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Featured Q&A With Our Board of Advisors

Ecuadorean President Alfredo

Palacio on Friday replaced his

economy minister, appointing

lawyer and economist Armando
Rodas Espinel to the post. What does the
change mean for Ecuadorean economic
policy? What is the short-term outlook for
Ecuador's economy?

Guest Comment: Roberto

Baquerizo: "Last week, President

Palacio requested the resigna-

tion of all his cabinet members.
This unfortunate decision took the whole
nation by surprise, since there are only six
months remaining in his administration
and by October Ecuador will have a new
president-elect. In such a short time, it
will be impossible for any minister to
drastically change any significant policy.
Up to now, only two resignations have
been accepted; however, by today at least
two more cabinet members are expected
to leave the administration. This continu-
os changing of cabinet members has clear-
ly contributed to increasing the instability
of the current administration and to dis-
crediting any positive action the govern-
ment was pursuing. As mentioned yester-
day morning by the newly appointed min-
ister, Mr. Rodas plans to continue the
same policy guidelines of his predecessor;
furthermore, the proximity of the elec-
tions will truly hamper any drastic
changes or substantial reforms. The
Ecuadorean economy is enjoying the good
ride of high oil prices, the local economy

Inside This Issue

is booming, and the government expects
to finish the year with a fiscal surplus. The
new minister will most likely begin to look
at new public infrastructure projects in
the oil and energy sectors."

Guest Comment: Morgan Harting:
"Turnover has been very high at

the helm of the economy min-

istry, raising concerns about the
durability of policy commitments and rais-
ing operating risks within the ministry.
President Palacio is on his fourth minister
of economy since he took office in April
2005. The constant cabinet churn reflects
Continued on page 4
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Spain, US Defend Congratulatory
Calls to Felipe Calderon

Spain clarified Prime Minister Jose
Luis Rodriguez Zapatero's congratu-
latory call to Felipe Calderon on
Friday, saying that it is routine to
congratulate the recipient of highest
number of votes, but that Zapatero
did not intend to judge the electoral
tribunal's ruling on AMLO's claim,
Mexican daily El Universal reported
Monday, citing an unnamed Spanish
official. The White House said that
President George W. Bush would
congratulate Lopez Obrador were
the official result to change.
Calderon has received many con-
gratulations from heads of state.
Venezuela and France have said they
will wait to remark on the results
until a final decision has been made.

Bolivian Minister Calls for
End to Religious Education

Bolivian Education Minister Feliz
Patzi on Monday called for a ban on
religious education in the country's
schools, the Associated Press report-
ed. Patzi criticized religious educa-
tion as "indoctrination" and said he
aimed to make all education in
Bolivia secular. His comments drew
sharp criticism from the Catholic
Church, which accused the govern-
ment of being anti-religion.

Brightstar Names New
Director of Operations

Mobile handset distributor and sup-
ply chain management company
Brightstar Corp. announced
Monday that it named George
Appling director of operations.
Brightstar, the biggest mobile hand-
set distributor in Latin America, said
Appling will oversee the company's
more than 40 worldwide sales and
distribution centers, three produc-
tion plants, and eight recently
acquired retail sales outlets.
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Political News

Lopez Obrador Presents Videos
He Claims Show Election Fraud

Andres Manuel Lopez Obrador showed
video footage at a press conference on
Monday that he claimed shows fraud in
Mexico's July 2 elections, Reuters report-
ed. One video showed a purported sup-
porter of election winner Felipe
Calderon's National Action Party (PAN)
in the central state of Guanajuato stuffing
a ballot box for congressional elections
held the same day as the presidential vote.
Another video taken in Queretaro state
during the presidential vote recount
showed what appeared to be an electoral
official refusing to recount a ballot box
that favored Calderon. PAN official Cesar
Nava denied that the videos showed fraud,
according to Reuters. One video showed a
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by Mexico's electoral tribunal. Arturo
Sanchez Gutierrez, president of the IFE's
Electoral Organization Commission,
responded to AMLO's claim on Tuesday,
saying that the IFE would comply with a
tribunal mandate to recount votes, but
that he is not worried because he believes
the IFE did its job right on July 2, local
daily El Universal reported. "When the
electoral tribunal orders something, the
IFE always complies," Sanchez Gutierrez
was quoted as saying. Lopez Obrador,
however, would not commit to accepting
the tribunal's ruling. "We'll wait to see," he
said, according to Reuters. In a research
note on Monday, Standard and Poor's
said it expects an orderly resolution to the
contested election results. "We expect the
dispute to take some time to address, but
anticipate these challenges and the final
decisions made by the authorities to be
resolved through legitimate institutional

¢ This is just noise making ... It is them trying

to throw the election into the trash can.

