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“Last week, | was
in the Andean
region visiting
Chile, Peru and
Argentina -

a good contrast
between the first
two countries
that ‘live within
their means’

and the latter
with a ‘spending

 ”

addiction’.

Are you a big spender? When it comes to spending, I always
remember my mother’s advice: “live within your means”.

In emerging markets (EM), most countries that follow this basic
rule do well in the long term.

Given limited options with respect to lenders of last resort and the risk of

a confidence crisis associated with printing money, most EM countries can’t afford
to maintain the indebtedness and fiscal burden assumed by their developed markets
(DM) counterparts.

A democratic regime puts more challenges on EM governments to strike a fine
balance between the electoral campaign when they are ‘capturing the hearts’

of their citizens and the ‘having a relationship’ stage when they must implement

a less popular reform agenda and fiscal austerity. Even if it yields benefits in the
long term, the latter stage requires courage and commitment. Not taking this
difficult step can quickly lead governments to the trap of overspending. Last week,
1 was in the Andean region visiting Chile, Peru and Argentina - a good contrast
between the first two countries that ‘live within their means’ and the latter with

a ‘spending addiction’.

Chile and Peru are steadily improving

Both Chile and Peru have improved their credit quality over the last 30 years.

Chile’s Moody’s credit rating has been enhanced by three notches from Baa2 to A2.
Meanwhile, Peru has achieved a seven-notch upgrade over the same period, raising
its credit rating from high yield (B2) to investment grade (Baat). These countries’
spending patterns have been disciplined and bided by a tight fiscal rule. Even
though both countries have gone through political turmoil over the last few years,
the strength of the institutions has prevailed and kept the policy agenda and the
spending discipline in check. Moreover, despite the potential growth rate halving over
the last ten years, Chile and Peru’s sovereign spreads are trading close to historical
tights, reflecting their solid sovereign credit quality.

The same is true of some of the corporate stories. Even in the mining sector, some

top corporates in Chile are being rewarded by investors for keeping prudent leverage
matrices while leading the initiative on improving environmental risks in the industry and
reducing carbon emissions. This is not to say that the countries don’t have challenges.
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Peru, for example, has struggled to implement
infrastructure investments in the country. The challenge
is raising the funds and spending them effectively due
to corruption and lack of qualified resources. These
problems also stem from Peru has one of the world’s
highest rates of informal employment, at 70%. While
these issues are structural, they impact future growth
and equity valuations more than credit quality

and spreads.

Argentina is spending beyond its means

The same cannot be said about Argentina. It is classified as
a high-income country by the World Bank, with an average
GDP per capita of USD10k. Yet, Argentina’s credit rating
has deteriorated by five notches since 2001, from B2 to

its current Ca rating. The country has continued to spend
above its means for the last ten years, with the annual
budget deficit jumping by 4% compared to the previous
decade. This, combined with rigidity and indexation

of the economy following a decade of both Kirschner
governments, has increased inflation tenfold from 10% to
113% today. We also saw that the gradual approach of

the previous market friendly Macri government, known

as ‘El gradualismo’, failed in addressing either inflation

or overspending.

Looking at the candidates ahead of the upcoming October
presidential elections, it is unclear if they are willing

to make difficult decisions. So far, the focus has been

on winning the public’s hearts. The three candidates -
Patricia Bullrich from Macri’s party Cambiemos,

a radical libertarian Javier Milei and Sergio Massa from
the incumbent Peronist party have all acknowledged the
need for fiscal adjustment to varying degrees. Even the
electorate seems to support candidates calling for radical
action. However, history in Argentina has shown that when
the time comes to execute the tough measures, successive
governments have been unable (or unwilling) to follow
through, especially given the potential risks around
governability and social unrest.

What is the right path to help Argentina exit from crisis?
When 1 arrived in Buenos Aires, one of my favourite cities,
it felt as joyful and seductive to its visitors as before.

The city was buzzing, restaurants were full, and the word
‘crisis’ didn’t fit into this narrative until 1 tried exchanging
US dollars. This was when I discovered that the exchange
rate was heavily dependent on the amount 1 would
exchange. 1 was offered the official Argentine peso (ARS)
FX rate of 350 per USD for a small number of dollars and
the black-market rate of 750 for a much larger amount.

Printing money is not working

Argentina is addicted to spending. The country has
restructured its debt twice in the last two decades despite
receiving USD50bn from the International Monetary
Fund (IMF) just months before its second default in 2019.
Even with the IMF program following the restructuring,
the country still managed to overspend by increasing

its monetary base by 18%, i.e., printing money to fund
negative primary fiscal deficits over the last four years.
This vicious circle of overspending translates into
hyperinflation, loss of confidence in the currency and
more challenges ahead.

Is the country better off by addressing the hyperinflation
problem first? Candidate Milei proposes dollarisation

as a solution. Fiscal austerity is a necessary condition

for dollarisation to be sustainable, but can the political
system deliver it? While a radical concept of dollarisation
is appealing to some, the key risk lies in the cost of
implementation. After Milei’s victory in a primary election in
mid-August, the currency devalued by 20% within a couple
of days. The confidence crisis is so deep that further stress
could cause a run on the banks, which could translate into
a banking crisis. There is also a cost to dollarisation. With

a monetary base of ARS8tn and local deposits of ARS12tn,
using an ARS/USD rate of 500, Argentina would need
USD40bn to make the swap. Given Argentina’s central bank
has negative net foreign currency reserves of USD7.9bn,

it’s unclear who could provide this dollar liquidity.
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As for the other two candidates, their respective parties’ In the future, the market will need to see evidence of

failure to deliver in the past on their objectives doesn’t fill the commitment and delivery from the new government.
one with confidence in their future delivery. The current This will determine whether Argentina’s sovereign debt
pricing of sovereign bonds would suggest that the market continues to trade within a distressed price range or can
is sceptical of the government’s ability to deliver. And one finally leap into sustainable debt territory.

could argue that a fair bit of bad news is in the price.

1 believe the only way to fix Argentina’s problem is to
truly commit to stopping overspending. This will cause
pain for citizens in the short term as the discrepancy
between the cost of living and salaries will grow even
further. But it would also set the base for a long-term
structural change in the economy. The country is going
through a deep confidence crisis, with only 3% of its
monetary base in circulation. With this level of fragility,
accidents are more likely to happen.

This year, the country has been particularly unlucky
with droughts that subtracted 2.5% of GDP. Still, the
hopes for an increase in gas exports of USD25bn can
also quickly vanish if the currency crisis puts ‘capital
expenditure’ investments on hold. Argentina’s new
government and its people must fully commit to taking
the tough medicine to exit this vicious circle of living
on the edge. It’s decision time.
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