related to durable consumer goods such as transportation equipment in motor vehicles
(light and heavy) and auto parts, in the electrical equipment sector with refrigerators and freezers;
electronic equipment with TVs, computers, telephones, including cell phones, among others. Exports
in these sectors will grow less or possibly stagnate, but we do not expect them to enter negative
ground. The other vulnerable sector is tourism, given that the global financial turmoil has led to
cutbacks in tourist travel because consumers are more cautious about their spending. In the case of
Mexico, it is foreign tourism from the United States that generates the most spending.

One positive sign is that the domestic market is showing some strength, which could cushion

the effects of a lower rate of export growth, resulting from lower US. demand. However, domestic
demand has yet to show enough strength to fully offset the adverse global environment. In these
circumstances, services and retail activities could begin to slowly lose momentum over the coming
months, more consistent with the average growth of the economy.
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Chart1
Mexico, Indicators and sectorial projections, GDP, sa

Annual % change

2008 2009 2010 2011 2012 1Q11 2Q11 3Q11 4Q11 1Q12 2Q12 3Q12 4Q12

Total GDP 1.2 -6.2 54 3.8 33 44 36 39 3.2 34 34 3.2 33
Primary 11 21 33 11 39 24 37 27 29 3.0 83 28 1.8
Secondary -0.2 76 6.0 39 36 45 4.2 33 35 36 3.8 36 34
Mining 17 29 22 21 11 32 23 23 -0.3 13 1.0 1.0 11
Electricity, water, and supply of gas -1.8 2.2 24 7.2 34 83 77 6.5 6.3 34 34 34 35
Construction 3.0 7.3 0.0 40 54 49 35 31 45 47 64 6.2 43
Manufacturing -1.0 97 101 51 37 61 5.7 47 40 38 37 35 37
Tertiary 24 5.2 5.0 38 34 39 40 41 33 34 29 35 3.9
Retail trade 1.0 -14.2 134 77 54 83 85 79 6. 4.8 39 5.8 72
Transportation, mail and storage 0.0 -6.5 6.5 33 28 33 38 37 24 35 24 2.0 34
Information in mass media 8.0 0.8 56 44 54 70 6.3 21 23 41 46 77 54
Insurance and financial services 12.8 -4.4 27 33 3.8 15 23 5.8 3.6 29 28 40 5.6
Real estate and leasing services 25 -1.2 1.8 29 32 24 2.2 36 31 39 29 30 30
Prof., scientific, and technical serv. 31 -47 -30 3.9 25 31 73 25 26 40 26 23 1.2
Corporate and company leadership 14.2 76 14 41 46 25 56 3.8 4.6 46 5.1 5.0 37
Business support serv. 1.8 -4.7 13 31 25 35 45 2.0 25 25 27 27 2.0
Educat. serv. 0.8 05 30 11 1.0 07 1.8 1.0 11 11 1.0 1.0 1.0
Health and social welfare services -16 07 -1.8 11 14 00 24 1.0 0.9 0.8 17 17 14
Leisure and relaxation, cultural, and sports serv. 13 -4.6 17 41 22 54 6.9 19 21 21 2.3 23 21
Hotel, motel, lodging serv. and prep. of food & bev. 0.8 77 39 1.6 21 038 24 1.8 1.3 21 2.2 21 1.8
Other serv. except gov’t activities 0.7 11 06 3.2 28 32 47 26 26 2.8 29 2.8 26
Gov't activities 11 4.8 44 01 17 07 -48 20 238 27 20 09 1.2
% breakdown Contribution to growth, pp
2003 2008 2009 2010 2011 2012 2008 2009 2010 2011 2012
Total GDP 1000 1000 1000 100.0 100.0 100.0 1.2 -6.2 54 3.8 33
Primary 3.8 35 37 36 35 35 0.0 -01 01 00 o1
Secondary 307 304 299 301 301 302 -01 2.3 1.8 1.2 11
Mining 6.2 5.0 5.2 5.0 47 46 -01 -01 01 -01 o1
Electricity, water, and supply of gas 11 13 14 14 14 14 0.0 00 00 01 0.0
Construction 6.2 6.7 6.6 6.3 6.3 64 0.2 -05 00 03 03
Manufacturing 17.2 174 16.7 174 177 177 -0.2 17 17 09 0.7
Tertiary 627 639 645 642 643 644 1.5 33 3.2 25 22
Retail trade 1.9 155 14.2 15.2 15.8 161 0.2 2.2 19 1.2 09
Transportation, mail and storage 6.5 6.9 6.9 70 6.9 6.9 0.0 -0.5 04 0.2 0.2
Information in mass media 22 36 3.9 3.9 3.9 40 03 0.0 0.2 0.2 0.2
Insurance and financial services 40 44 45 43 43 43 05 -0.2 01 01 0.2
Real estate and leasing services 101 104 1.0 106 105 105 03 -01 0.2 0.3 03
Prof., scientific, and technical serv. 37 34 35 3.2 3.2 3.2 01 -0.2 -01 01 01
Corporate and company leadership 04 04 04 04 04 04 01 0.0 0.0 0.0 0.0
Business support serv. 29 25 26 25 25 25 0.0 -01 0.0 01 01
Educat. serv. 49 45 4.8 a7 46 45 0.0 0.0 o1 01 00
Health and social welfare services 36 28 3.0 28 27 27 0.0 0.0 -01 0.0 0.0
Leisure and relaxation, cultural, and sports serv. 0.5 04 04 04 04 04 0.0 0.0 0.0 0.0 0.0
Hotel, motel, lodging serv. and prep. of food & bev. 36 26 26 25 25 24 0.0 -0.2 01 0.0 01
Other serv. except gov’t activities 30 26 27 26 26 26 00 0.0 0.0 01 01
Gov't activities 56 37 41 41 3.9 3.9 0.0 02 02 00 o1

sa Seasonally-adjusted
Note: projections appear in boldface. All figures are subject to review by the Institute
Source: BBVA Research with INEGI data
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Chart 2
Mexico: Indicators and sectorial forecasts, manufacturing, sa

