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 EM fiscal dynamics have generally deteriorated in the post-Lehman era,
including most LatAm economies, except Colombia and Peru, which
showed marginal improvement.

 Argentina and Brazil need to adjust their fiscal accounts relatively quickly to
restore confidence and rebalance their economies.

 While other LatAm economies do not face such pressure, growth and
commodity assumptions may be downgraded further, which could force a
sharper fiscal adjustment.
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The fiscal situation in the EM world has not been particularly worrisome for investors
since the onset of the Global Financial Crisis (GFC), especially compared with sharply
weaker fiscal accounts in DM. Nevertheless, there has been a steady increase in Gross
General Government Debt (GGGD) across most geographies, including LatAm and CEE
(with Asia being the exception). A combination of factors has been driving the fiscal
slippage since the GFC: (1) slower cyclical and potential growth; (2) falling commodity
prices; and (3) loose fiscal policy to support confidence, economic activity, and social
gains. Although in general the region does not seem to be facing any critical pressure, in
our opinion, on a solvency or even liquidity basis (with the exceptions of Argentina and
Venezuela, which face escalating fiscal pressures along with exchange rate distortions),
the region now has more limited monetary and fiscal policy options to address more
challenging medium-term outlooks and potential external shocks. Even as Asia has
bucked the trend of higher public debt, we see risks that debt may increase given the
ongoing woes affecting China’s residential sector, corporate, and local government debt.

Generally, EM debt sustainability dynamics do not appear to be on investors’ radar
screens, except for a few isolated cases (Argentina, Ukraine, and Venezuela, among
others), in part because balance sheets are stronger (including foreign reserves), policy
credibility has gained ground (including monetary and fiscal policy improvements), and
floating exchange rate regimes have become highly efficient shock absorbers.

The IMF has recently shifted its long-held approach of requiring indiscriminate fiscal
discipline among EM economies in the face of external shocks or a slowdown in favor of
a more nuanced prescription for three different cases: (1) expansive fiscal policy by those
countries that have some room; (2) rebalancing expenditure and structural reforms by
those countries with more limited degrees of freedom; and (3) fiscal consolidation only

Higher Gross Government Debt* (% GDP), but below 55%

*GGGD (% GDP) is the General Government Gross Debt. The GGGD for each region
was calculated with a weighted average by nominal GDP from a sample of 27 key EM
countries. Sources: Bloomberg, Haver, IMF, and Santander.
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by those countries with mounting market pressure due to increasing fiscal risks. We
believe that only three LatAm economies meet the third definition of the IMF, which
means that due to building fiscal risks and market pressures, there is a need for fiscal
consolidation: Argentina, Brazil and Venezuela. The other countries are somewhere
between the first and second definition, with Chile and Peru potentially in the former
group and Colombia and Mexico in the latter.

To go into more detail by country, we looked at a series of GGGD data among the
most important EM economies (a total of 23 of the previous group) for the pre-
Lehman and post-Lehman periods of 2001-08 and 2008-2014. The data showed that
most countries managed to reduce their GGGD as a percentage of GDP in the 2001-
08 period (average decline of 7.4 p.p.) but gave back most of the gains in the 2008-
2014 period (average increase of 6.3 p.p.).

Instead of comparing the structural fiscal balances for all LatAm economies, which
may present a few methodological complications, we decided to look at the average
of the Central Government Balance (CGB) as percentage of GDP with quarterly data
starting 1Q02, when the commodity super-cycle began. (Some countries lack data so
far back, while others do not have CGB data but have public sector or general
government data.) We calculated the average of the data set for 27 EM economies and
then compared it against both 2Q08 (the quarter right before Lehman’s collapse) and
1Q15 (when that data were unavailable, we used 4Q14).

Looser policy after Lehman’s collapse (Central Government Balance, % GDP)

Latest quarterly data are the average of the last four quarters. Mexico, Uruguay, Russia, Slovenia, China, and
Thailand have different fiscal measures such as public sector or general government. Whenever data up to the
1Q15 are not available, we used data up to the 4Q14 data. Sources: Haver, IMF, and Santander.

We see a clear trend of worsening fiscal balances in the EM sample by comparing
both 1Q15 and 2Q08 (right before the GFC) against the 13-year average. Among the
LatAm pack, Colombia, Peru, and Uruguay are either slightly to the upper left or
close to the 45◦ line, which means either a relative improvement or stability in the
fiscal position between the pre-Lehman and post-Lehman periods. Besides a few
other countries in CEE and Asia, most other EM economies showed looser fiscal
conditions in the post-Lehman period.

Zooming into the region, the clearest case of fiscal deterioration in the post-Lehman
period is Venezuela, as the country saw eroding primary and budget balances (as a
percentage of GDP) by more than 10 p.p. between the 2006-08 period and 2011-14, as
revenues plunged 8 p.p. while expenditures increased close to 4 p.p. in the same
comparison period. Following Venezuela, and among the biggest LatAm economies,
Chile also saw a major shift in its fiscal position after the crisis, with increases in
expenditures and reductions in revenue that led to a swing of 5 p.p. in its primary
balance before and after the crisis. Common to most LatAm economies was a clear
trend of rising expenditures (as a share of GDP), while revenue could not catch up
due to lower commodity prices and relatively tame economic growth.

The above results are consistent with our findings that volatility in real revenue
growth is greater than that of real expenditures, at least among LatAm inflation-
targeting regimes (ITs), indicating stickiness in the latter mostly due to strong inertia
in social spending. When looking at the volatility in revenues, Chile stands out, with a
standard deviation of 14% in real revenues (rolling 12-month basis) since 2008,

Most EMs reduced debt before Lehman,
but have reversed gains since then

*Latest quarterly data are the average of the last
four quarters. Mexico, Uruguay, Russia, Slovenia,
China, and Thailand have different fiscal
measures such as public sector or general
government. Whenever data up to the 1Q15 are
not available, we used data up to the 4Q14 data.
Sources: Haver, IMF, and Santander.

EMs’ higher leverage*: not as high
against DM

*General Government Debt (GGD). Sources: IMF
and Santander.

Change in fiscal position (% of GDP),
2006–08 versus 2011–14

Difference in the average of variables (as % of
GDP) in 2006-08 vs. 2011-2014. Sources: EIU
and Santander.
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followed by Brazil, Colombia, and Peru, with standard deviations around 8%. The
case of Mexico is the only one where the variability in revenue has been far closer to
that in expenditures, suggesting a relatively flexible approach to fiscal policy. This is
also evidenced by the proactive stance that the Mexican government has taken in
cutting expenditures in 2015 and planning cuts for 2016 by 0.7% of GDP as a reaction
to what appears to be a fairly permanent negative shock to Mexico’s terms of trade.
(Oil prices below the US$90-120 per barrel seen in 2011-13 may be the case for
years, not months.)

The region managed to improve its debt ratios during the commodity boom in the
2000s, with a combination of high growth and fiscal surpluses. However, the ongoing
deceleration in EM growth that started in 2011 is reversing part of those commodity-
driven gains seen since the 2000s. After peaking in 2002, GGGD/GDP declined from
60% to a low of 48% in 2007 and remained relatively stable around 50% through
2013. However, the ratio bounced back to 53% in 2014, due to the fast decline in
commodity prices and a sharper growth slowdown.

The most striking case in terms of fiscal dynamics and debt sustainability has been
Brazil, as its investment-grade rating has been put to the test since late 2013. A good
way of assessing the financial strength of a government (or sovereign in the case of
rating agencies), in our view, is to look at the interaction between public debt as
percentage of GDP and interest paid by the government as percentage of government
revenue. An increase in both at the same time suggests that increasing leverage is
starting to take a toll on the financial costs of that debt. In a sample of eight large EM
economies with similar foreign currency sovereign ratings (all are BBB, with the
exception of Mexico, with an A3 rating), Brazil is the only case that shows an
increase in both metrics, which suggests a deterioration in the strength of government
finances. Brazil’s divergence in both trend and level (India also shows high ratios, but
it managed to reduce leverage despite higher financial costs) illustrates why the
government has been forced to implement a fiscal adjustment plan to prevent market
turmoil and a downgrade in its sovereign rating below investment grade.