PAN official switching ballots into the cor-
rect boxes after voters had placed them in
the wrong boxes, a change Lopez
Obrador's representative agreed to at the
polling station, Nava said. In the other
video, Nava said the recount went ahead
and the PAN lost votes from the initial
tally. "This is just noise making," Nava was
quoted as telling reporters. "It is them try-
ing to throw the election into the trash
can." Lopez Obrador, who lost to Felipe
Calderon by less than one percentage
point, officially challenged Mexico's elec-
tion results just ten minutes before a mid-
night deadline on Sunday, demanding a
vote-by-vote recount and said that 50,000
ballot box tallies show "sufficient inconsis-
tencies" that merit opening the tally
envelopes for inspection and that all 300
electoral districts are implicated. Mexico's
Federal Electoral Institute (IFE) released
its official vote count last week after sever-
al days of round-the-clock counting, but
the winner has yet to be legally certified.
Lopez Obrador's claim will be considered

»

- PAN official Cesar Nava

channels," S&P said. The ratings firm has
maintained its outlook for Mexico's sover-
eign ratings at "stable."

Top Policy Advisor to Ecuadorean
President Palacio Resigns

Ecuador's secretary of administration,
Jose Modesto Apolo—a key member of
Ecuadorean President Alfredo Palacio's
cabinet and a top policy advisor to the
president—has resigned, the latest casual-
ty of a cabinet shake-up six months before
Palacio's term ends. Apolo quit over the
weekend, presidential spokesman Enrique
Proano said, according to Reuters. Apolo
stepped down amid a dispute within
Palacio's government over the final draft
of the oil law that some criticize as too
heavily favoring foreign oil companies.
Former Economy Minister Diego Borja,
who was replaced on Friday, had accused
Apolo of siding with the foreign oil com-
panies and of having too much influence
over Palacio, according to Reuters. Apolo
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was replaced by Rafael Parreno, Proano
said. Last week, Palacio asked all 15 mem-
bers of his cabinet to submit their resigna-
tions.

Economic News

Strong Export Growth Drives
Auto Production in Mexico

Automobile production in Mexico totaled
194,327 vehicles in June, up 51.8 percent
from the same month of 2005, driven by
strong export growth, the Mexican
Automotive Industry Association (AMIA)
said Monday. Vehicle exports rose 64.9
percent year-on-year in June to 156,008
units, and stood at 790,427 for the first six
months of the year, an increase of 50.2
percent from the first half of 2005, as
demand from the United States—Mexico's
main export market—has picked up,
according to AMIA. Total first-half pro-
duction stood at 1,012,860 vehicles, up 39
percent from a year ago. AMIA President
Cesar Flores said production should accel-
erate further in the second half of this year,
possibly resulting in record output of two
million vehicles, Reuters reported. Flores
said he did not expect production to be
affected by uncertainty related to the out-
come of Mexico's July 2 presidential elec-
tion. "We think economic stability will
continue for the rest of this year. We'll see
how things look under the new adminis-
tration," he was quoted as saying. Sales to
consumers in Mexico rose 2.6 percent and
1.2 percent year-on-year in June and the
first half, respectively, to 87,083 and
533,596 vehicles, AMIA said.

Company News

Brazil's Cesp Plans to Raise 2.8
Billion Reais Through Share Sale

State-owned Brazilian power generator
Cia. Energetica de Sao Paulo (Cesp) said
Monday it plans to raise 2.8 billion reais
($US 1.28 billion) in a share sale,
Bloomberg News reported. Cesp, Brazil's
third-biggest power generator, said it will
sell as much as 1 billion reais of voting
shares and another 1.8 billion reais of pre-
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ferred stock, starting on July 18. The state
of Sao Paulo will buy all voting shares in
the offering and another 200 million reais
of preferred shares, Cesp said. The compa-
ny will use the proceeds from the share sale
to reduce its 10 billion reais of debt, which
has grown in part due to delays in con-
struction at a hydroelectric plant. Last
month, Cesp Chairman Mauro Arce said
the company has been unable to expand
because of its debt. UBS and Morgan
Stanley will co-manage the share sale,
which will close on July 26.