Annual % change

2008 2009 2010 2011 2012 1Q11 2Q11 3Q1 4Q1 1Q12 2Q12 3Q12 4Q12

Total -1.0 97 101 51 37 61 57 47 40 3.8 37 35 37
Food 14 -04 19 1.8 22 23 10 22 1.8 20 21 23 23
Beverages and tobacco 26 -0.2 -04 46 28 55 75 27 26 26 29 27 30
Textile inputs -6.9 -75 9.0 25 -09 07 52 54 01 30 -6 -04 16
Production of textile products -84 97 4.8 11 31 19 -50 2.3 11 1.2 31 37 44
Apparel 2.2 5.7 5.6 -47 33 -26 -68 -5.2 40 -87 53 -04 1.8
Leather and fur products 3.2 -6.5 1.0 -0.7 -0.8 04 -29 0.0 -04 01 -08 -08 -17
Lumber ind. 76 -4.2 5.9 1.5 1.3 65 1.2 2.7 1.3 22 04 28 -01
Paper ind. 25 -0.6 46 05 36 07 -2 11 14 44 44 22 34
Printing and related ind. 5.2 -49 10.2 43 16 108 37 15 15 13 11 21 20
Oil deriv. prod. 07 -16 -39 -55 09 52 93 -6.0 -11 0.8 0.6 10 1.3
Chemicals 2.2 2.3 -0.9 20 24 -0.2 1.0 47 25 22 20 27 29
Plastic and rubber prod. 17 1.9 96 8.0 31 108 83 8.8 4.4 43 29 33 21
Non-metal mineral prod. 3.7 -85 2.0 59 5.0 6.1 30 78 6.9 5.5 54 50 43
Basic metal prod. -06 -169 133 74 69 102 67 6.4 6.5 6.8 71 71 6.8
Metallic prod. 10 -156 n7 91 37 150 100 84 35 37 40 40 31
Machinery and equipment -04 206 425 121 52 205 159 76 6.2 5.2 55 55 4.6
Computers and electronics -12.0 175 84 3.8 21 79 41 1.6 1.8 1.8 21 23 21
Electrical equip. 01 -138 108 14 26 09 -0 17 41 20 27 29 27
Transport. equip. 06 -270 41.2 149 72 231 158 121 91 8.8 76 54 6.8
Furniture and related prod. 2.8 -8.0 9.0 6.8 39 18 65 37 55 41 31 37 47
Other manufacturing ind. 16 -39 37 30 31 32 26 36 26 2.8 2.8 37 31
% Breakdown Contribution to growth, pp

2003 2008 2009 2010 2011 2012 2008 2009 2010 2011 2012
Total 1000 1000 1000 100.0 100.0 100.0 -1.0 97 101 51 37
Food 230 218 241 223 216 213 0.3 -01 05 04 0.5
Beverages and tobacco 57 6.4 70 6.4 6.3 6.3 0.2 0.0 0.0 0.3 0.2
Textile inputs 16 1.0 1.0 1.0 0.9 0.9 -01 -01 01 0.0 0.0
Production of textile products 0.6 04 04 04 04 04 0.0 00 00 00 00
Apparel 39 26 27 26 24 22 01 -01 0.2 -01 -01
Leather and fur products 2.2 1.3 1.3 1.3 1.3 1.2 0.0 -0.1 01 00 00
Lumber ind. 17 11 11 11 11 1.0 -01 0.0 o1 00 00
Paper ind. 1.9 22 24 23 22 22 01 0.0 01 0.0 01
Printing and related ind. 11 09 1.0 10 10 09 0.0 0.0 01 00 00
Oil deriv. prod. 3.0 29 32 28 25 24 0.0 0.0 -01 -02 00
Chemicals 1.0 96 104 94 91 9.0 -0.2 -02 -01 0.2 0.2
Plastic and rubber prod. 29 27 26 26 27 27 0.0 -0.3 0.3 0.2 01
Non-metal mineral prod. 71 6.6 6.7 6.2 6.2 6.3 -0.3 -0.6 01 04 0.3
Basic metal prod. 51 57 5.2 54 55 57 0.0 -1.0 0.7 04 04
Metallic prod. 3.0 34 3.2 33 34 34 0.0 -05 04 0.3 01
Machinery and equipment 28 24 21 27 29 29 0.0 -05 0.9 0.3 01
Computers and electronics 39 4.8 4.3 4.3 4.2 4.2 -0.6 -0.8 04 0.2 01
Electrical equip. 25 34 33 33 3.2 31 0.0 -0.5 04 00 01
Transport. equip. 13.0 175 141 181 198 205 01 -47 5.8 27 14
Furniture and related prod. 17 13 13 13 14 14 0.0 -01 01 01 01
Other manufacturing ind. 21 22 23 22 22 21 0.0 -01 01 01 01

sa Seasonally-adjusted
Note: projections appear in boldface. All figures are subject to review by the Institute
Source: BBVA Research with INEGI data
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2b. State economies with less uneven growth

In this section of Mexico Regional Sectorial Outlook we review the characteristics of the strength

of state economies from the beginning of the recovery in the second half of 2009 to their evolution
in the early months of this year, as a reference point along with the assessment of the economic
environment in order to identify the major trends for the close of this year and, in general terms, for
2012. In this context, it must be recognized that the international environment has changed in recent
months toward more moderate growth expectations and the likelihood of a double relapse of the US.
economy has again been posed, which represents a risk scenario. However, the BBVA Research base
scenario points to growth, albeit more moderate, in the future, which presupposes a gradual easing
of elements of uncertainty in the global environment, which affect Mexico, particularly with regard to
the performance of the US. economy.

Graph 22

Graph 21
Maximum and minimum GDP growth per state
(annual % and pp change)

GDP, disparities in growth between states.
(Difference between maximum and minimum,
pp)
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Graph 23 Graph 24
GDP by region’ GDP by region’
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Source: BBVA Research with INEGI data Source: BBVA Research with INEGI data

"Regions according to their orientation and level of development: High level of development: Mexico City, Tourism: Southern Baja California and
Quintana Roo, Industrial: Aguascalientes, Northern Baja California, Coahuila, Chihuahua, Jalisco, State of Mexico, Nuevo Ledn, Queretaro, Sonora,
Tamaulipas, Medium level development: Campeche, Colima, Durango, Guanajuato, Hidalgo, Michoacan, Morelos, Nayarit, Puebla, San Luis Potosi,
Sinaloa, Tabasco, Tlaxcala, Veracruz, Yucatan, Zacatecas, Highly impoverished: Chiapas, Guerrero, and Oaxaca. For a detailed description of these
categories, see Regional Sectorial Outlook, November 2007.
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Despite everything, less uneven state economic growth has been observed

During the first quarter, the Mexican economy grew a real annual 46%, favoring productive
activity in the states. During this period, most of the state economies posted growth, but even
though the disparity in growth rates has decreased, it remains relatively large. The dominant
pattern of recovery has been mainly driven by manufacturing through greater strength in exports.
However, temporary developments have had an impact, for example, freezing temperatures at
the beginning of the year were particularly important in some states or on a geographic level the
reconfiguration of oil extraction.

After the deep recession that the Mexican economy faced during 2009, with a 10% annual fall in
May and a 61% yearly average decline, since the second quarter of this year, a gradual recovery has
emerged. States that in 2009 experienced a major contraction in their economic growth were those
dependent on industrial and tourist activities. Those regions less exposed to the external economic
cycle were less affected, such as the states in central and southern Mexico.

Graph 25
Quarterly Index of State Economic Activity (ITAEE, 1Q2011), (Index: 1Q2008 =100)
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Note: Blue, greater than 100, Gray, less than 100, Light blue, National total
Source: BBVA Research with INEGI data and our own estimates

The recovery with respect to pre-crisis levels is still insufficient and disparities
exist between sectors and states

The recovery from the 2009 crisis has been very uneven among the states. According to the
information available on a state level, in the first quarter of this year, 15 states have already exceeded
their pre-2008 levels, nine states are at similar levels, and in only eight states (25% of all states or one
in four) has economic activity yet to recover the levels of the same period in 2008. The disparities in
the level of recovery are considerable; while the economies of the best positioned states are 10% or
more above their 2008 levels, those lagging behind the most are 15% below their 2008 levels. In the
first situation is Tabasco and in the second Campeche and Tamaulipas; in a second group are Chiapas,
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Guanajuato, and Zacatecas with about +10% and Sinaloa, Northern Baja California, Chihuahua and
Quintana Roo with minus five points. The main differences in this evolution appear to be positively
associated with the presence of oil, the performance of the export sector, and very importantly, with the
activity of the automotive industry. The main negative factor is the presence of high levels of violence.