Although other LatAm economies should not be under the same kind of pressure as
Brazil, due to lower leverage and financial costs of debt, overall fiscal policy needs to
adjust to a new, less supportive reality, in our view. Argentina needs to adjust loose
fiscal policy in order to help contain inflation and to be able to access financial
markets, while Brazil needs to implement fiscal consolidation to prevent a downgrade
to junk, which would increase the costs of financing and may reduce investment. The
rest of the IT regimes do not face such pressure on their fiscal accounts. However,
mid-term assumptions related to potential growth and commodity prices may face
further downward pressure, which could force a stronger fiscal adjustment, especially
ahead of the Fed normalization process and sharply weaker Chinese growth.

The silver lining of less robust debt dynamics is the armor that the region has
managed to build with higher reserves to GDP ratios and, in some cases, the net credit
status of some public sectors (like Brazil, Chile, and Peru). Most LatAm ITs have
international reserves of around 15% of GDP, with Peru having double that ratio (in
part to support a semi-dollarized economy). The most troubling cases, in our view, are
those of Argentina and Venezuela, because despite the commodity super-cycle, their
reserve ratios are similar or lower to those seen in early 2000.

Brazil fiscal metrics deteriorating: interest/revenue and debt/GDP ratios

All the countries in the sample have BBB foreign currency sovereign ratings (including +, –, positive and negative
watch) except Mexico, which has an A3 rating from Moody’s. Sources: Haver, IMF, and Santander.

Argentina, Brazil, and Venezuela have
high expenditures

Average of variables (as % of GDP) in 2011-14.
Sources: National Statistics Agencies and
Santander.

Slow GDP growth and fiscal worsening
raise debt sustainability questions for
LatAm ITs + Argentina

GDP weighted LatAm-6. Sources: EIU and
Santander.

LatAm building reserves, except
Argentina and Venezuela

Reserves as a % of GDP. Sources: Bloomberg,
Central Banks, and Santander.
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KEY MACRO INDICATORS
GDP growth 2013 2014 1Q15 2Q15 3Q15 4Q15 2015F 2016F Last Review ‘15 Nom GDP ’15

Argentina 2.9 0.5 -1.3 -0.5 -0.2 -0.1 -0.5 2.5 Up 544

Brazil 2.7 0.1 -1.6 -1.7 -1.4 -1.3 -1.5 0.5 Down 1,911

Chile 4.1 1.9 2.4 2.2 3.1 3.5 2.8 3.2 Down 252

Colombia 4.7 4.6 2.8 2.7 3.2 3.4 3.0 3.2 Down 315

Mexico 1.4 2.1 2.5 2.4 2.8 3.1 2.7 3.5 Down 1,199

Peru 5.8 2.4 1.7 3.3 3.4 3.4 3.0 4.0 Down 204

Uruguay 5.1 3.5 4.0 1.8 2.2 2.1 2.5 2.0 Down 55

LatAm-7 2.7 1.2 0.3 0.3 0.7 0.9 0.5 2.0 4,479

In %. Year-on-year basis. Nominal GDP in US$ billions. Sources: National central banks, finance ministries, and Santander.

GDP Priv Cons Pub Cons Investment Exports Imports Ind Output Retail Sales

Components ‘14 ‘15 ‘16 ‘14 ‘15 ‘16 ‘14 ‘15 ‘16 ‘14 ‘15 ‘16 ‘14 ‘15 ‘16 ‘14 ‘15 ‘16 ‘14 ‘15 ‘16

Argentina -0.5 -0.9 1.5 2.8 0.8 1.4 -5.6 -2.0 8.0 -8.1 -1.9 6.0 -12.6 -5.0 7.1 -2.5 -1.0 2.9 -1.8 -0.3 2.0

Brazil 0.9 -1.1 0.6 1.3 -0.3 0.5 -4.4 -5.8 -0.6 -1.1 1.7 3.2 -1.0 -1.8 1.5 -3.2 -6.0 1.0 2.2 -1.0 -0.5

Chile 2.2 2.3 2.5 4.4 5.7 5.1 -6.1 1.2 2.0 0.7 1.9 2.2 -7.0 0.8 1.1 -0.8 0.6 2.0 2.5 2.5 3.0

Colombia 4.4 3.5 4.0 6.3 3.2 2.6 11.7 6.8 7.6 -1.7 2.3 2.6 9.2 6.4 4.3 1.4 1.0 3.0 8.4 3.0 4.0

Mexico 2.0 3.3 3.3 2.5 2.0 2.0 2.3 3.7 4.6 7.3 7.8 8.2 5.7 5.7 7.0 1.9 1.8 3.7 2.7 4.5 4.2

Peru 4.1 4.1 5.0 6.4 1.6 1.6 -7.5 2.6 3.7 -4.5 3.5 3.5 -5.6 1.2 0.7 na na na na na na

Uruguay 4.2 2.8 1.9 2.5 1.8 1.7 -1.2 -3.6 1.0 1.9 3.0 2.5 0.5
-

0.5 1.5 5.5 6.5 2.0 0.6 1.0 1.5

LatAm-7 1.5 0.9 2.0 2.6 1.1 1.5 -1.8 -1.1 2.8 0.2 3.0 4.8 -0.5 0.7 3.8 -1.1 -2.1 2.1 2.2 1.1 1.6

Annual changes in %. na: Not available. Sources: National central banks, finance ministries, and Santander.

Inflation Headline CPI (y/y) Core measure

2013* 2014* May-15 Jun-15 Jul-15 2015* 2016* 2014E 2015F 2016F

Argentina 10.9 24.0 15.3 15.3 15.2 15.7 17.5 30.0 24.0 15.9

Brazil 5.9 6.4 8.1 8.2 8.5 8.5 6.5 6.5 8.0 6.5

Chile 2.9 4.6 4.0 4.2 4.3 3.3 2.7 4.3 3.3 3.6

Colombia 1.9 3.7 4.0 4.0 3.9 3.8 3.4 2.8 3.3 3.1

Mexico 4.0 4.1 3.0 2.8 2.9 3.0 3.4 3.2 2.9 3.2

Peru 2.9 3.2 2.8 3.0 3.0 3.1 2.5 2.7 3.0 3.0

Uruguay 8.5 8.3 8.4 8.5 8.6 8.6 8.0 10.3 9.0 8.5

LatAm-7 5.3 7.4 6.8 6.8 6.9 6.9 6.3 7.9 7.7 6.1

*Year-end levels, y/y. Core measure as per national definitions. Santander estimates starting November 2014. Sources: National central banks, finance ministries, and
Santander.

Macro Miscellanea ARG BRZ CHI COL MEX PER URU

Fiscal balance % of GDP 2014 -2.5 -6.2 -1.6 -2.3 -3.2 0.2 -3.4
2015F -3.9 -6.4 -2.4 -3.0 -2.8 -2.0 -3.2
2016F -3.0 -5.5 -1.5 -3.7 -2.8 -1.0 -3.0

Public debt % of GDP 2014 18.0 34.1 9.5 30.1 39.8 19.7 42.6

(net terms in Arg, Brz, Chi) 2015F 21.0 35.7 10.7 29.9 41.0 18.9 45.0

2016F 26.0 37.6 11.9 30.2 42.5 18.2 46.4

Current account % of GDP 2014 -0.9 -3.9 -1.2 -3.4 -2.1 -5.5 -4.6
2015F -1.3 -4.2 0.5 -6.0 -2.4 -4.5 -3.6

2016F -2.3 -3.7 -0.5 -5.2 -2.3 -3.5 -3.3

Trade balance US$ bn 2014 6.7 -4.0 7.8 2.1 -2.4 -3.9 -0.9
2015F 4.5 -4.5 8.8 -8.0 -5.1 -2.0 -0.3
2016F 2.7 9.4 7.8 -6.0 -6.9 2.0 -0.1

External debt % of GDP 2014 25.9 16.0 56.4 26.7 18.8 31.2 42.1
2015F 27.7 20.0 62.2 32.0 20.2 31.5 43.2
2016F 38.9 22.0 61.9 34.5 20.5 31.3 44.2

Unemployment % of workforce 2014 6.9 4.8 6.4 9.1 4.8 6.0 6.6

2015F 7.5 6.6 6.6 8.5 4.2 6.5 7.5
2016F 6.6 8.0 6.8 8.3 4.1 6.3 8.1

Source: Santander.
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MONETARY POLICY MONITOR

Central bank reference interest rates. Levels in %, monthly changes in bps. NM: No meeting scheduled that month. *This month’s meeting has already
taken place. Sources: Central banks and Santander.

 Easing cycle: We no longer see any Central Bank easing this year, as inflation pressures have been lingering
longer than expected while local currencies have weakened more than initially expected by Central Banks.

