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Preface

Financial stability is a state of affairs in which the financial services sector can channel the savings of the population
and provide a nationwide payments system in a manner that is efficient, secure and sustainable over time. In the
framework of the execution of consistent and stable macroeconomic policies, the resilience of the financial sector in the
face of negative shocks serves to define the degree of approach towards a financial stability scheme.

The strong interrelationship between financial stability and sustained economic growth explains why the former is a
social good that the state has to generate and protect. This is why the promotion of financial stability is one of the
principal functions of most central banks.

The Central Bank of Argentina, according to article 4 of its charter, has a mandate “to supervise the sound operation of
the financial market”. It is the Central Bank understanding that in order to enhance the effectiveness of the policies that
it undertakes its usual regulatory and supervisory powers must be complemented by a communications strategy that is
transparent and accessible to the public in general.

With this purpose in mind it publishes the Financial Stability Report (FSR) that presents an overall assessment of
developments in the conditions of financial stability. In the FSR the different channels of information that are available
on the subject are merged, to provide the Central Bank’s views on the outlook for the financial system. Furthermore,
between each half-yearly issue of the FSR, the Central Bank releases a monthly Report on Banks to keep the public up to
date about the more recent developments in the financial system.

According to the depth of detail that the reader requires, the FSR can be approached in two different ways. Reading the
Central Bank Outlook and the Balance of Risks, together with the summary and main topics of each chapter, enables
the reader to grasp the gist of the FSR. Naturally, a full reading of the FSR provides an in depth evaluation of the issues

it covers, enriched by the treatment of special topics that are included in the Boxes.

The date of publication of the next issue of the FSR will be on September 30, 2010, on the Central Bank website.

Buenos Aires, April 12, 2010
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Central Bank Outlook

Global economic activity continues to recover, although
risk factors remain and they could affect the
sustainability of this trend in the medium term.
International economic dynamism is being driven by
emerging countries while advanced economies would
also recover, particularly in the case of the US, and to a
lesser extent, the Euro Area. Despite the reduction in
uncertainty, further sudden changes in risk aversion or
new market turbulence events cannot be ruled out, as
was made clear from the financial problems of Dubai
World state holding and the recent events in Greece (see
Box 1).

The still incomplete normalization of the financial
systems functioning in the main developed economies
Real GDP . . . .
N Y.0.7.% change remains one of the latent risks in the global scenario.
0 . g ponsedoe Furthermore, the performance of developed economies
9.0 - 15

v 85 &7 85 o is beginning to be conditioned by the evolution of public
st o " : finance due to the stimulus measures adopted, as well as
o . i by high unemployment levels. In the case of emerging
- countries, the main challenges are the possibility of a
a1 sudden reversal in capital flows, and in some cases, the

existence of tensions in prices evolution.

Chart 1

20
It is expected that developed countries will maintain
some of the stimulus policies they have been applying to
e face the crisis, at least until the improvement in
2l economic activity has consolidated. Nevertheless, there
SﬂurCe:‘NT)(if)s 2004 2005 2006 2007 2008 I-08 II-08 III-08 IV-08 I-09 II-09 III-09 IV-09 have already been the ﬁrst CanCellatiOl’lS Of some of the
exceptional programs designed by leading central banks
to ensure liquidity, with plans for potential changes in
the monetary policy pattern given the reduced market
tension and some balance sheet improvement of the
financial sector. Some emerging countries have also
begun to reverse certain measures taken to face the
global crisis.

The local economy continues to recover its strong
dynamism, and this would be consolidated over the
course of the year as a result of increased household
consumption and growing activity of firms. The Central
Bank continues to meet the quarterly targets set in the
Monetary Program, reaffirming its commitment to the
generation of conditions that promote the development
of a horizon of certainty in relation to monetary and
financial variables.

In this context, in recent months the activity levels in the
Argentine financial system have been recording a faster
growth rate, although when viewed in perspective, the
financial system depth remains limited (lending to the
private sector is equivalent to almost 12% of GDP).
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Based on this horizon, the Central Bank boosts the
deepening of the credit market to companies and
households using different tools.

Financial entities continue to register improvement in
the composition of their balance sheets, both in the case
of assets, with the strengthening of lending to the private
sector and liquidity, and in the case of liabilities, with an
increase in the share of deposits in total funding.
Furthermore, the last bank which had debts for
rediscounts granted by the Central Bank during the
crisis in 2001-2002 cancelled the full amount of its
liabilities at the end of 2009.

