Preliminary Overview of the Economies of Latin America and the Caribbean = 2016 1

Argentina

Economic activity in Argentina contracted in 2016. The first three quarters of the year
saw a year-on-year fall of 2.4%, following a sharp cutback in investment, weaker
household consumption and public expenditure cuts, which could not be offset by the
growth in exports. At the same time, the inflation rate rose to 40.9% in the first 10
months of 2016, from an average of 26.6% in the previous year.*

The behaviour of the Argentine economy in 2016 reflected external factors the recession in Brazil as well
as domestic ones. To reverse the foreign-exchange liquidity crisis that had been hampering the economy
in earlier years, in December 2015 the new government deregulated the foreign-exchange market
(triggering a steep devaluation of the peso against the dollar (40% in a single day). It also eliminated
export duties and quotas (except on soybeans) and implemented a tight monetary policy. In addition, the
government announced the goal of eliminating the fiscal deficit within four years, mainly by reducing
subsidies on the consumption of public utilities, which in 2015 were equivalent to 3.4% of GDP. In late
2015, national public administration was running a deficit of 3.8% of GDP. The resolution of the dispute
with bond holdouts agreed in April, enabled Argentina to return to the international financial markets and
postpone the announced reduction in the fiscal deficit, which in 2016 is expected to come in at 5.0%.

The December 2015 exchange-rate devaluation, together with the elimination of export duties and
guotas, triggered an upsurge in inflation, which was stoked further by the public utility rate hikes
implemented as from April. Consequently, wages, pensions and other benefits paid by the social
protection system lost roughly 5% of their real value, which was not offset by the expanded coverage of
family allowances. Taken together, the amounts disbursed in respect of pensions, family benefits
(contributory) and the Universal Child Benefit (non-contributory) declined by about 3.3% in real terms
between 2015 and 2016.

The consequent fall in the share of wages in total income, which affects the short-term trend of
private consumption, compounded the reduction in investment and was not offset by trends in public
expenditure or exports, since these grew only
moderately. Although public expenditure played a
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' Measured by the population-weighted consumer price indices of the city of Buenos Aires and the province of San
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average) by 1.4% in nominal terms. The growth of subsidies to public utility consumption slowed by less
than expected (15.2% in nominal terms compared to 9.9% a year earlier), with the deceleration
concentrated in the energy sector (the recipient of 70% of subsidies in 2015). On the income side, apart
from the natural effect of the recession on tax revenue, export duties were eliminated, having represented
roughly 0.8% of GDP in 2015. As this note went to press, the National Congress was debating various
bills to amend the profits tax applicable to workers’ pay.

The deficit was mainly financed by bond issues: US$ 32 billion in foreign currency between
January and October, and US$ 8.3 billion equivalent in local currency in the same period. Consequently,
the public debt, which had stood at 53.6% of GDP in 2015 (including debt with payments in arrears) grew
by about 8 percentage points of GDP in 2016.

The central bank has signalled a shift in monetary policy towards a formal inflation-targeting
scheme, to be in place as from January 2017. This will specify a target range of 12-17% for that year,
declining in subsequent periods. In line with that decision, in 2016 BCRA sharply increased its issuance
of central bank bills (LEBAC), for which the 35-day interest-rate was relatively high (33% on an
annualized basis) at the start of the year, but was lowered gradually (to 25.75% in mid-November). The
volume of LEBAC issuance generated a significant mass of liquidity (equivalent to 89.8% of the
monetary base as of October 2016), which, in a financial context of continuing foreign-exchange outflows
for financial reasons, requires the central bank to be cautious in its interest-rate normalization policy,
since this could disturb the recovery of the real economy.

Together with the decision to adopt formal inflation targeting, BCRA migrated to a more flexible
exchange-rate regime as from December 2015, under which the nominal exchange rate rose between
January and October to about 62% above its year earlier level. Exchange-rate liberalization, the resolution
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of the conflict with bondholders and the return to international credit markets made it possible to
replenish international reserves and practically eliminate the foreign-exchange tensions of earlier years.
The foreign-exchange inflow, driven by the policy on asset clean-up implemented in the second half of
the year (which resulted in about US$ 7 billion in cash entering the country), also helped stabilize the
exchange rate, which, in the inflationary context described, was tending to appreciate in real terms.

The policy on asset clean-up offers a voluntary scheme to legalize holdings of national or foreign
currency and other assets, either in Argentina or abroad, that have not been declared to the Finance
Department, by paying a special tax at a rate of between 0% and 15% depending on the amounts in
question and the date of declaration. At the same time, the tax rates on personal assets (wealth) are being
gradually reduced (with elimination scheduled for 2019).

In the first half of 2016, the balance-of-payments current account accumulated a deficit of
US$ 6.693 billion (1.3% of GDP) larger than in the same period a year earlier. Nonetheless, the trade
balance improved, since imports, measured in dollars, shrank more than exports (by 5.6% compared to
2.5%, respectively). Both aggregates grew in real terms (imports by 4.2%, following sharp increases in
purchases of vehicles and consumer goods; and exports by 5.1%, driven by sales of commodities and their
derivative products); but the prices of traded goods felt generally. In contrast, the services trade deficit
widened from US$ 1.940 billion to US$ 2.974 billion. The current account deficit was comfortably
financed by the surplus on the capital and financial account (US$ 12.386 billion or 2.4% of GDP), thanks
to income obtained through public borrowing (both national and provincial), and despite the continuing
sale of foreign exchange to the private sector to build up cash balances (over US$ 10 billion in the first
three quarters).

Economic activity in January-September was 2.4% weaker year-on-year. According to data
available up to the second quarter, when GDP shrank by 1.7% year-on-year, the contraction is explained
by cutbacks in investment (4.2%) and the growth of imports (10.6%). When imports are subtracted from
each component of aggregate demand, there is a steeper fall in investment (10.4%) compounded by
reductions in both private consumption (1.0%) and public consumption (0.3%), and partly offset by
export growth (2.1% in real terms). On the supply side, the reduction is explained by the decreased
production of goods (5.8%), reflecting the downturn in manufacturing industry (4.6% year-on-year) and
negligible growth in the services sector (0.7%).

Inflation surged from an average of 26.6% in 2015 to 40.9% between January and October 2016.
The National Institute of Statistics and Censuses (INDEC) resumed publication of the Greater Buenos
Aires Consumer Price Index (IPC-GBA). The new series starts in May 2016, and records a cumulative
increase of 13.7% between May and October, with prices rising even faster in items such as food and
beverages and medical care. Moreover, following two years without publishing data on income poverty,
in September the organization published the official estimate for the second quarter of 2016, putting the
rate at 32.2% of the population.

In the third quarter of the year, the unemployment rate was 8.5% and underemployment stood at
10.2%, according to INDEC figures. The wage index for registered workers in the private and public
sectors rose at annualized rates of 33.5% and 29.7%, respectively, in the first half of the year, which
meant real reductions of 3.6% and 6.3%. In September, the minimum wage was raised to 7,560 pesos and
the minimum pension to 5,661 pesos (corresponding to nominal increases of 35.3% and 31.7%).



