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Featured Q&A With Our Board of Advisors

Last week, the Venezuelan gov-

ernment devalued the country's

bolivar currency almost 17 per-

cent from 1,600 bolivars to the
dollar to 1,920 bolivars to the dollar.
Although the devaluation is seen as pos-
itive in terms of raising local currency
income for the government, there are
fears among some analysts that inflation
will increase. What is the outlook on the
Venezuelan economy in light of the gov-
ernment's currency move?

Board Comment: Michael Gavin:

"The devaluation of the official

exchange rate is likely to have

only modest effects on the econo-
my. The more relevant exchange rate for
the private sector is the parallel (strictly
speaking, black-market) exchange rate of
3100/USD. The impact on inflation should
be largely confined to regulated prices and
even there may be muted because the regu-
lations are apparently not very well
enforced. The official devaluation will ben-
efit the government at the expense of the
private sector in a number of ways. The
government will of course be selling cur-
rency to the private sector at a higher price.
It will also permit declaration of Central
Bank 'profits' on the revaluation of the
international reserves, which become avail-
able to the government in the second half
of 2004. A more important issue for the
private sector is the magnitude of dollar
sales by the exchange control board. In the
past month, the country's international

Inside This Issue

reserves have begun to drift down, despite
high oil prices. This suggests that the
exchange control board is delivering more
dollars to the private sector than had been
the case in 2003. If so, this would support
economic recovery in 2004."

Guest Comment: Aurelio
Concheso: "The new rate is the
one contemplated in the govern-
ment's 2004 fiscal budget; the
move had already been discounted by the

Continued on page 4

PHOTO OF THE DAY

Peruvian Economy Minister
Pedro Pablo Kuczynski

Peru's new economy minister, Pedro
Pablo Kuczynski, told analysts yester-
day that his country's economic funda-
mentals are "quite good." See related
story on page 2.

Source: Economy Ministry.
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Argentina's Industrial Production
Up 12 Percent YoY in January

Industrial output in Argentina rose
12 percent in January from the same
month of 2003, according to the
economy ministry. Growth was led
by the auto and publishing sectors.
Output rose a seasonally adjusted 3.2
percent from December.

IMF Approves Review
of Brazil Loan Program

The IMF approved the latest review
of its $14.8 billion loan package to
Brazil. "All performance criteria and
the structured benchmarks related to
the review were achieved and the
authorities remain committed to
sound economic policies," the IMF
said in a statement.

Pemex to Invest $1.2 Billion in
Veracruz Natural Gas Projects

Mexico's state-owned oil monopoly,
Pemex, on Wednesday announced
plans to spend 13 billion pesos ($US
1.2 billion) on natural gas explo-
ration and production near the Gulf
port of Veracruz. The investment
should boost production in the area,
where output is currently about 100
million cubic feet per day.

Modelo Posts 31.5 Percent YoY
Increase in Q4 Net Profit

Mexican brewer Grupo Modelo
reported a 31.5 percent YoY increase
in its fourth-quarter net profit due
mostly to the strong growth of
exports to the United States. Modelo
said the volume of exports—90 per-
cent of which go to the US—rose
19.7 percent YoY during the quarter,
as distributors stocked their invento-
ries ahead of a January 1 increase in
the price of Modelo's popular
Corona and Corona Light beers.

Source: Reuters.
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Political News

Lula Launches Internal Probe
into "Waldamiro Affair"

The government of Brazilian President
Luiz Inacio "Lula" da Silva on Wednesday
launched an investigation into possible
wrongdoing by a former aide to politically
powerful Chief of Staff Jose Dirceu,
Reuters reported. Aldo Rebelo, the minis-
ter of political coordination, said there
were no indications that Waldomiro Diniz,
Dirceu's top advisor on congressional
affairs, had done anything improper while
in government, but that an internal com-
mission had been created to investigate the
ex-official. Diniz was fired last Friday after
local magazine Epoca revealed he had
solicited campaign donations for Lula's
Workers Party in 2002 from an under-
world gambling figure in Rio de Janeiro
state in exchange for political favors.
Diniz was head of the Rio de Janeiro
state lottery system at the time.
Although Lula had hoped to head off a
potentially politically damaging con-
gressional probe into the so-called
"Waldomiro affair," lawmakers said
Wednesday they had collected enough
signatures to launch an investigation
into Brazil's games parlors, known as
"bingos."