Risk assumed by banks in their regular financial
intermediation activity remains moderate, with solvency
indicators (nearly 19% of risk-weighted assets) that
would help them soften the impact of any
materialization of such risks. In the last two years the
consolidation of the sector’s solvency has been grounded
in accrued profits derived mainly from its lending
activity.

Banks keep a robust position in the face of liquidity risk,
holding liquid asset levels steady within a context of
lower interest rate volatility. This performance has been
reinforced by the consolidation of private sector deposits
as the main source of funds for the sector, and the
gradual increase in volumes traded on inter-bank
markets. Furthermore, the Central Bank is able to act as
the lender of last resort in domestic currency in the
event of any shock generating systemic risks,
strengthening the position of banks in the face of
liquidity risk.

The risk of lending to the private sector assumed by
banks has fallen in recent months. The performance of
local economy, together with moderate levels of
company indebtedness, has benefitted their payment
capacity and is reflected in the low level of corporate
loan delinquency. The positive outlooks for the labor
market and the recovery of wage levels have contributed
to shore up household payment capacity. Rising levels of
household consumer loan delinquency began to revert
in the middle of 2009. Banks continue to maintain
considerable coverage of non-performing lending
portfolios by provisions. For the rest of 2010 it is
expected that both companies and households will
increase their demand for bank borrowing, maintaining
their payment capacity within a context of moderate
levels of indebtedness.

Bank exposure to the public sector remains within
bounds, even when taking into account the increase in

8 | BCRA | Financial Stability Report / First Half 2010 | Central Bank Outlook
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Non-Performing Loans to the Private Sector
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recent months. The public sector continues to be a net
creditor of the financial system, as the level of
government deposits in banks exceeds loans to the
sector and holdings of government securities. The public
sector would continue to record a sound payment
capacity in coming periods, reflecting the impact of
increased economic activity and the dynamism of
foreign trade on tax revenues. Progress on the
restructuring of eligible debt that did not participate in
the 2005 debt swap will have a similar effect, enabling
increased access in improved terms to international debt
markets.

As a result of the lower exchange rate volatility and the
reduction in foreign currency mismatching, banks have
reduced their exposure to currency risk. Moreover, the
low proportion of loans to the private sector
denominated in foreign currency, channeled to tradable
sectors of the economy, enables to keep the credit risk
from potential fluctuations in the nominal exchange rate
under control. The drop of the level and volatility of
leading interest rates has made it possible for the
financial system to maintain its position in relation to
the interest rate risk. Mismatching of CER-adjusted
items has continued to decline, mainly because of the
debt swaps carried out by the Government over the
course of 2009, further reducing the exposure to this
risk.

The Central Bank provided an impulse to the interest
rate futures market, participating in the market since last
September through the so called “funcién giro”, recently
incorporating the same practice for interest rate swaps.
These initiatives should contribute to the creation of a
reference for the term structure of interest rates in local
currency in the medium and long run, encouraging the
granting of loans at fixed interest rates for longer terms.

In line with the growth in intermediation activity, some
progress has been recorded in geographical coverage in
terms of the infrastructure for the providing of banking
services, particularly in terms of the distribution of
automatic teller machines (ATMs). Nevertheless, the
Central Bank considers that there is still a broad margin
for achieving an effective coverage by banking services
both regionally and in socio-economic terms.

Tools available for making payments in the economy are
gradually being diversified, with growth in the
participation of electronic means that offer greater
transaction efficiency. Check clearing has increased,
with a reduction in the number of bounced checks by
nonsufficient funds in terms of total cleared. The Central
Bank is making progress on the Uniform Federal
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Table 1
Soundness Indicators of the Financial System
2001 2008 2009 2009

In % Average |December| June [December|
Liquidity

.. (Liquid assets + Central Bank securities) / Total deposits 21 40 41 41
Private sector credit risk

. Loans / Total assets 40 39 39 38

. Non-performing loans 157 31 37 35

.. Provisions / Non-performing loans 66 132 118 126
Currency risk

.. (Foreign currency assets - Foreign currency liabilities + Forward net

purchases of foreign currency in memorandum accounts) / Net worth 66 48 54 38
Liabilities

.. Total deposits / Liabilities 60 77 77 80

.. Outstanding bonds, subordinated debt and foreign lines of credit /

Liabilities 12 4 3 3

. Rediscounts / Total Liabilities 2 1 1 0
Leverage and Solvency

.. Assets / Net worth 87 84 82 8.0

.. Capital Compliance / risk weighted assets 211 168 168 18.6

Source: BCRA

Clearing (UFC) with the aim of standardizing all
documents subject to clearing.