 Neutral stance: The Andean economies (Chile, Colombia and Peru) are likely to remain on hold for the
remainder of the year, as the slowdown has not been enough to compensate lingering inflationary pressures.
We expect to see Chile and Peru’s Central Banks starting a modest hiking cycle in 2016, while Colombia is
more likely to do a mini easing cycle next year.

 Tightening cycle: We only expect to see Brazil in a tightening cycle this year, with its Central Bank likely to
finish the cycle with one last 25-bp move in July, to then start easing in 2016. In contrast, Mexico is likely to
tighten policy by October, after the Fed starts normalizing its monetary policy in September.

FOREIGN EXCHANGE RATES

BRL MXN CLP COP ARS PEN UYU

Jun-15 3.15 15.55 633.00 2,560 9.09 3.18 27.00

Sep-15 3.15 15.20 645.00 2,600 9.52 3.18 27.20

Dec-15 3.20 14.70 620.00 2,650 11.10 3.20 27.60

Mar-16 3.30 14.92 610.00 2,650 11.55 3.25 28.42

Jun-16 3.40 15.20 600.00 2,600 12.01 3.30 29.27

Sep-16 3.50 15.12 605.00 2,650 12.50 3.35 30.15

Dec-16 3.60 15.00 615.00 2,700 13.00 3.40 31.05

End-of-period levels. Sources: Bloomberg and Santander.

 Despite the recent stabilization in the USD against G10 currencies (DXY index), we have increased our
depreciation forecasts for MXN and PEN by 2016, in part due to idiosyncratic factors.

 We still believe the MXN should outperform other LatAm currencies, with an expected moderate appreciation
toward 14.30 at year-end 2015 and then a reversal to 14.60 by the end of 2016. The CLP is also likely to post
some modest gains toward the 620 mark by the end of the year.

 We remain bearish on the rest of the currencies (ARS, BRL, COP, PEN and UYU) but particularly on the
Southern Cone currencies (ARS, BRL and UYU) given their substantial macro imbalances.

Jul-15 Aug-15 Sep-15 Oct-15 Nov-15 Dec-15 Jun-16 Dec-16

Brazil 13.75 14.00 14.00 14.00 14.00 14.00 14.00 13.00 11.00

25 NM 0 0 0 NM -100 -200

Chile 3.00 3.00 3.00 3.00 3.00 3.00 3.00 3.00 3.50

0 0 0 0 0 0 0 20

Colombia 4.50 4.50 4.50 4.50 4.50 4.50 4.50 4.00 4.00

0 0 0 0 0 0 -50 0

Mexico 3.00 3.00 3.00 3.00 3.50 3.50 3.50 4.00 4.50

0 NM 0 50 NM 0 50 50

Peru 3.25 3.25 3.25 3.25 3.25 3.25 3.25 3.50 3.50

0 0 0 0 0 0 25 0

Current
Periods ended in



ARGENTINA
PUBLIC EXPENDITURES TO BOOST ACTIVITY AHEAD OF THE VOTE

 Public expenses grow above revenue, and a widening fiscal deficit
will continue to be the norm, in our view, in the next few months
ahead of the presidential elections.

 In a scenario of a return to normal market access and a phasing out
of monetary financing, the primary surplus would need to climb to
0.6-0.7% of GDP to stabilize net debt ratios, according to our
estimates.

 The next government’s fiscal policy will be highly dependent on the
election results; recent public accounts suggest to us the need for a
fiscal rebalancing.

Martin Mansur*
(5411) 4341-1096

Cristian Cancela*
(5411) 4341-1383

Diverging primary revenue and
expenses

National government primary revenue and
expenses annual growth. Sources: Ministry of
Economy and Santander.

A widening deficit

Fiscal result (as percentage of GDP). Sources:
Ministry of Economy, INDEC, and Santander.

Improving before elections

Real salaries annual growth and Consumer
Confidence Index. Sources: INDEC, Di Tella
University, and Santander.

The main factor behind imbalances

The fiscal accounts gap lies at the heart of the macroeconomic imbalances that have
been mounting during the last several years. The crucial Central Bank transfers to the
national treasury in order to plug the widening deficit remain one of the chief factors
behind accelerating inflation, which in turn intensifies the peso’s overvaluation and
makes the existing restrictions in the external sector even more acute.

Given that we are approaching pivotal presidential elections (to be held on October
25), we expect that in the very short run the fiscal deficit will widen due to strong
public expenditure growth.

Once in place, a new government will probably have to embark on some kind of
fiscal consolidation to ensure macroeconomic sustainability, in our view. As
discussed in our previous reports, the extent and the pace of such normalization will
depend on the winner of the election. However, there have been no clear signs so far
from the main candidates on how this issue will be tackled. It is important to note that
uncertainty is running very high at the moment. It is by no means clear whether a new
government will apply a fairly broad scheme to put accounts onto a more sustainable
path, initiate a rather piecemeal fiscal rearrangement, or push forward without
meaningful changes. This will probably depend on the balance of power, in our
opinion, both within the governing coalition and vis-à-vis the rest of the political
spectrum resulting from the elections.

Fiscal deficit to widen in the remainder of 2015

Public revenue expanded 25% annually during the first three months of 2015. Fiscal
proceeds in the period were propelled equally by tax receipts (which expanded only
25% y/y) and social security revenue (+37% y/y). Finally, nontax income contracted
11% y/y in 1Q15. (Bear in mind that this source of income is highly volatile and tends
to mount in the second half of the year.)

At the same time, expenses grew 40% y/y during 1Q15, propelled by pension
payments (which leapt 43% y/y owing to rising allowances and expanding number of
beneficiaries), transfers to the private sector (+35% y/y), and wages (+39% y/y).
These three factors taken together account for more than three-quarters of the total
increase in expenses. As a result, the official primary deficit rose to almost ARS32.5
bn in 1Q15 from less than ARS1.3 bn in the same period of 2014.

In the last year to March, revenue expanded 38.5% y/y, expenses grew 42.9% y/y,
and the deficit accumulated almost ARS70 bn (1.5% of GDP). We highlight that
transfers from the Central Bank to finance the treasury (which are accounted for as
current revenues) were equivalent to an additional 1.5% of GDP during the same
period. Therefore, an alternative, more customary measure of the primary deficit
climbed to 3% of GDP. In addition, total interest payments during the last year to
March reached ARS82.5 bn, which is equivalent to 1.8% of GDP.

We expect these trends to be reinforced rather than contained during the next few
months ahead of the elections. As a result, it is likely, in our view, that total expenses
growth will exceed revenue expansion significantly, resulting in a widening fiscal
deficit. Following the official readings, we expect recurrent revenues to expand 37%
y/y by year-end. In contrast, expenditures are likely to grow 44% y/y. As a result, the
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fiscal deficit (official measure) should reach 3.9% in December. Extraordinary
revenue (mostly coming from the Central Bank) could amount to an additional 1.5%
of GDP, according to our estimates.

This lax fiscal stance (together with a softer monetary policy bias) is proving helpful
for activity growth at the margin. Construction activity has shown a relatively
stronger picture of late. The official Construction Activity Indicator expanded 9.3%
y/y in the last two months to April, compared with the 0.4% annual decline observed
between June and July 2014. In addition, industrial production (measured by FIEL
Industrial Production Index) edged up 0.8% y/y in March-April, versus the 5.3%
annual decline observed during the last two months of 2014. Our measure of
supermarket and shopping center sales shows they have been contracting at lower
rates during the last few months, and we expect them to show positive rates going
forward. These sales fell 1.3% and 4.3% y/y in April (in volumes) compared to -3.6%
and -9.4% y/y last October, respectively.

Wage negotiations (which took place later than usual this year and could have an
inflationary impact going forward) should translate into mildly rising real salaries, in
our view, which would prop up private consumption in the short term. In the same
vein, consumer confidence has shown a systematic recovery over the last several
months and stands only 7% below the 2011 maximum (when CFK was re-elected).
As a result of the described trends, we are revising our current year GDP growth
forecast to -0.5%, up from the previous -1.5%.

The case for corrections becomes apparent

According to our calculations, the country would need a primary surplus in the range
of 0.6-0.7% of GDP to stabilize net debt ratios in the long run. This assumes a
completion of the Fed tightening cycle and 10-year U.S. Treasury bonds yields
converging to the 3.5-4.0% range. Other assumptions include potential GDP growth
of 3.5%, inflation converging to medium-single-digit levels, and credit spreads
steadily converging to LatAm averages. In this exercise, we also assume the phasing
out of fiscal deficit monetary financing and a return to normal market access
conditions.