By type of activity, it is in secondary sector activity that the highest number of states have not yet
recovered their 2008 levels, 14 in total, very similar to the figure for the primary sector (13 states).
Meanwhile, in services only four states lag behind, Northern Baja California, Tamaulipas, Chihuahua,
and Guerrero. In terms of disparities, the greatest difference between the states occurs in the
primary sector (-285% to +66.8%), followed closely by the secondary sector (-:35.8% to 431%), which
contrast with the relative homogeneity of the tertiary sector, whose numbers fluctuate between 2.9%
and +89%. The differences in the secondary sector appear to be associated with manufacturing
specialization and export activity, but reflect the country’s selective recovery.

Less heterogeneous sectorial performance in 2011, but not quite in the regions

According to the Quarterly Indicator of State Economic Activity State (ITAEE, for it"s Spanish
initials) in the first quarter of 2011, the most dynamic state economies, with annual growth rates

of around 8%, were those of Puebla, Colima, Queretaro, Coahuila and Nuevo Leon. While their
industrial export profile is a key factor, with a strong presence of the automobile industry, in a strict
sense they are not homogeneous. This is particularly the case with Colima, where it can be said
that it is the state furthest from the general profile of the group; it is the least industrialized state;

in relative terms particular importance can be assigned to energy and construction and especially
the tertiary sector. Therefore, in addition to the general factors, there are also specific elements
that drive growth. Among all the states, in Colima the tertiary sector was the strongest and the
secondary sector the third most dynamic.

Graph 26 Graph 27
ITAEE through 1Q01 ITAEE through 1Q01
(annual % change) (Contribution to growth, pp)
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Source: BBVA Research with INEGI data Source: BBVA Research with INEGI data

The states with lower dynamic economic growth in the same period were Sinaloa, Campeche and
Tamaulipas, all of which saw their production levels decrease, with declines of -4.7%, -2.3%, and -04%,
respectively. In particular, Sinaloa registered the largest contraction in the agricultural sector (-(36.9%)
as a result of adverse weather conditions. The decline is important due both to its size as well as
because in Sinaloa’s economy, agriculture has the highest relative percentage share among all the
states and it is one of the country’s main producers. The freezing temperatures in February 2001 also
affected other states, but the most damage to agricultural production was in Sinaloa.
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In terms of contribution to overall growth, the most important states were the Federal District, Nuevo
Leon, State of Mexico, and Jalisco, accounting for almost half of the country’s total growth. Each
state’s contribution is measured by the size of its economy and its dynamism.

Regionally, there are major differences in sectorial dynamism

For the economy as a whole, ostensibly at least, growth is balanced among large sections. For
example, in the first quarter of this year (1Q2011) annual growth was 4.6%, 1.2%, 5.2% and 4.4%
for the total, primary, secondary, and tertiary sectors, respectively, or 4.4%, 16%, 45% and 4.2%2.
Whatever the reference points may be, the three major sectors of economic activity posted
growth. The lower increase in the primary sector can be attributed to random rather than
economic factors, while the secondary sector is more dynamic than the tertiary sector and the
difference between them is relatively small.

Chart 3 Chart 4
ITAEE by sector, 1Q2011 ITAEE by sector
(annual % change) (1Q2011, annual % change)
Primary | Secondary | Tertiary Primary | Secondary | Tertiary
(first part) (second part)
Nay 26.3 Pue 14.4 Col 75 Son 44 Mor 39 Ver 47
Gro 14.6 Qro 13.2| Camp 6.7 NL 40 Mich 3.8 Chih 4.7
Ags 10.2 Col 124 Hgo 6.5 Chih 40 Tab 24 NL 47
Gto 10.0 NL 19 Pue 57 Yuc 38 QR 1.5 Jal 45
Jal 93 Dgo 15 Son 56 Pue 36 Sin 14 DF 44
Mor 83 Oax 11 Coah 56 Chis 31 Zac 0.7 Tab 38
Oax 8.2 Coah 9.8 Qro 54 Tamps 30 BCS -1.3 BC 35
Ver 79 Chis 9.3 Tlax 53 Tlax 1.6 Ags 20 Mor 35
Mich 6.6 Son 87 SLP 5.2 Tab 0.8 Chih 21 Dgo 35
QR 6.5 Tlax 80 Gto 5.0 Méx 04 Ver 2.6 Nay 3.0
Hgo 59 SLP 79 QR 5.0 DF 0.0 Gro 29 Mich 2.8
Zac 57 Jal 79 BCS 49 BCS -0.7 DF -36 | Tamps 25
BC 49 Hgo 78 Ags 49 Qro -6.0 Yuc -3.6 Zac 2.2
Coah 49 Gto 5.8 Yuc 48 SLP -6.2 | Camp -3.8 Oax 21
Dgo 4.8 BC 5.7 Méx 4.8 Camp -16.3 | Tamps -6.1 Sin 20
Col 44 Méx 57 Chis 48 Sin -36.9 Nay 1.3 Gro 1.8
Source: BBVA Research with INEGI data Source: BBVA Research with INEGI data

But, in analyzing the evolution of the past year of these three major activity categories by state, the
story is different:

« Not all states post positive annual rates in all activities. In five states the primary sector posted
negative rates, and in ten states so did the secondary sector, but the tertiary sector registered
positive numbers in all the states.

» The secondary sector does not always grow faster than the tertiary sector. In fact, in 14 states the
tertiary sector was also the most dynamic. In addition, the differences can be considerable (10
points or more) with even opposite trends being registered.

» The disparities are different between states. The primary sector was the most volatile activity,
with growth rates between +26.3% and -36.9%, while the corresponding figures for the secondary
sector ranged from +14.4% to -11.3% and for the tertiary sector between 75% and 1.8%, with a
standard deviation of 100, 6.5, and 14, respectively (30 for the total)

» The sector that contributes most to growth is not always the same. In Nayarit and Sinaloa, the
primary sector was the largest contributor to growth, the secondary sector was the most important
in this regard in Coahuila, Durango, Nuevo Leon, Oaxaca, Puebla, Queretaro and Tabasco, and in the
rest of the country (23 states), the greatest contribution to growth came from the tertiary sector.

« In the states with the highest contribution to national growth, in two of them the greatest
momentum comes from industry and in three of them from services.

2 Considering the seasonally-adjusted series.
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Outlook for state economies in a global environment marked by uncertainty

The outlook for the country’s states and regions is based on some basic assumptions. The first
involves the BBVA Research base scenario that considers GDP growth of 3.8% in 2011 and 3.3% in
2012. The Mexican economy is gradually moving toward its growth potential of close to 3%. In this
regard, 2011 is considered to be the year in which the country’s economy will emerge from the crisis,
and it is expected that the economy will tend to exceed pre-crisis levels (2008) on a sectorial and
regional level. In this environment, high growth in exports will be maintained thanks to the gains in
competitiveness that have been posted in some sectors of the economy (see article on competitive
cost advantages in this edition of Mexico Regional Sectorial Outlook), which will enable a positive
momentum to continue for the national economy. However, the weakening of confidence and the
financial turmoil in August introduces a downward bias to the trends discussed here.

In 2011 and particularly in 2012, the forecast is for growth in all regions of the country, with less
pronounced disparities than in the recent past and more dynamism in the industrial areas. In terms
of the GDP recovery observed in 2008, it is the country’s highly impoverished regions that will take
the lead and the tourism areas will be the most behind. It is in in the tourism areas where there is an
important disparity with respect to the projections made at the beginning of the year.