The positive economic expectations for the next few
months lead to forecast that the financial system risk
map will not show significant changes, within a context
of increasing dynamism of intermediation with
companies and households. In such scenario, the Central
Bank will continue to act to safeguard the conditions
required for systemic stability, while encouraging greater
credit depth and the extension of access to financial

services to a broader range of companies and
households.
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Source: Focus Economics

I. International Context

Summary

The global economic activity continues to recover. Global
growth would be around 3.4% in the year, driven by
emerging countries, while within developed economies the
US would be more dynamic than the Euro Area.
However, risks remain associated with the still high
unemployment level and the deteriorating public finances
in developed countries, deepened by the counter-cyclical
measures taken in the framework of the crisis.

Although with less intensity, developed economies are
expected to continue with some of the stimulus policies
until the economic recovery process consolidates.
Meanwhile, some emerging economies began to reverse
some of these measures in response to the improvement of
the economic activity and to a lesser extent, to some
inflationary pressures.

The prices of commodities show a slight upward
movement in the year. Throughout 2010 some
acceleration of inflation is expected globally affecting
emerging economies more in relative terms, while in the
advanced economies it would remain within the bounds
considered acceptable by the authorities.

Supported by monetary and fiscal stimulus measures
implemented by developed countries, international
financial markets maintain the improvements achieved
are since early 2009.

Chart .1

Real GDP
Y.o.y. % change
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Interbank lending spreads recovered the levels prior to the
crisis but traded volumes were still reduced.

Major central banks began to evaluate possible changes in
monetary policy bias as part of the discussions on exit
strategies from measures adopted due to the crisis.
However, this scenario is not exempt from some
vulnerability, as evidenced from the credit episode of the
public company Dubai World and the fiscal problems in
Greece.

The consolidation of the recovery revived the appetite for
riskier assets, restarting the inflow of capital to emerging
economies. Ample liquidity and lower funding costs
helped to boost the issuance of sovereign and corporate
debt.

In a context of improved economic performance,
financial systems in Latin America show a moderate
activity compared to previous years, although it is
expected that financial intermediation would gain
momentum, due to the high levels of liquidity and
solvency, while maintaining lower risk levels.

Chart 1.2

International Debt Issuances of Emerging Economies
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Chart 1.3

Unemployment Rate. Selected Countries
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Chart I.5
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I.1 International condition

The global economic activity continued to recover,
although downward risks persist

During the last months of 2009 and in early this year, the
global economic activity continued to expand driven by
the emerging countries, mainly China and India. In 2009
the global GDP would have contracted around 1.9%
while a 3.4% expansion is forecasted for 2010. After a fall
of nearly 3.4% in the GDP of the advanced countries
during the past year, a 2.1% grow is expected in 2010.
Emerging economies would grow about 6%, almost 4.3
p-p- more than in 2009 (see Chart I.1)

Some risks still remain for the global economic growth
due to high unemployment levels in developed countries
(see Chart 1.3), lack of full normalization of the
international financial system, and the recent
deterioration of the public finances of some developed
economies. These conditions, combined with some
uncertainty about the sustainability of the recovery, led
to greater volatility in the financial markets in the first
quarter of 2010.

After the strong recovery in commodity prices in early
2009, prices showed a slight upward trend. The
Commodities Price Index (IPMP), which measures the
price evolution of the primary products most relevant to
the Argentine exports increased 26.2% year-on-year
(y.0.y.) in 2009, accumulating a slight decrease so far in
2010 (see Charts 1.4 and II.7). Commodity prices are
expected to continue increasing if the global economy
enters into a recovery path.

While in the second half of 2009 global inflation was
higher than in the first half, the year closed below 2008
levels. During 2010 the global average price increase is
expected to be around 2.5%. Emerging economies would
face greater inflationary pressures due to the evolution of
both commodity prices and the aggregate demand.
Advanced economies would also record some
acceleration in inflation, but would remain within the
levels considered acceptable by its authorities.