Alternatively, if in the future the government does not seek to regain access to credit
and resumes its dependence on the monetary authority, this could create a scenario of
stubborn inflation dynamics, in our view. Consequently, a tighter fiscal policy
appears necessary, in our opinion. As we stated previously, the policy response hinges
upon the result of the elections and the political and social constraints the next
president will likely face.

Steering public accounts back on track would prove a challenging task because a new
administration would probably have to reduce the fiscal deficit while at the same time
reducing the tax pressure on certain sectors. However, tax rate cuts will likely be
accomplished in a very gradual manner, in our view. Specifically, we believe a new
government (depending on the election results) could acknowledge the need to reduce
some withholding export taxes on agricultural products (to foster grain production)
and probably carry out an overhaul of other levies and regulation.

On the other hand, a potential fiscal deficit reduction would require a decrease in the
growth of certain expenses. The most likely items to be revamped in the future are the
transfers to the private sector, in our view. These are mostly subsidies to the energy
sector (mainly for electricity and gas retail consumption). Interestingly, some studies
on the distribution of subsidies point out that they are not necessarily concentrated in
the lower-income deciles and that higher-income brackets also receive a significant
amount. This suggests that, eventually, the reduction of the growing subsidies burden
would not be as disruptive as initially expected by local observers. A plan to
gradually reduce assistance for retail energy expenses that would be targeted at the
higher-income sectors, while keeping lower-income brackets covered, could prove an
acceptable way to accomplish fiscal revamping in a more socially sustainable manner,
in our view.

How to achieve debt sustainability

Simulation of net public debt and primary
surplus (as percentage of GDP) to reach
sustainability under market access conditions.
Sources: INDEC, Ministry of Economy, and
Santander.

Ballooning subsidies

Transfers to the private sector (subsidies) as
percentage of GDP. Sources: Ministry of
Economy, INDEC, and Santander.

Subsidies to the private sector: uneven
distribution

Subsidies to the private sector: distribution
among income deciles (from lowest to highest).
Sources: IERAL, IARAF, and Santander.
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BRAZIL
GDP GROWTH MATTERS FOR FISCAL ADJUSTMENT

 In our opinion, the government will not meet the fiscal targets either
this year or next year. We forecast a primary surplus of 0.7% of GDP
in 2015 and 1.5% of GDP in 2016.

 To meet the primary target for this year, a safe path of spending
growth is below 6%, according to our estimate. We believe it is
feasible to see it running at around 8% by the end of 2015.

 We estimate the total fiscal measures announced account for ~1.6%
of GDP, well below the 2.2% of GDP needed to reach the fiscal target
in 2015.

 We expect the net debt ratio-to-GDP to continue its upward trend in
2015 and 2016 toward 38%, and stabilization from 2017 onward if
average GDP growth returns to the 2-3% range.

Tatiana Pinheiro*
(5511) 3012-5179

Primary balance (total public sector)

% GDP

Sources: BCB and Santander estimates.

Revenues versus spending—% GDP

Source: National Treasury.

Backdrop

As expected by most economists, investors and political analysts, fiscal and monetary
policies have been tightened since the beginning of this year. The government also
implemented a substantial realignment in regulated prices in 1H15 to help them
converge toward market prices, while the BRL depreciated. These efforts were
undertaken in order to reduce external and fiscal imbalances, control inflation
pressures, increase competitiveness, and improve business and consumer confidence.
As a consequence of the sharp and front-loaded adjustments, all economic activity
indicators are now pointing to a contraction this year. We forecast -1.5% for GDP
growth in 2015.

From 1999 to 2013, the central government registered a primary fiscal balance
surplus, even discounting nonrecurring revenues and creative accounting. This was
due to several measures adopted by the government throughout this period. The most
important are the following: (a) the adoption of formal targets for the primary budget
balance; (b) the Fiscal Responsibility Law (LRF); and (c) the increase in the tax
burden. Last year was the first year with a primary balance deficit after this long
period of primary surpluses and a downward trend in the public debt-to-GDP ratio. In
December 2014, the observed primary result reached a deficit of 0.59% of GDP, and
through April 2015, the primary deficit increased to 0.76% of GDP.

Both the weak revenue and the (continued) expansion in spending explain, in our
view, why the primary deficit has persisted in the first four months of the year.
Through April, federal revenue increased 4.6% y/y in nominal terms; in the last 12
months, it rose 1.4%, significantly below inflation, while spending growth was 12%
in the last 12 months. The mismatch between tax revenue and expenditure growth in
2014 was mainly due to the upward trend in spending growth, which climbed to 19%
of GDP from 17% in 2011. However, this year the continued gap is due to weak
revenue rather than accelerating spending growth, and this is highly correlated with
the economic contraction, in our opinion. According to our exercise, federal revenue
and GDP growth show a perfectly positive correlation, which indicates that the most
likely scenario is a revenue contraction in real terms this year due to the recession.

Government measures

Since the beginning of the year, the following fiscal adjustment measures have been
adopted by the government:

1. Consolidated government fiscal targets (central government, regional governments,
and state-owned companies): set at 1.1% of GDP for 2015 and 2% for 2016 and
2017, which are ambitious targets aimed at restoring confidence in fiscal policy.

2. Mandatory spending cuts: cuts in some labor market and social security benefits.
Provisional Measures 664 and 665 contained expenses related to death pensions
and illness assistance, and unemployment insurance and wage bonuses,
respectively.

Non-mandatory spending cuts: reduction in subsidies, including elimination
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of the CDE subsidy on energy tariffs, and in investments. In May, the
government announced 2015 budget cuts, which include non-mandatory
spending cuts of BRL 27.0 bn, according to our estimate.

3. Tax rate increases and tax relief reversals: higher taxes on cosmetics, fuel,
imported goods, household credit, and Reintegra tax rebate on exports.

4. Constraints on the quasi-fiscal policy: hike in the TJLP to 6.5% from 5.0%,
reduction in BNDES’s special credit line for investment (PSI), and no National
Treasury loans to public banks.

Considering the recession’s impact on revenues, the tax increase measures adopted,
and the spending cuts, we estimate that the safe rate for spending growth to meet the
2015 primary target is below 6%. Spending growth has been far from this level,
decelerating from 13% posted in December 2014 to 12% in April. Nevertheless,
comparing the year-to-April data with the same period last year, the positive news is
that spending growth is already at 8%, with payroll increasing 6%, social security
13%, and non-mandatory spending 5%. The less favorable news is that the fiscal
adjustment is based more on investment cuts than on subsidies or more permanent
spending cuts. Subsidies are hovering at 16%, while investments have plunged 29%.

Is it feasible to reach the fiscal targets?

We saw two very different momentums in fiscal dynamics in 2014. In 1H14, before
the election campaign began, spending growth continued at the same pace observed in
2013, but in 2H14, during the election campaign, spending growth accelerated.
Federal expenditures in 2H14 were 18% higher than the expenditures in 1H14. This
means that if monthly federal expenditures are maintained at BRL85 bn (average
observed in January-April 2015), spending growth deceleration could be more
significant in 2H15, and we think it is feasible to see it running at around 8% by the
end of 2015. However, there is a limit to curbs on spending growth due to the rigidity
of expenditures (about 60% of spending is on payroll and social security). Therefore,
the government is unlikely to meet the fiscal targets this year or next, in our opinion.
We forecast a primary surplus of 0.7% of GDP in 2015 and of 1.5% of GDP in 2016.

All fiscal measures mentioned above add up to 1.2% of GDP, of which 0.5% is due to
budget cuts, 0.6% to tax increases, and only 0.1% to spending cut measures. Taking
into account regional entities (states, municipalities, and state-owned companies)
providing a primary surplus of 0.4% of GDP, total fiscal measures for 2015 could
reach 1.6% of GDP, which is not enough to reverse the primary deficit of 2014 and
achieve a 1.1% surplus in the end of 2015. We estimate the fiscal measures needed to
meet the fiscal target at around 2.2% of GDP. That said, we expect more fiscal
measures to be announced in the short term, which will affect fiscal accounts for the
rest of 2015 and 2016. We expect to continue to see more tax increase measures
proposed by the government rather than spending cuts, which we view negatively. In
addition, in 2H15, the law of Disconnection of Federal Revenues (DRU), which states
that 20% of federal revenue cannot be linked to any spending, must be voted on.

All these factors are crucial for the government to achieve some primary surplus in
2016, in our opinion. Thus, the political debate will continue in 2H15, and we foresee
an associated increase in market volatility as a result.