Chart5
GDP by regions*

Real annual growth, % % share of the total
2008 2009p 2010p 2011e 2012e 2008 2009p 2010p 2011le 2012e
Total 12 62 5.4 18 33 Total 100.0 1000 100.0 100.0 100.0
Industrial 15 80 63 47 39 Industrial 40.3 395 398 402 404
Highly developed 07 55 34 37 32  Mediumevel
development 36.2 36.8 367 364 362
Tourism 21 -6.1 35 36 31
Highly developed 16.9 17.0 16.7 16.7 16.7
Ext. impoverished 14 33 6.6 29 2.8
. Highly impoverished 4.6 4.8 4.8 4.8 4.8
Medium-level
development 1.0 -4.8 5.4 29 2.8 Tourism 20 20 20 20 19
Contribution to growth 2008 index =100
2008 2009p 2010p 2011e 2012e 2008 2009p 2010p 2011le 2012e
Total 1.2 -6.2 5.4 38 33 Total 100.0 938 989 1027 106.0
Industrial 06 3.2 25 19 16 Highly impoverished 100.0 96.7 103.0 1061 109.0
Medium-level Industrial 1000 920 978 1024 1064
04 1.8 20 11 1.0
development Medium-level
Highly developed 01 -09 06 06 0.5 development 100.0 952 1003 103.2 106.0
Highly impoverished 01 -0.2 03 01 01 Highly developed 100.0 945 978 1014 1047
Tourism 0.0 -01 01 01 01 Tourism 100.0 939 972 100.8 1039

* Regions according to their orientation and level of development: Highly developed: Federal District; Tourism: Southern Baja California and
Quintana Roo; Industrial: Aguascalientes, Northern Baja California, Coahuila, Chihuahua, Jalisco, State of México, Nuevo Ledn, Querétaro, Sonora,
Tamaulipas; Medium-level development: Campeche, Colima, Durango, Guanajuato, Hidalgo, Michoacan, Morelos, Nayarit, Puebla, San Luis Potosi,
Sinaloa, Tabasco, Tlaxcala, Veracruz, Yucatan, Zacatecas; Highly impoverished: Chiapas, Guerrero and Oaxaca.

Source: BBVA Research with INEGI data and our own estimates
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The main risks to this scenario are associated with the international environment. With regard to the
macro environment, there is an increased probability of a more volatile international scenario, as seen
in August and September of this year. Of particular importance in this regard is the behavior of the
US. economy, which due to the degree of its exposure, could generate a differentiated impact on a
state level, with greater consequences in the export-oriented industrial zones. In terms of unexpected
developments, there is the weather, which history has clearly shown cannot be ignored, since it has a
very pronounced impact on some of the country’s most vulnerable areas..

Chart 6
GDP by State
2006 2007 2008 2009 2010 2006 2007 2008 2009 2010 2006 2007 2008 2009 2010
(billions of 2010 pesos) Real annual % growth (Contribution to growth, pp)
National total 12,0578 12,4631 12,6537 11,893.6 12,5377 51 34 15 -6.0 54 51 34 15 -6.0 54
Federal District 2,0934 21569 2,176.3 2,0533 21245 48 30 09 5.7 35 0.8 05 0.2 -1.0 0.6
Mexico state 1,061.7 1,107.0 1,129.7 1,0720 11526 57 43 21 51 75 05 04 0.2 -05 0.7
Nuevo Leon 8911 9471 962.3 8736 935.5 7.2 6.3 16 9.2 71 0.5 05 01 -0.7 05
Jalisco 7576 7872 7931 7404 782.6 5.0 39 0.7 -6.6 57 03 0.2 0.0 -04 04
Campeche 834.7 790.6 7676 695.2 682.2 21 5.3 29 94 -1.9 -0.1 -04 -0.2 -06 -01
Veracruz 5491 567.0 566.0 565.0 5929 86 3.2 -0.2 -0.2 49 04 01 0.0 0.0 0.2
Guanajuato 4577 464.2 469.5 450.6 502.2 5.6 14 1.2 -4.0 14 0.2 01 0.0 -01 04
Tabasco 403.2 414.8 4327 4429 475.2 6.2 29 43 23 73 0.2 01 01 01 03
Puebla 403.6 4194 4304 3925 429.3 6.2 39 26 -8.8 94 0.2 01 01 -03 03
Coahuila 386.3 3933 401.2 351.8 394.6 64 1.8 20 123 122 0.2 01 01 -04 04
Chihuahua 386.0 3987 403.2 363.6 379.9 6.2 33 11 -9.8 45 0.2 01 0.0 -0.3 01
Tamaulipas 369.7 3941 409.6 3673 3709 1.0 6.6 39 -103 10 0.0 0.2 01 -0.3 0.0
Baja California 3511 3595 3594 3267 3405 54 24 0.0 91 4.2 0.2 01 0.0 -0.3 01
Sonora 303.8 312.8 3147 3001 3157 8.9 3.0 06 -4.6 5.2 0.2 01 0.0 -01 01
Michoacan 286.3 298.0 3095 2917 304.6 43 41 39 -5.7 44 01 01 01 -01 01
Sinaloa 2446 259.0 265.6 2527 2645 33 5.9 25 -4.8 47 01 01 01 -01 01
San Luis Potosi 2233 2276 236.0 2224 2449 57 19 37 -5.8 101 01 0.0 01 -01 0.2
Chiapas 2221 2179 2273 2200 2429 31 -1.9 4.3 3.2 104 01 0.0 01 -01 0.2
Queretaro 210.2 2264 2361 2177 2336 70 77 4.3 -7.8 73 01 01 01 -01 01
Oaxaca 187.8 190.9 1954 191.0 199.0 0.7 16 24 2.3 4.2 0.0 0.0 0.0 0.0 01
Hidalgo 183.6 192.3 2064 189.8 1979 1.5 47 73 -80 43 0.0 01 01 -01 01
Guerrero 1771 185.8 181.7 174.5 1825 14 49 2.2 -40 46 0.0 01 0.0 -01 01
Yucatan 159.9 169.7 170.3 165.5 177.2 58 61 04 2.8 71 01 01 0.0 0.0 01
Quintana Roo 165.6 181.2 184.0 167.3 1711 49 94 16 91 23 01 01 0.0 -01 0.0
Durango 1511 1539 1571 151.3 157.7 31 1.9 20 -3.7 43 0.0 0.0 0.0 0.0 01
Aguascalientes 124.5 1317 132.7 1274 138.5 89 5.8 0.8 -40 87 01 01 0.0 0.0 01
Morelos 128.7 1327 1287 128.7 1374 1.8 31 31 0.0 6.8 0.0 0.0 0.0 0.0 01
Zacatecas 935 95.8 103.2 104.8 1105 5.4 24 77 1.5 55 0.0 0.0 01 0.0 0.0
BCS 670 721 753 770 819 73 77 44 23 6.3 0.0 0.0 0.0 0.0 0.0
Nayarit 75.0 719 751 726 770 15.8 -41 45 34 6.1 01 0.0 0.0 0.0 0.0
Colima 61.8 64.7 65.4 624 69.9 5.6 46 1.2 -4.6 12.0 0.0 0.0 0.0 0.0 01
Tlaxcala 65.3 66.5 66.9 634 68.0 6.5 19 06 -53 73 0.0 0.0 0.0 0.0 0.0

*The sum does not coincide with the total due to the rounding out of figures
Source: BBVA Research with INEGI data and our own estimates
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3. Topics for Analysis

3a. Which are the most competitive sectors in Mexico?
Focus on production costs

In the previous edition of Mexico Regional Sectorial Outlook of January 2011, we present an analysis
of the competitiveness of the Mexican sectors, with a traditional focus on an increase in the share

of Mexican exports in the main market for the country: the United States. The Indices of Revealed
Competitive Advantages (IVCR for its Spanish initials) were estimated as an approximation of sectorial
competitiveness. The results were encouraging; many manufacturing products even those of high
technology were gaining penetration, with Mexico narrowing the gap with respect to the presence
of China and becoming the second trading partner of the U.S, competing very closely with Canada
as of the third quarter of 2009.