Advanced and emerging economies continued to apply
monetary and fiscal stimulus policies. However, some
emerging economies recently started to reverse some of
the counter-cyclical measures, as a result of improved
economic performance and certain inflationary
pressures. Although advanced economies have also
started this process, the authorities are expected to
maintain most of the expansionary measures while the
recovery consolidates.

12 | BCRA | Financial Stability Report / First Half 2010 | I. International Context



Chart 1.6

Spreads over Germany Bonds Evolution
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Chart 1.7
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The use of fiscal incentives to some extent affected the
result of the public finances of some economies in the
Euro Area, giving rise to fears about default risks and
possible contagion effects (which, in turn, affected the
euro) in this countries.

Moreover, the countries that generated greater concern
at the beginning of this year were Greece, Portugal,
Spain, Italy and Ireland (see Box 1). At present is being
discussed whether these economies will continue to be
financed through the financial market or if they would
require financial support from the European Union or
from international organizations (in this sense, progress
in negotiations for specific cases such as Greece is being
made).

International financial markets show important
improvements compared to the peak of the crisis,
although volatility have risen at the beginning of
2010

International financial markets continue with the
recovery process initiated in early 2009. Risky asset
prices recorded significant progress with respect to the
lower bound of 2008-2009, supported by the stimulus
measures that achieved full effect in the second half of
2009 and the normalization of expectations (see Chart
L.5).

By the end of 2009, prices continued to improve and
volatility kept falling in developed markets. Nevertheless,
this development was not free of uncertainty, as the one
originated in the Chinese stock market indexes price
correction and in the credit episode of the state holding
Dubai World. The greatest uncertainty about the timing
and the manner of exit from the stimulus policies,
coupled with the formal proposals for regulatory changes
in the US, led to an increase in volatility and a slowdown
in the upward trend in prices in the first quarter of 2010.
This was accompanied by the concern about the fiscal
deficit and the financing needs in peripheral economies
in the Euro Area (see Charts 1.6 and B.L.1).

Stock price indices of developed countries slowed their
pace of increase while trading volumes decreased, after
showing some improvement. The expected volatility in
those markets declined until December, and jumped at
the beginning of 2010. While the evolution of the indexes
in the second half of 2009 had been uneven between
regions, the reversal from January to February was
stronger for the European markets.
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Chart 1.9

Main Currencies Evolution
Dec-08=100
billion US$

122 4 600

Federal Reserve currency swaps lines (right axis)
—=a— Dollar index (*)
—— Dollar/yen

uer —— Dollar/Pounds 1 500

Dollar/Euro

86 0
Jan-09 Feb-09 Apr-09 May-09 Jul-09 Sep-09 Oct-09 Dec-09 Feb-10
(*) Growth of the index implies depreciation

Source: Bloomberg

Chart 1.10
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Benchmark interest rates remained at historically
low levels, supporting the scenario of broad
liquidity

Yields of US Treasury securities tended to increase by the
end of 2009 (see Chart 1.7) due to doubts about the
ability to sustain the pace of a strong and growing
placement in the future, if the path of deficit continues
(see Chart 1.8).

Major central banks slowed and then began to withdraw
their outstanding liquidity provision programs (while
financial institutions continued cancelling their debts)
determining future possible changes in monetary policy.
Improvements in market conditions and in financial
institutions favor the discussions about exit strategies.
The Fed finished most of its liquidity facilities and began
to schedule the completion of its asset purchase schemes,
as well as in late February increased the interest rate of
its discount window. The ECB ended its exceptional line
of unlimited supply of liquidity to one year, while the
BoE kept on hold its quantitative expansion objectives.

The dollar held a depreciation path compared to other
major currencies during great part of 2009, as it lost
strength the demand due to currency mismatches, while
the prospect of ample liquidity remained stable and
market risk aversion weakened (see Chart 1.9). The
dollar declining trend began to change towards the end
of 2009, when the episodes of Dubai and Greece
intensified (which may have driven the unwinding of the
carry trade operations).

Interbank lending normalizes in developed
economies

Interbank lending developed in a context of spreads' the
US and Europe, these declines occurred as the positive
effects of government programs strengthened and the
perception of new disruptions of important systemic
financial institutions declined. Trading volumes in
interbank markets remain depressed, about 40% below
the levels exhibited prior to the crisis of Lehman
Brothers.