We also do not rule out the possibility of changes to the fiscal targets for 2015 and
2016, given the downside risks for the macro scenario; a deeper recession might make
it even more difficult to meet the targets. As we noted previously, the potential for
deceleration of spending growth is limited because of the rigidity of federal
expenditures, while the potential for tax increases is limited by the weakness of the
economy. It is important to bear in mind that any change in the fiscal targets depends
on the approval of Congress, which means more political debates are likely.

All these efforts on the political and macro front will result in only a small
improvement on the fiscal front, in our view. We estimate that to stabilize net public
debt, a primary surplus at 2.5% of GDP is needed, given a scenario of GDP growth of
around 2%. That said, we expect that the net debt-to-GDP ratio will continue its
upward trend in 2015 and 2016 toward 38%, with the ratio stabilizing from 2017
onward only if average GDP growth returns to the 2-3% range.

Revenues versus spending—% 12MMA

Source: National Treasury.

Fiscal package

Source: Santander.

Public debt ratio to GDP

Source: BCB.
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CHILE
FISCAL POLICY: SO MUCH FOR THE LARGE STIMULUS

 After the large increase in 2015 fiscal spending to counter the effects
of the growth slowdown, the 2016 budget will likely be more neutral,
in our view.

 The actual 2015 deficit is likely to be larger than the budget estimate,
in our opinion, as copper and GDP growth are falling short of initial
projections.

 Achieving a 0% structural deficit in 2018 requires a rapid
convergence in only three years, which may be politically
complicated in a context of lingering subpar growth, in our view.

Juan Pablo Cabrera*
(562) 2320-3778

Capital spending: y/y % changes

3-month moving averages. Nominal base.
Sources: Dipres and Santander.

Two months ahead of the beginning of discussions in Congress on the 2016 budget,
Finance Minister Rodrigo Valdés has been preparing the market for a less
expansionary fiscal policy next year, after the large expansion set by the 2015 budget.
In order to counter the ongoing growth slowdown, former Minister Arenas leveraged
on the workings of the structural fiscal rule and included a 10% real increase in total
spending in the 2015 budget, including a large 28% increase in public investment.
This lax fiscal policy is now supporting growth in a context of modest consumption
growth, low business confidence and private investment, and still sluggish external
demand, but Minister Valdés’s recent comments indicate to us that fiscal policy
should be more neutral in 2016, with a structural deficit target probably lower than
the 1.1%-of-GDP target for 2015, and real spending growth falling to single-digit
territory.

The structural fiscal rule works as follows: two independent committees of experts
determine the long-term estimates for GDP growth and copper prices, and based on
this, the Treasury determines the amount of “structural revenue” for a specific year,
i.e., what would be collected if those conditions were to prevail. For 2015, the long-
term copper price estimate was US$3.07/lb, and long-term GDP growth was
estimated at 4.3%, with the former beating government budget projections but the
latter coming in below expectations (US$3.12/lb and 3.6%, respectively). As a result,
structural fiscal revenue was estimated at US$55.6 billion, 4% above the revenue
projection. This difference allowed authorities to set an effective fiscal deficit at
US$5.2 billion, (i.e., US$2.0 billion larger than the structural deficit target of 1.1% of
GDP, or US$3.2 billion).

Fiscal deficit widens, reflecting lower copper prices and GDP growth

As % of GDP. Last 12-month basis. Sources: Dipres and Santander.

Looking at current trends, the effective fiscal balance has been deteriorating
continuously since mid-2012, from a 2.0% of GDP surplus to the current 1.8% deficit
(last 12 months to April 2015). This was mainly due to the decline in mining-related
revenue, from a hefty 3.9% of GDP in April 2012 to a modest 1.7% in April 2015. In
turn, primary spending increased by 1.3% of GDP, to 21.9%, mainly in operating
expenses and social spending. (Public investment resumed growth only in 2014, after
a slight contraction in the previous two years.)
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Our projection for this year is a 2.4% effective deficit, as both copper prices and GDP
growth are significantly falling short of budget projections. (Year-to-date numbers are
US$2.70/lb and 2.3%, respectively.) As part of this, the tax reform approved last year
implies a gradual 3%-of-GDP rise in revenue until 2018, which is planned to finance
an increase in public education spending and the elimination of the structural deficit.
Since the implementation of tax reform in October 2014, non-mining-related revenue
increased by 0.7% of GDP, more or less in-line with authorities’ initial projections.

Fiscal deficit widens, reflecting lower copper prices and GDP growth

2014
Actual

2015
Budget

2015F 2016F

Total income 30.4 33.5 32.7 36.6

- Mining sector 2.8 2.8 2.3

- Non-mining revenues 27.6 30.7 30.4

Total spending 32.8 36.4 36.4 39.1

Current balance -2.4 -2.9 -3.7 -2.5

- Cyclical adjustment on revenue
(- excess; + def)

1.0 1.2 1.2 0.8

Structural balance -1.4 -1.7 -2.5 -1.7

Current balance (US$ mn) -4,191 -4,793 -5,994 -3,968

Current balance (% GDP) -1.6% -1.9% -2.4% -1.5%

Structural balance (% GDP) -0.9% -1.1% -1.6% -1.0%

In CLP trillion terms, unless otherwise indicated. Sources: Dipres and Santander.

Looking into 2016, Chile’s main fiscal challenge, in our view, will be adapting itself
to low mining-related revenues, at the same time as the government follows a social
agenda aimed at reducing income inequality via higher spending on education and
health care. The structural fiscal rule allows authorities to adjust gradually to negative
external shocks and structural developments, but if global copper prices remain below
US$3.00/lb for many years and investment growth remains soft due to tax and
political uncertainty, a correction in fiscal dynamics will eventually have to take
place, in our opinion.

Given this framework, 2016 fiscal policy will largely hinge on three parameters: long-
term estimate of copper prices, long-term estimate of GDP growth, and the structural
deficit target. On the former two, current trends suggest that experts are likely to
determine lower values for both variables, especially growth. (These estimates should
be made public by late August.) Therefore, structural fiscal revenue is likely to
increase much less than the 11% set in 2015, in our view. On the structural deficit, the
current administration promised to eliminate it by 2018 when it launched tax reform
last year, which suggests that there should be some convergence to 0% next year in
order to avoid large adjustments in the rest of the current presidential term (although
we now believe that the likelihood of postponing the 0% structural target for 2018 by
one/two years is not zero).

At the end of the current presidential term in 2018, once the tax and education
reforms are fully implemented, the government’s stated goal is to reach fiscal
equilibrium, with fiscal revenue and total spending reaching 24% of GDP.
Considering that as of April 2015 revenue stands at 20.8% and total spending at
22.6%, we believe that in upcoming years fiscal expenditures will have to slow
notably vis-á-vis total revenue: spending would have to grow by around 0.45% of
GDP per year to meet that target, while total revenue would have to grow by 1.1% of
GDP per year. In this context, the years of substantial fiscal surpluses (as in 2006-07)
are probably gone, in our view, unless copper prices enter a new boom period, with
public debt levels staying relatively low (especially in net terms, around 10% of
GDP) but featuring a slight drift to the upside.

How much of the fiscal convergence Minister Valdés will choose to achieve in 2016
is still unknown, but in our view the days of significant spending growth are
numbered, regardless of economic growth conditions.

Projected extra revenue from tax
reform (US$ mn and % of GDP)

Sources: Hacienda and Santander.

Mining-related revenue as a % of total

Last-12-month basis. Sources: Dipres and
Santander.



COLOMBIA
MEDIUM-TERM FISCAL CHALLENGE

 We believe that government estimates in the Medium Term Fiscal
Framework (MTFF) may be too sanguine, particularly in regard to
assumptions on oil production, growth, and other (non-oil) revenue.
This could suggest TES debt issuance after 2016 could be higher.

 After an expenditure cut worth 0.7% of GDP this year, the government
has limited room to maneuver, in our view.

 Over the medium term, expiring taxes in 2020 and very high current
corporate taxes are likely to gradually undermine fiscal accounts and
even present risk of new tax reform measures, in our opinion.

David Duong
(212) 407-0979

Government estimates of oil production
(kbpd)

Sources: Ministry of Finance and Santander.

Domestic demand at risk

Sources: Haver, DANE, and Santander.