On this occasion, we are making a complementary analysis based on a review of production costs
and productivity in order to identify the sectors in Mexico that show a greater productive advantage.
Other indirect costs that have gained importance, such as transportation, are also reviewed, as well
as the effect of the real peso depreciation in the reduction of prices in Mexican products. Finally,
these sectors will be contrasted with those that offer a broader domestic market, so that they allow
identifying those sectors that could maintain higher growth rates in the future, based on their cost
competitiveness and their potential for growth .

Is the performance of Foreign Direct Investment (FDI) a reference of sectorial
competitiveness?

The intensive global competition for the markets have led numerous companies to consider the
transfer of their operations to countries offering greater competitiveness, both to achieve increases
and to supply the domestic market.

Increasingly, investment decisions not only take into account short-term factors. The declining
expansion of the US, Europe and Japan is giving way to multiple economic growth centers both in
developed economies and in the emerging ones. BBVA Research has recently minted the concept
of “"EAGLE "s™, for its denomination. “‘Emerging and Growth-Leading Economies” that constitutes a
methodology in the expansion process and world growth in the coming ten years. This concept
not only groups them together due to their strength, but also for the size of their economies, which
allows identifying the countries that absolutely and to a greater extent contribute to world growth.

According to BBVA Research estimates, it is estimated that in this decade that is beginning, the
EAGLE “s will contribute more than 50% of world growth, while the G7 will account for only 7%.
The EAGLE s that will contribute most to growth, in a higher to lower order, are: China, India, Brazil,
Indonesia, Korea, Russia, Mexico, Egypt, Taiwan and Turkey.

Mexico remains an important recipient of FDI

In 2010, China received the highest amounts of FDI among the emerging countries (see Graph
28) although Indonesia, Singapore, Brazil, Hong Kong and Mexico stood out for their dynamic
performance (see Graph 29).

' For a more detailed review of the "EAGLE 's” methodology please review Who are the EAGLE “s? The boost to world growth in the coming ten
years. Economic Observatory of BBVA Research, February 14, 2011, at the following e-mail address: www.bbvaresearch.com/KETD/ketd/esp/nav/
geograficas/economiasemergentes/
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Graph 28 Graph 29
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The recovery of FDI in Mexico has been relatively faster than in countries which traditionally have
been considered to be strong competitors (China, Russia and India), which is consistent with the
recovery of our country and also with the most recent opinion polls that point to Mexico as an
important and attractive destination for investment. In the survey conducted by UNCTADZ2, Mexico
ranks among the 15 priority destinations for investment (see Graph 30). Nevertheless, compared to
the previous survey (2009-2011), it dropped one place. On the other hand, the confidence index for
FDI published by AT Kerney3, places Mexico within the first eight places for investment (see Graph
31, by which it advances eleven places compared to the index of 2007 and it is the country that has
advanced the most after Poland.

Graph 30 Graph 31
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The performance of FDI is consistent with the recovery in Mexico; the greater
part is directed to manufacturing, although sectors focused on the domestic
market acquire importance

Mexico's main attraction for FDI is its important platform of manufacturing exports of over US$246
billion in 2010 and another US$250 billion in manufacturing imports that place Mexico as one
of the economies most open to foreign trade (see Graph 32) and with the greatest trade activity

internationally.

2 UNCTAD World Investment Prospects Survey 2010-2012
3 AT Kerney 2010 conducts the Confidence Index regarding the main destination for FDI. The Index is worked out by means of periodic evalua-

tions of the perception of high executives of the largest companies in the world.
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Graph 32
Trade Opening 2010
(Merchandise trade as % of GDP)

October 2011

Graph 33
Manufacturing imports by the U.S.
(% share of main trading partners)
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This has allowed widening its market within U.S. imports, placing it as its second trading partner,
together with Canada (see Graph 33). The sustained growth of Mexican manufacturing exports is
possible thanks to the continuous flow of FDI to the country, even in periods of international financial
crisis (2008 amd 2009) and the drop in manufacturing output (see Graph 34), allowing for the
strengthening of Mexico's competitive advantages compared to its competitors by providing capital
and technology for the development of diverse activities.

Graph 34
FDI and GDP in manufacturing
(billions of dollars and annual % change)
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Graph 35
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Source: BBVA Research with Department of the Economy data.

Since 2002, when growth of the Mexican economy is resumed, FDI has mainly been focused on
export manufacturing activity for export (see Graphs 35 and 36) (44.7% of total FDI), even though
the size of the domestic economy has justified that some of those companies not lose sight of the
local market such as the retail market, food and beverages, financial and real estate services and
temporary lodging where tourism is included. In manufacturing, the concentration of FDI in one
sector is lower (see Graph 37). Particularly noteworthy are, in first place, the processed foods and
electronic and computer equipment sectors, both with a little more than 19% each of which account
for FDI'in manufacturing, and, to a lower extent, chemistry and basic metals, which accounted for

109% and 85%, respectively.

Page 19



BBVA

October 2011

Graph 36
FDI, main manufacturing sectors
(Average % change 2002-2010)
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Short-term advantage; the depreciation of the peso against the dollar

The global crisis and more intensive maneuvering in the management of economic policy that

the Mexican economy has been acquiring, have generated a transitory competitive advantage

for Mexico where it has benefited from a more attractive nominal exchange rate as well as from

its depreciation against various currencies, among them the U.S. dollar. In nominal terms, the peso
depreciated 22.5% in September 26 compared to 2008 (see Graph 37). The peso-dollar exchange
rate, adjusted by price differential and unitary labor costs in 2010, is showing price a lowering of 4.3%
and of 91% compared to 2008 (see Graph 38).

Graph 37
Nominal exchange rate compared to the U.S. Graph 38
dollar Peso/dollar parity; Mexico
(% change, 26 Sep. 2011 vs. 2008) (2005=100)
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Source: BBVA Research with US. Federal Reserve data. Source: BBVA Research with World Bank data.

In the case of China, the growing inflationary pressure and the appreciation of its currency have
reduced its competitive advantage in the US. market. Chinese products have been rising in price in
view of a panorama characterized by high prices of raw materials, indicating higher input costs due
to higher oil prices, which have increased transportation costs, and wage increases, particularly in the
southern production zones of that country.