Economic News

Peru's Kuczynski: Despite Political
Noise, Economy on Solid Ground

Peru's new economy minister, Pedro Pablo
Kuczynski, assured investors on
Wednesday that despite recent political
turbulence, the Andean country's econo-
my was still in good shape. "I am opti-
mistic," Kuczynski told analysts during a
conference call. "I feel it would be a shame
to let the bright prospects evaporate
because of some political scandals and
political instabilities when fundamentals
are really quite good." He added that "Peru
is not Bolivia," referring to his country's
poorer and politically unstable Andean
neighbor. Peruvian President Alejandro
Toledo reappointed Kuczynski, who had

held the position between July 2001 and
July 2002 in Toledo's first cabinet, on
Monday as part of a general cabinet shake-
up. The cabinet shuffle was aimed at
restoring the government's credibility fol-
lowing resignations by several ministers in
recent months due to allegations of cor-
ruption. Kuczynski called the scandals sur-
rounding the cabinet "hyped up in the
press." In terms of economic policy, the
minister said Peru would continue its pri-
vatization program in 2004, while invest-
ing in infrastructure to provide employ-
ment and relief for the two thirds of the
population with only 40 percent of GDP.

€ Peru is not Bolivia.””

— Pedro Pablo Kuczynski

Citing opposition parties' support for con-
cessions over the last several months,
Kuczynski said the government was mov-
ing forward with a $100-$180 million sale
of the state's 40 percent ownership of an
oil refinery, as well as toll road and port
development concessions. Bolstered by
Peru's significant export-led growth last
year, Kuczynski said he hopes to reduce the
fiscal deficit from its current level of 1.4
percent of GDP and to limit debt growth,
although he foresaw a $1 billion debt issue
within the next six months. The economy
minister also aims to boost tax revenue to
19 percent of GDP in the long run and
wants to phase out the controversial finan-
cial transactions tax, as well as regional,
agricultural, and mining tax exemptions.
He said he hopes that Peru can resolve
investment disputes to encourage the US
Congress to pass its free trade treaty with
Peru and that a major gas export project
with Hunt Oil will increase Peruvian
exports by well over a billion dollars.

IMF Approves $107.6 Million Loan
to Honduras to Fight Poverty

The International Monetary Fund's (IMF)
executive board on Wednesday approved
"in principle" a three-year, $107.6 million
loan to Honduras in support of the gov-
ernment's antipoverty program. "... The
overriding objectives of the program are to

Page 2 of 4



Inter-American Dialogue’s Latin America Advisor

February 19, 2004

alleviate poverty and move the economy
to a path of higher economic growth and
lower inflation," IMF Deputy Managing
Director Agustin Carstens said in a state-
ment. Carstens said the government of
President Ricardo Maduro had committed
to a number of measures under the pro-
gram, including a reduction in the fiscal
deficit from 4.5 percent in 2003 to 1.75
percent by 2006 and a 0.6 percent annual
increase in spending on poverty reduction
programs through 2006. The government
also committed to reform its financial sec-
tor, to reign in public-sector wages, and
implement monetary and exchange con-
trols aimed at lowering inflation.
"Notwithstanding its strengths, Honduras'
program faces important challenges—in
particular, the approaching presidential
elections, the limited implementation
capacity, the vulnerability to external
shocks, and the fragility of the financial
system,” Carstens said. Key to the loan
program's success is the government's
ability to achieve political and social con-
sensus through a national consultation
process and through greater public trans-
parency, the IMF official added. The IMF
said the executive board's approval of the
loan will become effective upon a review
by the World Bank of Honduras'
antipoverty program.