The government released several key figures for its fiscal policy in the 2015 Medium
Term Fiscal Framework (MTFF), presented in early June. In our view, market
concerns over fiscal policy have been one of the key drivers for the steepening in the
local TES bond curve recently, in conjunction with inflation risks, exogenous factors,
and long-end correlations with FX volatility. The Ministry of Finance increased its
previous fiscal deficit forecast for 2015 from 2.8% of GDP to 3.0% and for 2016 from
3.3% to 3.6%. These amendments were based on a potential GDP estimate of 4.4%
y/y (4.3% in the long run) and economic growth estimates of 3.6% this year and 3.8%
next year, along with an average Brent oil price of around $80/barrel ($82 in 2015
and $78 in 2016). Recall that the government established a Fiscal Rule in 2011 that
requires the country to meet a structural fiscal deficit target of 2.2% of GDP this year,
but allows a cyclical component that should revert over the medium term. That is, the
overall deficit should converge to a structural fiscal deficit target of 1% of GDP by
2022.

Fiscal deficit estimates from Medium Term Fiscal Framework, 2014 versus 2015

Source: Ministry of Finance.

However, we believe the government estimates are far too sanguine. The accounting
estimates for 2015 and 2016 came in more or less in-line with our outlook, despite
somewhat generous assumptions, in our view. But our main concern is the forecasts
for 2017-2022. Official adjustments account for a net reduction in oil revenue based
on a long-term oil price of $72/ barrel, but production estimates remain static at
around an average one million barrels per day before gradually declining after 2022.
This is above private oil sector estimates, while the total amount of reserves seems to
be slipping, currently at 2.3 billion barrels. Moreover, the figures do not reflect the
impact that softer growth expectations and the recent terms-of-trade shock will have
on non-oil revenues, in our view, which could account for an additional adjustment
after 2016. That is, the revenue associated with the tax reforms passed in 2014,
extending the wealth and financial transaction taxes and increasing the CREE
(corporate tax on profits), do not seem sufficient to supplement the gap. In addition,
with one of highest effective corporate tax rates in the region at an average of roughly
53.3% (across small, medium, and large businesses), several companies are leaving
Colombia to produce elsewhere, further cutting another source of revenue.
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For this and next year, the government is planning to make up for the revenue
shortfall in the current economic cycle (their estimated 0.3% of GDP in 2015) and oil
cycle (0.5% of GDP) mainly through external debt issuance and multilateral loans in
2015 and then also with some additional local debt supply in 2016. Note that only a
few months ago, the Ministry of Finance indicated that it would not seek a higher
debt-to-GDP ratio. However, during the presentation of the MTFF, Finance Minister
Mauricio Cardenas indicated that the Fiscal Rule allows the country to increase the
ratio for the next four years before stabilizing near current levels (and then eventually
declining).

Sources of revenue in prior years

Sources: Ministry of Finance and Santander.

In our view, the local debt supply is one of our biggest concerns, insofar as we see an
increase after 2016. In absolute terms, the government plans to cut its total debt
issuance for 2015 to COP30.6 trillion (of which COP22.7 trillion is to be auctioned)
while for 2016, the government plans to increase this to COP31 trillion (of which
COP26.5 trillion will be auctioned), according to the principal and interest repayment
schedule.

However, the government is not only facing fiscal problems from the revenue side but
also from the financing side as well, with respect to the 4G infrastructure projects and
the suspension of the sale of the government's 57.6% Isagen stake. Most recently, the
State Council has given the government the opportunity to justify the sale in a public
hearing on July 8, but there is still considerable uncertainty surrounding this issue.
Given the limited options that the government has to replace this financing source, we
believe that the government may eventually need to seek to increase the debt supply
to meet this gap as well. The resources from Isagen were intended to be provided to
Financiera De Desarrollo Nacional (FDN), the government-sponsored development
bank, as collateral for additional local bank loans, to finance the third phase of the
infrastructure projects. As such, the government may still have time to wait for the
State Council to make a decision on the three pending court cases. Nevertheless, even
if a reversal does happen, it could still take up to two years. In the meantime, we
anticipate a debt exchange that should see an increase in the supply of the TES 26s
and TES 30s per the extension of duration on the JP Morgan GBI-EM Global
Diversified index.

Ultimately we believe another structural tax reform may eventually be required, a
view corroborated by Colombia’s tax experts commission, which believes the
government's income will decline to 13.8% of GDP (-3.1 p.p.) by 2020 due to the
expiration of the wealth and financial transaction taxes and CREE. However, the
government has indicated it does not want to make any tax changes at the moment,
while it seems simultaneously concerned about portfolio flows if it increases the debt
supply. But with the government having cut expenditures earlier this year by 0.7% of
GDP, or the equivalent of COP6 trillion, we do not believe it has significant fiscal
room to maneuver, and that eventually it may be forced to do something it does not
want to do.

First quarter FDI (US$ millions)

Sources: Haver, BanRep, and Santander.

EM current account balances

Sources: Haver, Central Banks, and Santander.
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MEXICO
FISCAL RISKS BALANCING FOR THE BETTER

 Fiscal stance has turned restrictive to cope with a tough 2016, but
we think GDP growth expansion unlikely to be derailed.

 Fiscal vulnerabilities to ease, in our view, on new oil and gas
discoveries, a new pension deal at Pemex, and a positive Round
One outcome.

 Road to fiscal consolidation requires efficient implementation of
structural reforms, in our opinion.

David Franco*
(5255) 5269-1932

Rafael Camarena*
(5255) 5269-1927

New taxes prevented deeper fiscal
pressure

Data are annual growth rates in real terms using 6-
month moving average.

Sources: Ministry of Finance and Santander.

Fiscal multiplier, many gains to be made

*Using 2014 data. **Average of last 10 years
Sources: Inegi and Santander.

Public sector capex versus construction

Data are MXN bn in real terms, 12-month sum.

Sources: Inegi, Ministry of Finance, and
Santander.

Preemptive fiscal tightening under way

Higher taxes from the watered-down fiscal reform at the beginning of 2014 took a
considerable toll on private spending yet provided substantial fiscal relief, which
allowed the government to weather the oil price decline that started in mid-2014.
Recall that even as oil and gas output account for less than 6% of GDP and exports
of such items are only 13% of total shipments, Mexico’s fiscal accounts remain oil-
intensive, as one-third of public income is related to oil. Still, the collapse in oil
revenues was more than offset by higher non-oil proceeds boosted by new taxes. In
terms of its contribution to GDP, the oil take fell to 7.2% (a 3-p.p. loss from its
2008 peak), but total fiscal income at 16.2% remained close to peak levels. The
negative news is that even at peak levels, Mexico’s fiscal revenue still ranks at the
bottom compared to OECD members and most regional peers.

As low oil prices appeared to be a more permanent shock, with most analysts’
forecasts converging to a lower-for-longer oil price environment, the government
felt it was justified in taking a preemptive fiscal approach. Even as non-oil revenue
continued outperforming, spending cuts worth 0.7% of GDP (or MXN 124 bn) for
2015 are already under way. The government’s fiscal austerity plan put to work
since February mainly targeted Pemex, where half of the total spending cuts will be
applied. Additionally, the government announced budget-level restructuring aimed
to gain efficiencies with the assistance of the World Bank, which should allow
scaling down less productive items, in our view. A preliminary budget draft will be
sent to Congress in early July, and the recently elected Lower House will have
plenty of time to debate the new formulation. The fact that the ruling PRI party
retained a simple majority of the Lower House at the June midterm elections is
positive news, in our view. An overhaul of public spending is an urgent matter, in
our opinion, given two troubling developments: (1) a large gap between public
fixed investment (at all-time highs due to new taxes) and public sector construction
output; and (2) a disappointing fiscal multiplier, which still yields a near zero
contribution to growth. (See table and bottom chart at right.)

Public sector borrowing requirements as % of GDP

2015 and onward are government targets. Sources: Ministry of Finance and Santander.

Going forward, the strategy to prioritize fiscal consolidation while delivering the
benefits from over ten structural reforms should contribute to keep growth at an
above-trend pace, in our view, thus gradually closing the gap between high
expectations at the start of this administration (the “Mexican moment”) and more
contained current levels. We think this should put Mexico on track for a notch
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higher in its investment grade rating (currently BBB+). On a short-term view, fiscal
tightening means the government should run a lower fiscal deficit this year (2.8% of
GDP, down from 3.2% in 2014), while the door remains open for higher private
investment as part of the monumental infrastructure plan featuring combined public
and private investment at US$550 billion (half in energy) through 2018. Indeed, we
believe new energy projects just announced by the CFE (Comision Federal de
Electricidad), including natural gas pipelines, transmission, and power generation
worth US$10 billion to be auctioned later this year, are confirmation of the potential
of a game-changing energy reform.