The higher prices in Chinese products on the US. market favor Mexican producers who are more
competitive, a fact that has led to greater growth in Mexicos market share compared to China. In 2010,
China marginally increased its share of the USimport market, going from 234% in 2009 to 236% in
2010. On the other hand, Mexico increased its share by close to one percentage point, from 114% to
12.2% in the same years.
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Chart 7

Competitiveness criteria

October 201

Mexico’s advantages in the medium and long terms

According to BCG* the main criteria that are considered in making domestic and foreign
investment decisions are six (see Chart 7: those referring to costs (direct or indirect) represent
80% of the weighting; they include production costs (35%), transportation (20%), the potential of
the domestic market (10%), operating costs (15%) and investment risk (10%). The quality of the
resources and other aspects account for 10%. For purposes of the analysis, we will concentrate
on the first three, which in turn depend on the characteristics of the specific sector, the weight of
which varies from one sector to another. In order to simplify, they were averaged, given the scope
of this note.

Peso Detail Peso Detail
35% Production costs*: 10% Availability/ease of resource f/management:
Labor 37-98% Sector 1) Effective schooling; 2) Cultural affinity 77% elo Country
Electricity 1-35% Country 3) General infrastructure; 4) Rigidity of the system,
Fuel (diesel, gas, and gasoline) 0-63% Country of employment; 5) Hours worked per year;
Other inputs 6) Labor relations; 7) Availability of engineers and
20% Transportation costs: L . .
scientists; 8) Protection to intellectual property;
Infrastructure quality 50% Country
. . 9) Anti-monopolistic policies; 10) No. of transac-
Maritime distance 50%
tions f/opening a business; 11) Expenses In I+D (%
Importance of
Transportation for the sector Sector of GDP); 12) Cost to company for violence & crime;
10% Consumption potential 13) Bank and non-bank loans
Current consumption 33% Sector
Expected consumption 67% Sector 10% Investment cost/risk:
15% Operating costs: Regulation favors loans 20% Country
Corporate tax rate 45% Country Real estate cost of ind. land 20% Country
Duty or non-duty tariff 45% Country Policy toward the FDI 20% Country
Telephone subscription cost (GDP %) 10% Country Business operating risk 20% Country
Country risk 20% Country

*The relative weight depends on the cost structure of each sector.
In Mexico BCG came near the CE of INEGI
Source: BBVA Research with BCG data.

a) Production costs

Labor

Production costs, in turn, consist of labor (54%), electricity (5%). fuel (5%) and others (36%). Labor
costs are the component with the greatest weight; 37% is the minimum that it can represent for a
determined sector, with a maximum of up to 98% of the total. The labor-intensive sectors are in
services, where of note is the support to businesses, research and development and education.
Another relevant sector is mining.

Comparatively, Mexico offers a competitive labor cost (see Graph 39), among an important
complex of emerging and developed countries For example, if we consider China, the main
competitor in the U.S. market, we will see that the per hour labor wage has been reduced to that
of Mexico, as a result of the high rises in China of over 200% in the past decade and a moderate

4BCG The Boston Consulting Group in the Diagnosis document and the strategies for attracting investment and operations to Mexico, October
2009.

Page 21



BBVA

October 201

advance in Mexico of a nominal 20.4% in a similar period. In fact, if we consider monthly wages
in China and Mexico, we will see that, on average, the wage gap closed between both countries
(see Graph 40). It is possible that in the future some sectors in China will show higher labor costs

than in Mexico.

Graph 39
Per hour wage in manufacturing*
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Source: BBVA Research with US. Bureau of Labor Statistics data,
March 2011; in the case of China, 2009 vs. 2002

Graph 40
Total average wage Mexico-China
(Monthly income in dollars)
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Source: BBVA Research with OIT data, 2009 estimated

The wages per sector in Mexico and China also show generalized growth according to available
sectorial statistics (see Chart 8). In China, the growth in wages has been high and almost generalized
among the sectors in recent years. In Mexico, wage increases per sector also grew, although at a
more moderate rate. In manufacturing, the most relevant sector in terms of relative Mexico-China
competitiveness, the wage differences have been reduced in 2009, with Mexico only 11.3% more

expensive compared to China (see Graph 41).

Chart 8
Wage by selected sectors 2009
(monthly perception in dollars)

Dollars Diff. Mexico-China
Mexico  China Abs. Rel, %
Mining 816.7 4617 355.0 76.9
Education 512.6 4051 1076 266
Construction 366.7 2889 778 269
Pub. admin.
and defense 506.8 442.2 64.5 14.6
Manufacturing 361.2 324.7 36.6 1.3
Primary 2077 1739 338 19.5
Electricity 552.1 526.1 26.0 49
Transport. &
communication 452.0 4401 1.8 27
Real estate
rental 400.0 4070 70 17
Financial 692.9 829.9 1370 -16.5

Source: BBVA Research with OIT data. The 2009 figures are estima-
ted

Graph 41

Gap in monthly Mexico-China perceptions
(dollars)
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To summarize, the average wage gap, so as to decide the establishment of operations in Mexico
vs. China for exporting to the US,, has been narrowing at least in the short term. Due to this,

it could possibly translate into the redirection of production for export from other cheaper
countries like Mexico. However, there are other production costs, like electricity and fuel.

Electricity

Electricity has an average weight of 5% in the cost structure of a product. However, specific sectors
such as the production of cement, plaster, ceramics, glass, iron and steel, mining and tourism could
represent up to 35% of the total. in the group of countries considered. The price of electricity in
Mexico, adjusted for quality, is at the average level (019US dls/kwh kilowatt-hour in 2010 vs. 0.20
for the average), although substantially more expensive than China and India (0.07 y 0.08 dls/kwh
respectively).

Fuels

Fuels, like gasoline and diesel, on average represent 5% in the production cost structure. However,
in sectors like auto-transportation, passenger transportation, agriculture (vegetables, fruits and
flowers) and animal transportation could come to represent up to 65% of the total. Gasoline and
diesel prices are lower in Mexico than the average (see Graphs 42 and 43).

Graph 42 Graph 43
Diesel Price 2008-2010 Gasoline Price 2008-2010
(US. cents/Lt) (U.S. cents/Lt)
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Source: BBVA Research with International Fuel Prices 2010 GLZ data. Source: BBVA Research with International Fuel Prices by GTZ data.

Based on the figures above, it can be said that, in general, Mexico has earned competitiveness in
recent years in production costs, both for manufactured goods and in services. The advantage
has been supported by lower labor and fuel costs. Of the 15 manufacturing activities considered,
Mexico is the most attractive in 11 in production costs compared to the group of countries
considered®. Also notable are the agricultural and housing sectors (see Graph 44). In services,

it is also the most outstanding in 12 of 16 activities, compared to the countries considered (see
Graph 45).

> The countries considered by BCG are Germany, Brazil, China, Colombia, Korea, United States, India, Mexico, Poland and Turkey.
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Graph 44

Relative competitiveness in production?
costs: agriculture, mining, construction and
manufacturing

October 2011

Graph 45
Relative competitiveness in production? costs:
services
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1. Index of relative competitiveness to: the US, Mexico, China, Colom-
bia, Brazil, India, Poland, Korea, Germany, Turkey.
2. Depending on the cost structure of the sector.
Source: BBVA Research with BCG data.

B) Transportation costs
In addition to the cost of production, the second most significant expense for consideration in the
relocation of production are transportation costs. These represent 20% in the cost structure, which in
turn are determined by distance (50%) and the quality of infrastructure (50%). As refers to distance,
Mexico has a structurally favorable geographic position (see Chart 9) for serving the US. market,
particularly for those products that are sensitive to transportation costs and delivery times. Although
Mexico has made important efforts in terms of the quality of infrastructure, for example, in the
construction and expansion of highways, there are still many challenges to overcome, since it does
show deficiencies that place it below the average of its competitors (see Graph 46).