Privatization of Colombia's Bancafe
Fails for Third Time Since 2000

The Colombian government opened up
auction boxes on Wednesday to discover
that it had failed for the third time since
2000 to privatize Bancafe, the country's
biggest state-owned bank and third-
largest overall, Reuters reported. The
director of Colombian financial guarantee
fund Fogafin, Juan Pablo Cordoba,
acknowledged at the morning ceremony
that although a group of domestic and
foreign investors had considered partici-
pating in the auction until the "last
minute," there had been concern that the
labor costs for Bancafe were 30 percent
higher than the competition. "The nation-
al government continues firmly commit-
ted to finding new shareholders for the
bank," Cordoba said. The lack of bids was
an unpleasant surprise after officials had
assured the government and press that
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Bancafe's return to profitability in 2003
guaranteed the sale of at least 55 percent
of the bank. Since the government rescued
the once private bank from collapse in
1999, it has poured over 1.2 trillion pesos
($US 436 million) into the company, cut
40 percent of its staff, and closed one in
four offices, ultimately turning out a a 23
percent return-on-equity last vyear.
Colombia agreed to privatize the bank in
accordance with the terms of a $2.1 billion
International Monetary Fund loan.

Company News

Spain's Repsol Awarded Mexican
Port Site for Regasification Plant

Mexican authorities have awarded Repsol
YPF a site in the Pacific coast port of
Lazaro Cardenas to construct a liquefied

natural gas (LNG) regasification plant, the
Spanish oil firm announced Wednesday.
Repsol says it will initially invest $350 mil-
lion in construction of the plant, which is
slated to open in 2008 with an initial
capacity of over four billion cubic meters
(bcm) a year and a potential output of up
to 10 bem per year. "Port Lazaro Cardenas
is one of Mexico’s largest industrial ports,
and the only port on the Pacific coast with
access facilities to the national gas grid,
making it an optimal location for a termi-
nal of this kind," Repsol said in a press
release. The company said the project is
core to its growth strategy in the LNG
business. At least one analyst remained
skeptical that the project would move
ahead. "It remains to be seen if this project
can go forward as a commercial project
without government backing," George
Baker, director of Mexico Energy
Intelligence, told the Advisor.
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markets that set the parallel rate, which
currently stands at 3,200 bolivars per
dollar. While the move will help to fill
government coffers, it will also push a 30
percent-plus inflation rate that is already
being fueled by the 'spread' between
exchange rates. This spread, currently at
65 percent, has traditionally been the
engine that drives capital flight once it
reaches the neighborhood of 100 per-
cent, providing speculators a rich field
for 'round-tripping' over invoicing of
imports and other imaginative forms of
arbitration between rates. The main
problem the government now faces is

¢ The medium term outlook for
government finances and the
overall economy has become ever

more tied to the prospects of the

oil sector ...7?

— Richard Francis

that its populist deficit spending on pork
barrel projects is not ending up as poten-
tial long-term investment, but as unused
cash funds converted into hard currency.
The situation will not change apprecia-
bly until exchange controls are lifted.
Their justification other than for politi-
cal reprisal reasons are not clear in an
economy that last year shrunk almost 10
percent, while it accumulated a current
account balance of over $9 billion."

Guest Comment: Richard

Francis: "The devaluation of

the bolivar was expected at

some point during 2004 and
will boost the local currency income for
the government, allowing it to increase
spending. Furthermore, Venezuela is
benefiting from higher-than-expected
oil prices in 2004. Due to the combina-
tion of higher oil production (compared
to 2003) and increased government
spending, the economy is likely to grow
by over 5 percent this year—after falling
by nearly 20 percent over the past two
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years. Capital controls, weakened institu-
tions and arbitrary rule of law, political
uncertainties, and a highly polarized
society have dampened the investment
climate, while increased unemployment,
high inflation, and a large devaluation
have lowered living standards and damp-
ened consumption. Thousands of busi-
nesses have shuttered their doors over
the past three years. The medium term
outlook for government finances and the
overall economy has become ever more
tied to the prospects of the oil
sector—both production and prices.
Therefore, economic growth is likely to
be more volatile going forward."

Board Comment: Beatrice

Rangel: "Any market economy

operating normally would run

the risk of unleashing the
inflationary beast when public spending
reaches the levels recently seen in
Venezuela. The situation in Venezuela,
however, is anything but normal. The
Argentine-style foreign exchange corrali-
to established last year, the piling public
debt, and political instability prompt
consumers to acquire the only nonde-
preciable asset: the dollar. Excess liquidi-
ty is thus soaked by the "parallel dollar
market."

Michael Gavin is a member of the
Advisor board and Head of Latin
America Economic Research at UBS.
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Sovereign Ratings at Standard & Poor's.
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