Financial institutions in developed countries continued
achieving improvements in its capital positions, making
them gradually dispense of the government assistance.
Large US financial institutions continued cancelling
obligations under the TARP? while in Europe several
entities in problems were restructured (using the scheme

! Spreads between 3 month USD Libor rates and swaps for the same period. For Europe, 3 month Euribor and a 3 month Libor in pounds.

2 Troubled Asset Relief Program.
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Chart I.12
Emerging Country Currencies Indices
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of bad/good bank). The evolution of US retail credit still
has a negative bias, due to the uncertainty created by the
deteriorating credit quality, in a context where
unemployment remains high and more restrictive
standards for bank credit granting are being faced. It is
noticeable that some uncertainty still persists about the
performance of the financial systems in developed
economies when facing possible changes in monetary
policy (interest rate risk) as well as to the progress in
reshaping regulatory frameworks.

The resurgence of appetite for emerging assets
encouraged the placement of sovereign and
corporate debt

The consolidation of the recovery also reached the assets
of emerging economies. An appreciation of the stock
market of around 30% was observed in the second half of
last year, although at the beginning of 2010 the
uncertainty led to some price deterioration (see Chart
1.10). The resurgence of capital flows, in a context of weaker search
for refuge in developed economies, contributed to an improvement in
stock prices and debt markets. In this framework, the emerging
sovereign debt spreads continued to decline (see Chart
I.11). The improvement in liquidity and the lower
funding costs helped both companies and governments
boost debt® issuance (see Chart 1.2). It is not clear
whether the recent natural disasters in the countries of
the region and the efforts by the multilateral agencies to
finance the reconstruction of infrastructure, could
displace financing and force some governments to
increase its funding through markets.

Emerging countries currencies appreciated against the
dollar during the second half of 2009 in line with the
return of capital flows and greater appetite for risk (see
Chart 1.12). At the beginning of 2010 this trend was
interrupted (mainly because of doubts about the
foundations of prices and by turbulences in Europe, see
Box 1) although since February the appreciation
resumed.

I.2 Latin American banking systems

Latin American financial systems continue to show
a position of relative strength

The Latin American financial systems continue to
exhibit a strong position in a context in which the
economies of the region recover from the effects of the
international crisis at a faster pace than other regions.
Good macroeconomic performance in recent years

* With a strong presence of Latin American operations, total issuance reached more than US$ 200 billion in 2009.
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coupled with the timely financial measures taken by
most countries of the region, contribute to maintain
adequate liquidity and solvency levels (see Charts 1.13
and 1.14).

Latin American countries began to receive a substantial
flow of capital that helped increase market liquidity and
improve, to some extent, getting funding. This
movement was explained by the renewed appetite for
emerging market risk, coupled with a better performance
in relation to other regions. Yet there is not a marked
recovery of transnational credit granted by global banks
or by international banks branches.

The performance of the financial intermediation with
the private sector continues to grow at a moderate pace
compared to previous periods, in a context in which the
credit risk is limited (see Chart 1.15). Risks faced by
banks of the region are expected to decrease gradually, to
the extent that the increased level of activity translates
into a greater private sector payment capacity. Banks
position’s facing credit risk is reflected in high ratios of
coverage of non-performing credits loans with
provisions in the region.

The strength of the fundamentals of the Latin American
financial systems, coupled with the economic recovery of
the region, forecast an increase in the dynamism of
financial intermediation, although the weakness of the
advanced economies remains a source of potential
vulnerability.
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Box 1 / Peripheral Economies of the Euro Area, Sovereign Risk
and International Market Situation

In recent months, a climate of growing uncertainty
developed with regard to the situation of certain
economies of the euro area with high fiscal deficits
and potential problems in financing. The case of
Greece is the most emblematic, although prices of
debt instruments of economies such as Spain,
Portugal and Italy were also eroded. This ended
generating a resurgence of volatility
international markets and generating pressure on
the euro. While there were positive signs, the
announcement of an eventual support from the
European Community to Greece and successful
debt placements of countries with compromised
state, markets are expected to be more selective,
with a focus on the development of sovereign risk
(employment, activity) and the possibility of a
generalized increment in risk aversion

in
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The episode of payment difficulties of the Dubai
World consortium (in late 2009) created an
atmosphere of caution at global level, with investors
tending to a more selective strategy. In this context,
the confidence with regard to economies more
committed to fiscal matters and financing needs to be
covered in the international markets was eroded.
Particular emphasis was placed on various cases of the
Euro area (with Greece as a prime example, created
doubts with regards to countries with greater weight
such as Spain, with major problems of consideration
in unemployment). This contributed to a resurgence
of volatility in the markets at the beginning of 2010
(although still far from the peaks of tension in 2008-

2009) and some deterioration in prices of higher-risk assets.