1. Index of relative competitiveness to: the US, Mexico, China, Colom-
bia, Brazil, India, Poland, Korea, Germany, Turkey.

2. Depending on the cost structure of the sector.

Source: BBVA Research with BCG data.

Graph 46
Transportation infraestructure quality
2010-201M

Chart9
Distance to main consumption centers
(Maritime days)

Mexico China India Brazil Korea USA
US (NY) 50 320 250 150 210
US (LA) 40 180 310 230 170
Europe
(Rotterdam) 160 320 200 170 330 1.0
Japan
(Yokohama) 190 40 170 350 30 150

8

Korea
Chile
China
Brazil
Mexico
Colombia
India

Hong Kong

Fuente: BBVA Research con datos de BCG

Fuente: BBVA Research con datos de WEF

Mexicos strategic geographic location, with a 3000 km. border with one of the largest markets in

the world, is a key advantage for sectors that sell their products to the US. market where logistics and
transportation represent a significant part in their cost structure. Also, it is relevant for some companies
with a capacity of strict response and with “just in time” JIT).requirements..
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In order to measure this advantage, it must be considered that an important part of world trade
consists in large-sized products, which for those who purchase them, the transportation cost

could represent an important proportion of the final price. In terms of evaluating cost, the volume-
peso, volume-value ratio is very important. For example, let us compare the freight costs for the
transportation of a 2TEU container (a unit equivalent to 20 feet) with a U.S. destination from Mexico
City and from Shanghai, China, where shipment costs include land and maritime transportation,
which are US$2699 and US$5437, respectively (see Chart 10). For example, we can appreciate that
Mexico has a competitive advantage in producing household appliances, since the proportion of
the shipping costs are much lower from Mexico than from China. On the contrary, in the case of the
DVD/CD player, the proportion of the transportation cost regarding the price is very small, which is
why labor costs are relevant.

Chart 10 Chart 1
Freight costs can play a significant role in the Relative competition of Mexico in
creation of a competitive advantage transportation costs

Relevance Competi-

Retail Freight Freight Sector in costs tiveness
ptrI!l(;eLllg L;nzlt:'EfS; i(::sAZ?; :J:zlsltsMZir Advan- Agriculture, vegetable, fruit & flower prod. 5 14
Product (dlls) cont.  (%retail) (% retai)  tage Clay Manuf. prods. 5 14
Cement Manuf. prods. 5 14
$1000 $487 g:gﬁailc::er?e:;:sgand rubber : :;

Refrigerator 500 55 (20.0%) (9.7%) Mexico ’ ’
Ethylic Manuf. prods. 4 13
Furniture Manuf. 4 13
$580 $282 . Basic chemistry 3 12
Stove 450 95 (12.9%) (6.3%) Mexico Machinery and equipment Manuf. 3 12
Transportation equip. 3 12
$330 $159 Electric and electronic eq. Manuf. 2 12
TV of 290 450 170 (71%) (3.5%) Mexico Mining 2 12
Processed foods 2 1.2
DVD/CD $15 $0.7 Physical media and software 2 12
player 150 3,700 (1.0%) (0.5%) China Beverages and tobacco 1 11
Chemical-pharmaceuticals 1 11

Source: BBVA Research with BCG data. Competitiveness, =1 country aver, > 1 competitive, < 1 not competitive

Time-distance relevance, 5=quite relevant, 1=not too relevant
Source: BBVA Bancomer with BCG data.

Due to the above, the sectors where Mexico has a structural advantage in transportation are those
that produce heavy articles like clay and cement, of large volume and high value like machinery
and equipment, vehicles and auto-parts and in perishable merchandise like non-processed food and
animal breeding (see Chart 11. Also, it favors sectors in which the response time for the shipment

of components is essential. For example, fashion articles, like clothes and textiles; the advantage of
reacting quickly to changes in demand and not depending on a supply chain is quite relevant. The
same applies to electronics and perishable merchandise.

C) Consumption potential

The consumption potential is the third criterion (relative weight 10%) to consider by companies
to decide whether to invest or transfer future operations out from their borders. The domestic
markets of the emerging countries have great attraction for FDI; demographically they have
young labor, they are attractive for sale and supply, and they show high growth rates and a high
expansion outlook of their domestic market. The economic potential of the emerging countries
as a group, represent more than half of the world population and are realizing an important part
of the world production. They offer opportunities for trade to the extent that the need increases
for capital goods, machinery, energy transmission equipment, transportation equipment and high
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technology products. In order to compare the potential market of this group the potential market
index® (PMI) was used. In 2010, the Index places Hong Kong as the domestic market with the
greatest potential, while the one with the least potential is Venezuela. Mexico placed in the middle
of the table (position 13) although at a disadvantage compared to Brazil (11th), China (2nd) and India
(9th) among others (see Chart 12).

Chart 12

Domestic market potential, 2010

Place Country

1 Hong Kong

2 China

4 South Korea
5 Czech. Rep.
6 Poland

9 India

10 Turkey

n Brazil

13 Mexico

21 Russia

26 Venezuela

Source: BBVA Research with The Economist data.

In order to measure the consumption potential at a sector level, four target categories were
considered important: 1) 100% to the local market; 2) 80% to the local market, 20% to the regional;
3) 70% to the local market, 20% to the regional and 10% to the global; and 4) 50% to the local
market, 30% to the regional and 20% to the global market. According to BCG, Mexico is not

too attractive in sectors aimed 100% to the local market like telecommunications, passenger
transportation and housing, among others, while in sectors exposed to foreign competition like
transportation equipment, the differences between the countries are reduced, given the imported
components that share these industries (see Graph 47).

Graph 47
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1. Index of relative competitiveness to :

US, Mexico, Chile, Colombia, Brazil, India, Poland, Korea, Germany, Turkey.

2. Depending on the cost structure of the sector

Source: BBVA Research with BCG data.

© This Index published by The Economist allows companies to compare the emerging markets among themselves in various dimensions. Eight
dimensions have been selected to represent potential : 1) size of the market; 2) growth rates; 3) intensity; 4) consumption capacity 5) trade infras-
tructure; 6 economic freedom; 7) receptivity of the market; and 8) country risk. For further detail see http://globalEDGE. msu.edu/resourceDesk/

mpi/
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Conclusions: the two approaches confirm more competitive sector groups

In brief, and based on the six criteria indicated by BCG, the sectors classified as of “high
competitiveness” see Chart 13) are similar to those that manage to continuously increase their
competitive revealed advantage (CRA) and that were identified in Mexico Regional Sectorial
Outlook of January 2011. This is the most apt group for attracting private investment that will
promote its development. These sectors have a high impact on Mexico and are competitive
compared to other countries.

Chart13
Sectors of high competitiveness
1. Transportation equipment 4. Mining (except oil and gas)
Light and heavy vehicles 5. Support services to businesses
Auto parts 6. Food industry
Air-space Processed and non-processed food
2. Machinery and equipment 7.Health
Industrial refrigerators Medical equipment
Larger household equipment: refrigerators, stoves: Health services
Gasoline motors for vehicles Curing material
Medicines
3. Electric and electronic equipment 8. Tourism
Telephone apparatuses Temporary lodging services

Radio, TV and communications equipment
Audio and video
Computers

Source: BBVA Research with BCG data.