Walmex Posts 2.67 Billion-
Peso Second-Quarter Profit

Wal-Mart de Mexico (Walmex) reported a
higher-than-expected second quarter
profit of 2.67 billion pesos ($US 243 mil-
lion), up 32 percent from the same period

a year ago. Walmex, Latin America's largest
retailer, capitalized on World Cup-related
sales to increase its profit, according to
Bloomberg News. Walmex saw inflation-
adjusted sales growth of 17 percent year-
on-year, as well as lower operational
spending, and a higher gross margin, the
company reported in a press release on
Monday. "I want to highlight an increase
in the return on investment, which went
from 24.2 percent in 2005 to 28 percent
this quarter, as well as the 35 percent
increase in earnings per share this quar-
ter," Executive President and General
Director Eduardo Solorzano said in the
press release. Same-store sales, or sales at
stores open for at least a year, increased 6.9
percent, Walmex said. The retailer, which
operates Wal-Mart Supercenters, Sam's
Club stores, restaurants, and other for-
mats, ended the quarter with 818 units.
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Featured 0&A
Continued from page 1

both institutional weakness and the
president's own tenuous position. With
the political ground as shaky as it is, cab-
inet changes appear to be a convenient
means of appeasing demands from con-
stituent groups, whether they are local

€€ ... Rodas' statements so far

suggest that major departures

from current fiscal policies

are unlikely ... »

- Cem Karacadag

government leaders, indigenous groups,
or oil workers. Very high oil prices have
also been a welcome windfall to the gov-
ernment that would otherwise find itself
in a much more constrained fiscal posi-
tion. From a credit perspective, a key
concern is that the government's weak
political position has forced it to make
considerable future spending conces-
sions that will be difficult to sustain in
the event of an oil price decline. In such
a scenario, one can envision pressures to
prioritize wages and social programs
over debt service, raising the likelihood
of a sovereign default. With this scenario
in mind, the outlook on Fitch Ratings'
'B-' Long-term Foreign Currency Issuer
Rating for the Ecuador sovereign is neg-
ative."

Guest Comment: Cem

Karacadag: "Rodas replaces

the well-regarded Diego Borja.

Borja successfully resisted
intense spending pressures, went
through with a partial call of the high-
coupon ECI12s, and adopted a longer-
term approach to fiscal management,
including efforts to improve the trans-
parency and efficiency of the state-
owned oil company, Petroecuador.
Although Borja's replacement comes on
the heels of a disagreement with
President Palacio's inner circle—includ-
ing his chief of staff Apolo—over the
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regulations to implement the revised
Hydrocarbons Law, we believe the cabi-
net change reflected a deeper power
struggle over the allocation of and con-
trol of the oil revenue windfall stemming
from the takeover of Occidental
Petroleum's fields and the amendment
to the Hydrocarbons Law. New Economy
Minister Rodas' statements so far suggest
that major departures from current fiscal
policies are unlikely, in line with our
expectations. In an interview with the El
Universo newspaper over the weekend,
Rodas said that the government would
not increase current expenditures, but
instead would finance additional invest-
ments in social programs with funds
accumulating in the CEREP and would
channel additional oil revenues to invest-
ments in the energy sector. Rodas also
indicated that the oil revenue windfall
may be safeguarded in trust funds to
finance future energy sector investments.
This is in line with what we believe for-
mer Minister Borja's economic team was
already planning in recent weeks.
Moreover, even if the new economic
team increases—from the $285 million
announced by Borja on June 22—the
planned amount of additional social
investments in the second half of 2006,
capacity constraints are likely to get in
the way. We doubt that there are enough
new projects ready for execution and
that the government has the capacity to
implement such large increases in social
investments on top of the sizable
increase in capital expenditures already
included in the 2006 budget. Borja's
replacement reduces the probability of a
call of the remaining $510 million of the
EC12s later this year."

Roberto Baquerizo is Managing Director
for Latin America at Pro Ventures and
former President of the Ecuadorean
Central Bank's Monetary Board.

Morgan Harting is a Senior Director at
Fitch Ratings.

Cem Karacadag is a Director at Credit
Suisse.
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