The concern focused on the situation in Greece, a country
with a substantial* fiscal deficit, high debt ratios and strong
financing needs in the short term® (with local banks in a
weaker position to finance the government). In a context of
low growth and with restrictions regarding its monetary
policy and exchange rateS, fears about the possibility that it
becomes difficult to repay existing debts arose. In a
movement of contagion by association, distrust ended
affecting other economies in the Euro Area (Portugal, Spain
and to a lesser extent, Ireland and Italy), with fiscal and debt
indicators located below the Euro Area average (see Chart
B.1.1).

Chart B.I.2
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The growing doubts were reflected in a sharp increase in the
debt spreads of more exposed economies. This includes
both bond spreads of lower perceived risk (such as German
government bonds) and the spreads on credit default swap
contracts (CDS). Thus, the 5-year CDS on Greek debt rose
from almost 100 basis points (b.p.) late in the third quarter
of 2009 to about 400 b.p. in late January (see Chart B.1.2).
For other economies affected by the uncertainty
surrounding the sustainability of the fiscal situation
(Portugal, Spain and Italy), spreads widened between 1-3.5
times in the same period (although they still remain below
250 b.p.).

* In November, estimates of fiscal deficit for the year 2009 were adjusted
to almost 13% of GDP (the estimates were between 6% -8%).

®> The Greek government must issue debt for more than €50 billion in
2010. Of this amount, to confront maturities it must get financing for
about € 20 billion in April-May.

¢ The situation of peripheral economies in the euro area demonstrates the
problems associated with the existence of rigidity in monetary policy.
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Stock quotes of leading banks of these economies also
deteriorated (see Chart B.1.3), with a decline of almost
20% between late December and late February’ (when
the Euro Stoxx 600 contracted by 3%). The factors that
explained the price reversal were the public sector
exposure, the possibility of debt® ratings cuts and the
less optimistic prospect about the evolution of the
economies (with a potential impact on the repayment
capacity of the banking debtors). Moreover, not all
European banks have the same exposure (although, in
general, limited®) to the sovereign debt of countries in
the Euro Area in a more vulnerable situation.

Chart B.1.3
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With concerns about the peripheral economies of the
Euro Area, the euro exhibited some pressure and
depreciated almost 10% against the dollar from late
November to late February. On the one hand, the
rising volatility revived the search for refuge in US
Treasury assets. On the other hand, doubts about the
position that would adopt the European Union
authorities created uncertainty (with respect to the
effects this may have, in terms of moral hazard and
credibility of the arrangements of the Euro Area).
Moreover, to the extent that various economies tend to
move towards greater fiscal austerity this could lead to
keep an environment of low interest rates in the Euro
Area for a longer period of time.

7 Stock quotes of smaller institutions have further deteriorated.
Then there was an improvement.

8 The feasibility of further downgrades for the Greek debt rating
(with an impact on banks that use these assets as collateral) created
uncertainty in late February. The long-term debt of Greece is rated
BBB+ (S&P) and A2 (Moody's). At the end of March the ECB
made clear that the minimum credit level (BBB-) required for the
collateral under its lines of liquidity would remain in 2011.

® According to the BIS Quarterly Review, the financial systems with
greater exposure to the weaker economies of the Euro area are
France, Netherlands and Germany.

Tension in the markets tended to weaken toward the end of
February and early March. The Euro area authorities
announced they would support Greece, while progress was
made in the negotiations around the eventual support™
(which would have a complementary participation of the
IMF). Moreover, Greece unveiled new measures to reduce
its deficit, paving the way for the implementation of a
package of assistance. In addition Greece, Portugal and
Spain succeeded in placing debt" with good conditions.