Currently, Mexico is the main exporter of flat screens in the world, the second in refrigerators and freezers
(after China) and the third in mobile phones. In transportation equipment, it is the sixth largest exporter
of motor vehicles in the world (in value) and it is almost twice as large as Brazil and India combined. Also,
it is the key supplier to the US. market; one of every 10 light vehicles sold in the US. are produced in
Mexico; 3 to 10 light vehicles imported by the U.S. come from Mexico. In fresh food, it is the main exporter
of vegetables in the American continent and the main producer and exporter of avocado and the
second exporter of fresh tomatoes in the world; in the air-space category, it is the main receptor of FDI in
the world, in pharmaceutical and bio-technological products, clinical tests and medical devices, Mexico
offers lower production costs compared to the leading countries in the industry. In the branch of medical
instruments and apparatuses, Mexico was also the main supplier to the US. and the sixth exporter at a
world level. In pharmaceutical products, it is the first exporter to Latin America.

The priority sectors promoted in the domestic market are basically three: financial services, housing and
trade, even though there are others equally important (see Chart 14), although they are not necessarily
competitive compared to the countries considered by BCG.

Chart14
Sectors that promote the development of the domestic market
1. Messenger and packaging services 1. Housing
2. Support services to businesses 2. Infrastructure
3. Tourism 3. Trade
4. Physical media and software 4. Passenger transportation
6. Music / movies 5. Transportation service
7. Electronic processing of information 8. Real-estate rental
8. Engineer and design services 9. Rental of personal property
9. Research and development services 10. Waste management

11. Educational services
12. Food and beverage preparation
13. Financial services

Source: BBVA Research with BCG data.
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Key sectors fostering the development of professionals and entrepreneurs are usually services

of high aggregate value (see Chart 15), complementary to industries of high potential and
competitiveness. In this respect, it should be noted that Mexico meets the requirements to become
the key supplier of the Information Technology (IT) market. The advantages the country offers have
allowed for the value of the information technologies services market (including placing third place
the business processes or BPOs) to have reached US$4.2 billion in 2008, while the software market
totaled US$2.4 million in the same period.

Chart 15

Sectors that promote the development of Chart 16

professionals and entrepreneurs Sectors that are platforms for development
1. Agriculture (vegetables, flowers and fruit products) 1. Infrastructure
2. Physical media and software 2. Telecommunications
3. Research and development services 3. Educational services

4. Architecture, engineer and design services

Source: BBVA Research with BCG data. Source: BBVA Research with BCG data.

Finally, the priority sectors that are platforms for development and have a high multiplying effect in
production (see Chart 16) are at a disadvantage with respect to international competitors of Mexico
because they are showing an important lag, which reduces the growth potential of other sectors.
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3b. Is it possible to obtain greater brilliance from
metallurgical-mining in Mexico?

Despite the turbulence, the medium-term global environment for the emerging
economies favors a strong demand for metals

Global turbulence has generated a greater “risk premium” worldwide in view of the problem of
refinancing some European countries’ sovereign debt and budget management in the US, which are
factors that have not eliminated the outlook of high growth for the emerging economies over future
decades. Also, the broad conditions of global liquidity have led investors to enter different markets in
search of a greater demand for profitability shored up by an increase in prices of raw materials.

The base scenario considered by BBVA Research considers that, in the medium term, the prices of
metals will stabilize. The upward bias in the medium term is derived from strong growth in Asia. This
should help curb price growth, the increase in the supply of metals (due to the maturing of investments
made previously) and the short-term bias-which is downward-derived from lower growth of the more
developed economies. That is, the international uncertainty could lead to a greater moderation in
global growth, causing a lower demand for metals.

1. Trends in world demand for basic metals

Demand for basic metals showed strong growth due to the recovery of the world economy that
began in 2010, but above all because of the high and sustained growth of the emerging economies,
headed by the Asian nations (mainly China and India, and in Latin America by Brazil). In fact, economic
growth in China and the US., the two largest consumers of precious metals (gold and silver) and basic
metals (copper, lead and zinc), will continue to pressure prices upward (see Graph 48 and Chart 17). In
Asia, the Chinese market is the most important in terms of leading the demand for basic metals, due
to its sustained industrialization process. But other countries, like Brazil, Russia and India have also
bolstered demand.

As regards precious metals, a change in policy by the central banks must also be considered, as they
have become net buyers of gold for the first time after 21 years of net sales. It is expected that this
trend will continue with new acquisitions by the emerging countries and limited sales by the more
developed economies. The goal is to restore the balance between gold and foreign currencies in their
total reserves, thereby achieving some diversification of their assets.

Graph 48 Chart17
International prices of basic metals International prices of basic metals
(Index 2005=100) (Nominal dollars)

500 Metal 2008 2009 2010 111 2011*
Gold (London
400 Final, Dlls/Oz) 8717 9730 12247 14433 14540
Silver (London
300 Fix, US/O2) 15.0 147 202 349 341
/ Copper
200 (LME. Settle,
% Ctvs, DlIs./Ib) 3155 2336 3418 4265 4359
100 O Lead
(LME Settle,
0 m R m — m m ,\ m _ m m ,\ m * Ctvs, Dlls./Ib) 948 780 975 1171 1175
8883333333338 ¢5 e
- = = = - - - NN R KN N (LME Settle,
—Silver —Gold - Copper —Lead —7Zinc Ctvs Dlis./Ib) 85.0 751 980 1055 1077

* Metals Week Forecast * Metals Week Forecast
Source: BBVA Research with data from the Department of the Source: BBVA Research with data from the Department of the
Economy Economy
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2. Trends in world supply

In response to the rising trend in metal prices and more stable market conditions, most companies
increased their exploration budgets in 2010 to US$ 121 billion (see Graph 49) and during this year,
despite the turbulence. After rising during six consecutive years to a historic high of US$ 14.4 billion
in 2008, the exploration budgets for non-ferrous metals dropped 42% in 2009, although they
continued high compared to the first half of the previous decade. In 2010, metal prices, the main
drivers of exploration costs, improved significantly. The budgets for gold accounted for 51% of the
total, from 48% in 2009 (see Graph 50). However, and despite the growth of investment, especially
in Latin America (which accounted for 27% of the world exploration budget in 2010), mining faced
new challenges that will limit its growth in the next few years: the increasing capacity of the Asian
countries to set prices; a greater intervention by governments in different manners (nationalizations,
higher taxes and new royalty formats); the depletion of metal deposits in the developed countries,
the result of strong resistance in their communities to develop mining; inadeguate infrastructure and
lack of qualified talent, in addition to the impact of climate change, adding new mining risks, as well
as greater demands to achieve sustainable development, that is more environmental friendly.

Graph 49

World investment in exploration of non-ferrous
minerals*

(Billions of US dollars)

Graph 50

World investment in exploration, 2010:
US$12.1 billion)
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*Refers to expenses related with basic and precious metals, diamonds,
uranium and other industrial minerals; excludes iron minerals, alumi-
num, carbon, oil and gas.

Source: BBVA Research with data from (MEG) Metals Economics
Group

Source: BBVA Research with data from MEG
PMG Platinum Metals Group

3. Other determining factors that contribute to the rising trend in prices

In general, the news of mixed economic performance throughout the wo