Road to fiscal consolidation, less of a bumpy ride ahead . . .

Meanwhile, fiscal consolidation appears to be progressing positively so far this year,
in our view, and seems consistent with the target to gradually reduce public sector
borrowing requirements to 42.3% of GDP by 2018 from today’s 44.2%. Crude output
is the main fiscal vulnerability in the short term, since all fiscal revenue was hedged at
79$/bbl for the year. Note that for every 100,000 bbl/d decline in oil output, fiscal
income drops by MXN35 billion. But the latest data through June showed Pemex’s
output stabilizing at around 2.25 mnbd, or 9% above this year’s low registered in
April. Against this backdrop and a steady pickup in consumer spending, we expect
fiscal revenue to continue improving once removing the one-offs from the 2014 fiscal
reform. Our forecast calls for GDP growth to accelerate to 3.1% in 2015-16 after
averaging 1.8% in 2013-14, boosting fiscal revenue by MXN 30 billion. Additional
fiscal aid, helping to ease the blow from lower oil revenue, is coming from cheap oil
imports that are sitting near their all-time highs (top chart).

Impact on Pemex crude output from recent oil and gas discoveries

Data are % of GDP. Sources: Ministry of Finance and Santander.

. . . with help from structural changes

In addition to the fiscal consolidation in place, the factors we highlight below should
effectively lower fiscal vulnerabilities, in our view. But getting the fiscal position
back to equilibrium or pre-crisis levels (PSBR, or public sector borrowing
requirements, at 30% of GDP) remains highly dependent on GDP revitalization and
efficient implementation of reform.

 Higher oil output. We think Pemex’s first oil and gas discovery in five years (0.2
mbd plus 170 mcf, respectively) should help gradually reverse the worsening
downward trend (starting early next year and with full impact by 1Q17, upper
chart). The positive impact on fiscal revenue, about 0.3% of GDP, equivalent to
the toll from lower oil prices between hedged and current, effectively lowers the
odds for further fiscal tightening for next year. The timing of the oil discovery is
quite good and should boost confidence for Round One, in our view.

 New pension deal at Pemex. Anecdotal evidence suggests both parties have
made good progress and a deal could be announced before the August 11
deadline. This should free key resources, allowing Pemex to further improve its
output through both pending farm-outs from Round Zero assignments and
leaving the company in better shape to bid for upcoming Round One projects.

 Round One. We view the recent opening of the energy sector as the best conduit
to improve Mexico’s fiscal numbers over the next few years and expect phase one
of Round One, scheduled to begin July 15, to have a strong debut, which would
reinforce the positive impact of the two aforementioned factors.

Oil imports near all-time highs

Data are USD bn, 12-month sum. .
Sources: Inegi, Pemex, and Santander.

Public sector revenue improving

% of GDP.

Sources: Ministry of Finance and Santander.

Further smooth-out of public spending
seasonality is needed, in our view

MXN bn, real terms.

Sources: Ministry of Finance and Santander.



PERU
COUNTERCYCLICAL FISCAL POLICY

 We see the fiscal deficit lingering around 2% of GDP from 2015
onwards, on the back of slower growth and loose fiscal policy.

 However, we do not see the government facing any financial
difficulties because gross and net public debt levels are low at 21%
of GDP and 5% of GDP, respectively.

 Also, next year there is a general election in Peru, and we are
skeptical that any degree of fiscal austerity will be achieved ahead of
elections.

Tatiana Pinheiro*
(5511) 3012 5179

Fiscal balance—% GDP

Sources: BCRP, IMF & LatinSource- Peru.

BCRP intervention

Sources: BCRP, IMF & LatinSource- Peru.

Backdrop

The recent economic slowdown prompted various stimulus packages on the fiscal
side during 2014, based on expenditure increases and some tax cuts, which led to a
non-financial public sector fiscal deficit of 0.3% of GDP, after fiscal surpluses three
years in a row (of 1.7% of GDP on average). In 2014, the central government
expenditures (including transfers to sub-national governments) increased around 8%
while the current revenues increased by 2% in real terms. However, this expansion of
central government expenditures did not raise public investments, because capital
outlays by sub-national governments declined precipitously, resulting in flat total
investment outlays by the general government.

The most relevant stimulus measures introduced by the government are the following:

1. An increase in current outlays, comprising special bonuses for public sector
workers and pensioners.

2. The streamlining of procedures to comply with VAT payments.

3. The reduction in corporate income tax rates from 30% to 28% in 2015 and
2016; to 27% in 2017 and 2018; and to 26% starting in 2019, as well as an
increase of tax rate for distributed profits, and some reduction in the tax for
distributed profits if they are reinvested in Peru, aiming to promote
reinvestment.

4. Income tax relief for individuals in lower income brackets.

5. Credit on the VAT paid on new investments with long maturity will be easier
to recover ahead of time.

6. Investment and maintenance expenditures at all government levels not
executed during 2014 can be carried over to 2015, thus adding expenditures
to the approved budget.

Given that, the central government current revenues dropped by 9.6% year-to-May
2015 compared with the same period of 2014, while expenditures rose by 6.1%. The
decline in revenues is explained by the lower tax regularization corresponding to
2014, on the back of lower corporate profits realized that year; the reduction in the tax
income rate approved last year; and VAT revenues decrease, due to a lower aggregate
demand and private consumption, and also to the simplification of the payment
systems also introduced last year. We estimate that the substantial fiscal impulse
adopted last year could reach almost 2% of GDP this year. The fiscal cost of these
measures coupled with the economic slowdown made it unfeasible to reach the new
fiscal rule, which sets a deficit target of 1% of GDP for the non-financial public sector
based on the structural deficit concept (which excludes lower public revenues
stemming from cyclical factors like lower mineral prices or an output gap) in 2015.
That target is calculated on the basis of a potential output growth of 6%, but we
estimate growth will only be around 4%, which would mean the deficit must be
increased.

Because of this, the executive branch has recently issued an emergency decree
allowing a waiver on the fiscal target for this year in order to maintain the current
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expenditure growth. The government is now permitted to run a deficit of 2% of GDP
in 2015 that is supposed to decline by 0.3 p.p. each year until 2018, when a structural
deficit of 1% will be reached again.

Fiscal perspective

Next year there is a general election in Peru, and economic growth is likely to hover
at a slower pace than the one observed over the past few years. We are skeptical that
any degree of fiscal austerity will be achieved ahead of the elections. In addition, we
expect sub-national government expenditures to start increasing; a hike in public
sector workers’ wages and the co-financing of PPP projects should exert additional
pressure on the central government’s expenditures. Therefore, in our opinion, all
drivers point to the fiscal deficit to continue hovering around 2% from 2015 onwards.
Some adjustment in the fiscal accounts might happen if there is an economic activity
rebound; however the most likely scenario is a gradual fiscal adjustment process.

Having said that, we do not see the government facing any financial difficulties
because of fiscal deficit stickiness at 2% of GDP, mainly because of (1) the very low
level of gross and net public debt (gross debt minus fiscal savings) at 21% of GDP
and 5% of GDP, respectively; (2) the long average maturity of the debt is 13 years—
after including the latest debt exchange transaction and the pre-financing of 2016
needs last March; and (3) the very low debt service (interest payments) is around
1.1% of GDP. Hence, we believe that the government will continue to finance its
fiscal deficits mainly with additional debt supply. We believe the government would
only tap its fiscal savings (currently amount to 16% of GDP) as a last option, in order
to facilitate government financing. In any case, the executive branch requires
congressional approval to be allowed to utilize some of the resources in the fiscal
stabilization fund (FEF).

In 4Q14 the government concluded a large debt exchange transaction, which included
the issuance of bonds worth PEN 3 billion, PEN 2.5 billion of 10-year local currency
securities, and PEN 500 million of Global Bonds due in 2050 (a reopening). This
transaction has increased the local currency share of total debt, while it helped the
government pre-finance its 2015 financial requirements. The share of foreign-
currency denominated public debt as percentage of GDP fell by 1.5 p.p. Furthermore,
bonds falling due between 2015 and 2020 ($1.5 billion of Global Bonds in dollars and
$0.5 billion denominated in soles) were retired through an exchange and cash tender
transactions, which reduced the amortizations of the 2015-20 period by some $600
million, and increased the average tenor of the public sector debt by 6 months to 13
years.

Revenues versus expenditures

% in real terms

Sources: BCRP & LatinSource- Peru.