Despite these relative improvements, the debt of several
countries in the Euro area remains under pressure and it is
unclear what will be the motivation of the markets when
facing the timetable for the coming months. At the same
time, some concern remains about the fiscal sustainability
in developed countries (affected by temporary factors such
as stimulus packages to confront the crisis, and structural
issues such as the problems associated with the social
security). This would have a potential impact on debt yields
of long-term and, therefore, on the situation of the financial
institutions. Fears are particularly important in a context
marked by ample liquidity (that generates incentives for
funding in the short term and invest in longer-term assets
and performance) but with prospects of interest rates of
monetary policy gradually rising in the future. The trend
towards increasing selectiveness by investors is expected to
continue and new episodes of adjustment cannot be ruled
out in prices of sovereign bonds and a rapid increase in risk
aversion globally.

10 For €30 billion, at a rate of 5% (below market cost).

" The major placements in February and March were for €5 billion at 10
years and €5 billion at 7 years (Greece), €3 billion at 10 years (Portugal)
and €5 billion over 15 years (Spain).
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I1. Local Context

Summary

With the worst of the international crisis now in the past,
local economic activity began to recover in the second half
of 2009. This trend is expected to gain strength during the
current year, mainly driven by household consumption.
Growth in activity would make it possible to return to an
upward dynamism in the level of employment. The trade
surplus will remain high, at similar levels to those of
2009.

At the end of last year and the beginning of the current
year, the economic recovery and increased food prices at
international and local level established a new framework
for the behavior of domestic prices. Within the Monetary
Program targets, a gradual remonetization process of the
economy began in recent months, with reductions in the
BADLAR and in the inter-bank call money market
interest rates.

In a scenario of increased appetite for emerging market
risk, domestic bond prices recovered, in a still volatile
environment. Sovereign risk spreads improved compared
with the first half of 2009, although they recorded a
temporary rise in the first two months of 2010.

Government bond trading volumes were higher in year-
on-year terms. In the short run, investors’ interest will
focus on the progress made with the restructuring of the
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eligible debt that did not participate in the 2005
Government debt swap, after the preliminary steps for
the launch of the offering that were completed in recent
days.

Private sector borrowing cost declined in line with the
international climate and investors’ preference for
private bonds in local currency. Lower costs were also
registered in financial trusts, which continue to be a
significant source of private sector financing on capital
markets. Corporate bond issuance recovered in the
second half of 2009 and a lengthening of terms was
noted. Financing via the deferred payment check market
continues to increase, gaining strength as a source of
financial resources for small and medium-sized
companies. In the last part of 2009 there was a
significant surge in the volume of forward exchange
contracts traded.

Over the rest of 2010 the Central Bank will continue to
develop a monetary policy based on the building of
liquidity networks and the control of the expansion of
monetary aggregates by sterilizing the peso supply which
exceeds the demand.

Chart I1.2
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II.1 Macroeconomic context

During the second half of 2009 there were concrete
signs of economic recovery, a process that is
expected to gain strength over the rest of the year

With the worst of the international crisis now in the
past, local economic activity consolidates the recovery
which began in the second half of 2009 (see Charts II.1
and IL.3). An improvement can be seen in household
consumption that is likely to be maintained over the
course of the year, and would give the main contribution
to GDP growth. The recovery of domestic consumption
and external demand following the growth of the main
trading partners would continue to benefit the industry.
Better weather conditions will result in a harvest bigger
than that of the 2008/2009 season. The recovery in
consumption, farm and industrial supply would boost
related activities such as wholesale and retail trade and
transport, consolidating recent growth (see Chart I1.4).

As a result of the decline in uncertainty regarding the
impact of the international crisis on employment and
domestic economic activity, households began to reduce
their precautionary savings, making use of such
surpluses for consumption purposes. This trend has also
been driven by a gradual increase in household
borrowing, together with greater government transfers
in the form of pensions and family allowances, as well as
the new Universal Child Allowance for Social Protection
that began to be granted at the end of 2009. Public sector
consumption continues to contribute to the output
growth.

Investment in machinery and equipment fell in 2009,
steadying in the second half of the year. Spending on
capital goods is expected to recover gradually in 2010, as
idle capacity is used-up in several capital-intensive
sectors that were affected by the international crisis.
Progress with smaller private projects and rising public
sector investment will lead to increased levels of
investment in construction (see Chart IL.5). In 2009 net
exports made a positive contribution to GDP growth, as
goods and services imports fell at a faster rate than
exports.