Gross public debt (% GDP)

Sources: BCRP & LatinSource- Peru.
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URUGUAY
A MODERATE FISCAL TIGHTENING MOOD

 The public sector deficit worsened during the past decade, reaching
3.7% of GDP as of April 2015, with a 0.9% of GDP primary deficit.

 In a context of lower global risk appetite, high inflation, and a strong
REER, authorities have begun to tighten fiscal policy, but gradually.

 Debt fundamentals remain sound, but announced measures could
prove insufficient to stabilize public debt ratios moving forward, in
our view.

Marcela Bensión*
(598) 1747-5232

The fiscal balance worsened recently,
posting a negative primary result

Nominal and primary fiscal results. As % of
GDP. Sources: MEF and Santander.

The output gap remains positive,
signaling an even higher structural
fiscal deficit

Effective GDP against potential GDP level
estimated from considering 3% annual real
growth since 1988. Index at constant prices.
1988=100. Sources: BCU and Santander.

Primary fiscal expenses have outpaced
revenue in the past decade

Fiscal revenue and primary expenses of the
NFPS at constant prices. Average 2004=100.
Source: Santander based on MEF.

Fiscal figures worsened in recent years due to social expenses

As of April 2015, the public sector deficit stood at 3.7% of GDP, worsening from an
average 1.6% during the past decade and 3.4% in 2014. Last year the fiscal deficit
was the highest since 2002, a time when the country was experiencing severe
economic and financial distress that led to a significant 7.7% y/y decline in real GDP
that, in turn, eroded fiscal revenue by 19% y/y. According to our estimates, the output
gap was negative by 20% in 2002 compared to a 1.4% positive output gap in 2014,
which indicated that the structural result stood below actual readings. The primary
result stood on negative ground in 2014 for the first time since 2002, reaching 0.6%
of GDP (0.9% of GDP as of April 2015), significantly below the 1.0-1.5% of GDP
surplus we estimate as necessary to stabilize the public debt in the coming years. In
this context, Finance Minister Danilo Astori recently announced his intention to
improve the fiscal result by 1 p.p. by year-end 2020, the final year of the current
administration, which assumed office on March 1, 2015. Still, authorities do not
appear to have a sense of urgency, even when such an adjustment could prove
insufficient, in our view, particularly if real GDP growth falls short of official
estimates of between 2.5% and 2.8% y/y in upcoming years (our estimates point to
average 2.3% y/y real GDP growth in 2015-17). Final official figures will be ratified
toward the end of August 2015 as the newly elected executive complies with the legal
obligation to present to Congress the five-year budget that will guide fiscal policy
during the current administration. In any case, prospects for countercyclical policy
appear unlikely, in our view, considering the narrowing policy latitude inherited from
past administrations.

Social transfers and wages as main spending drivers

During the past decade, primary expenses outpaced revenue that was increasing in-
line with GDP growth. Fiscal revenue grew an average 5.6% y/y in real terms, while
primary expenses expanded by 7.3% y/y on average, doubling in that period. In
particular, transfers from the central government (CG) to pension funds, local
governments, and social institutions, among others, increased by 13% y/y on average,
more than tripling, led by strong financial and health assistance programs put forward
by successive left-wing Frente Amplio administrations. As a result, CG transfers
reached 8.4% of GDP in 2014, up from 4.4% in 2005 and similar to the amount paid
by the government in pensions in a country with a significantly aging population
(8.9% of GDP). Wage expenses also outpaced fiscal revenue during the past decade,
increasing an average 6.3% y/y, in-line with real wage recovery (3.7% p.a.) and
payroll expansion. Prospects for the coming years are challenging, considering that
health reform is likely to continue consuming fiscal resources as additional social
groups are incorporated as new beneficiaries and also considering high
nondiscretionary expenses. Transfers, pensions, and wages account for a high 76% of
total primary expenses in a context in which the state is banned from laying off public
workers (except in extreme cases of proved misconduct) and in which wages and
pensions are linked to past inflation readings, imposing a strong inertia on expenses.

Raising regulated prices and containing discretional expenses

In a context of low policy leeway and high tax pressures on the private sector—
current authorities declined to propose raising taxes during the 2014 presidential
race—there are few available alternatives to improve fiscal figures, in our view.
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One of them includes reducing public investments and turning to private entities for
necessary projects in infrastructure, particularly as the first PPP project (jail
construction) is scheduled to be completed four years after the approval of the legal
framework. As an alternative, authorities have begun to raise regulated prices from
public-owned enterprises that hold monopolies in key areas such as electricity, fuel,
and water services, while avoiding further increases in taxes in-line with promises
made last year during the presidential campaign. Electricity tariffs were raised nearly
7% at the beginning of 2015, while water tariffs increased 9.2%. Fuel prices, in turn,
declined a modest 3% despite a strong decrease in international oil prices that could
have enabled a 15% decline in local fuel prices, according to our estimates. With
these measures, we see President Vazquez as moving toward a tighter fiscal stance, in
contrast with the approach followed by former President Mujica that had relegated
fiscal discipline to a secondary priority while promoting fiscal spending and keeping
a tight grip on regulated prices. The latter was a mechanism put in place to offset
increasing inflationary pressures arising from accommodative fiscal spending and
high real wage increases. Although a tighter fiscal policy could cause a further
slowdown in growth—and even temporarily result in high inflation readings as
regulated prices rise—it appears prudent, in our view, in a context of rising global
risk aversion and a strong REER that remains 20% deviated from the average within
the past two decades.

Still, already announced fiscal measures could prove insufficient, in our opinion, if
activity decelerates more than expected or if we continue to see negative surprises
such as the recently released financial statements of state-owned energy company
ANCAP. ANCAP’s cash flow revealed an increasing deficit of 0.6% of GDP in 2014
that was double the 0.3% of GDP deficit seen in 2013, a result that could necessitate
either further price adjustments or lower spending to ensure a sustainable debt path.
From a medium-/long-term standpoint, we believe authorities face the challenge of
implementing a fiscal rule so as to avoid the pro-cyclical scenario traditionally
inherent in fiscal policy in Uruguay.

Despite worsening fiscal accounts, debt fundamentals remain sound, and the
sovereign credit rating reached the BBB category for the first time in history

Despite a deterioration in fiscal accounts during the past decade, debt figures remain
sound, providing room for moderate fiscal tightening. The gross debt of the overall
public sector closed 2014 at 58% of GDP, below the average levels during the past
decade (64% of GDP). Public sector reserves currently amount to 18% of GDP,
situating net public debt near 40% of GDP, while central government liquid assets as
of 1Q15 amounted to 2.7 times amortization payments due in the upcoming year. In
addition, authorities hold contingent lines with multilaterals that are near US$1
billion, similar to debt due in 2015. As for the central government debt profile, it also
remains sound, considering an average time to maturity that doubled from 7.4 years in
2004 to a high 15.5 years as of 1Q15. Finally, the strong currency mismatch seen in
the public sector during the 2002 financial crisis declined considerably during the past
decade, in-line with a growing investor appetite for local currency instruments. In
2014, foreign currency debt amounted to 43% of total liabilities, down from a 92%
share in 2003, despite the fact that 55% of public sector creditors were nonresidents.

As for the external position, the country remains a net creditor since 2011 (5% of
GDP as of 2014), as the private sector more than offsets the debtor position held by
the non-financial public sector (29.4% of GDP as of 2014). Indeed, strong FDI flows
in recent years allowed the country to finance current account deficits without
recurring to external debt. This sound external position, coupled with debt
management, GDP resilience—particularly in a context of regional recession—and
progress made by the authorities in lowering fiscal and energy dependence on
imported oil, enabled the country to achieve the BBB category for its long-term
foreign currency sovereign rating for the first time in history (Moody’s on May 29,
2014, and S&P on June 5, 2015).

Social transfers more than tripled
during the past decade

Central government primary expenses at
constant prices, including BPS. Average
2004=100. Source: Santander based on MEF.

Policy leeway is tight, considering high
nondiscretionary expenses

2014 structure of central government primary
expenses (as % of total). Including BPS figures
and investments carried by public enterprises.
Sources: MEF and Santander.

REER remains strong, creating the
need for a tighter fiscal stance, in our
view

REER deviation against 1994-2015 average.
Against main trade partners. Source:
Santander.

Net debt of the NFPS remains stable,
and the country holds a net creditor
external position

Net debt of the NFPS and net external debt of
total public and private sectors. As % of GDP.
Sources: BCU and Santander.
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