Although goods exports declined in 2009 because of the
general contraction in world trade and lower shipments
and prices of grains, imports recorded an even greater
drop. As a result, in absolute terms the trade balance set
a new record, contributing to a current account surplus
of 3.7% of GDP (see Chart I1.6). A recovery is expected
for exports in 2010, driven by higher exports of primary
and manufactured agricultural goods, as well as of
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Chart I1.6
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industrial goods. Imports would rise by more than the
expansion in exports, mainly from purchases of
consumer goods, industrial input and energy. The trade
balance of goods will continue to drive current account
performance, which this year would record its ninth
consecutive period of positive growth, an unprecedented
fact in the history of our country.

The job market outlook begins to appear more positive,
with a rising demand for labor expected over the course
of the year that would reverse the slight increase in
unemployment recorded in the third quarter of 2009.

Towards the end of 2009 and at the beginning of 2010
the economic recovery and increased food prices at
international and domestic level established a new
framework for the behavior of domestic prices (see
Chart I1.7).

Over the course of the second half of 2009 the
economy began to record a gradual
remonetization process

In the second half of 2009 private means of payment
rose by $20.1 billion (13.8%), forming the bulk of the
half-yearly increase for the M2 of $21.7 billion (12.4%).
The main factors explaining M2 expansion included
Central Bank market purchases of foreign currency (see
Chart I1.8), in view of the non-financial private sector
that became a net seller of foreign currency since
August. Another factor contributing to the means of
payment growth was the increase in loans to the private
sector (see Chapter IV).

An increase in private sector time deposits contributed
to a lower M2 growth in the second half of 2009. Since
July, private sector time deposits in domestic currency
began to register increased dynamism in both the retail
and wholesale segments, reflecting the gradual recovery
in domestic currency demand. The half-yearly increase
in private sector deposits and public holdings of cash
explained almost all of the increase in the broader
monetary aggregate in pesos (M3), as the public sector
deposits recorded a slight half-yearly reduction. As a
result, M3 posted a rise of 9.9% in the second half of
2009, with a total increase of 11.3% for 2009.

During the second half of 2009 the Central Bank cut the
interest rate on repos and reverse repos by 1.5 p.p. and
discontinued the transactions for 14, 21 and 28 days that
had been temporarily introduced in 2008 at the time of
the deepening of the international crisis. The main
short-term interest rates adjusted to the new band
established by the Central Bank: both the private bank
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interest rate on the interbank market and the BADLAR
rate declined in recent months (see Chart V.7).

As in previous periods, Monetary Program (MP) targets
continued to be met in the last two quarters of 2009 (see
Chart I1.9). In December, total means of payment (M2)
averaged $196.89 billion (13.7% y.o0.y.), while private
payment means (private M2) recorded an average
balance of $165.75 billion (15.9% y.o.y.) in December,
also within the range set in the MP 2009 (9.8% y.o.y. —
18.9% y.o0.y.).

The Central Bank continues to provide a broad
horizon of certainty in relation to monetary and
financial variables

For the rest of 2010 the Central Bank will pursue a
monetary policy based on the building of liquidity
networks in both foreign and local currency (see Chart
I1.10), and in the control of monetary aggregate
expansion by means of the sterilization of peso supply in
excess of demand. The MP 2010 maintains the
mechanism adopted in the previous year, with quarterly
targets for the M2 monetary aggregate (and an annual
target for private M2), and quarterly estimates for
private M2. The MP 2010 targets foresees an annual
growth for the M2 aggregate within the range of 11.9%-
18.9%, and an annual rate of growth for private M2
between 12.1% and 19.1%.

I1.2 Capital markets

Government security prices have recorded gains
from the lows reached in 2009, with a relative
improvement in trading volume

Following the slight correction at the beginning of 2010,
Argentine Government bond prices maintain the
recovery achieved in the second half of 2009, up from
the low point reached in March of that year, in the
context of a gradual recovery in the appetite for
emerging market risk. Yield curves are significantly
lower than they were in mid-2009 for both dollar-
denominated bonds and those CER-adjusted. In
addition to the cutback in bond yields (over 850 b.p. on
average for bonds in dollars, and almost 1,100 b.p. for
peso CER-adjusted bonds), yield curve slopes became
positive again (see Chart II.11). This improvement also
includes bonds in nominal pesos'2.

12 There are few transactions in this segment, except for those involving Bonar 14 and Bonar V (the Bonar 14 bond was issued in September 2009).

Bonar V yields declined by more than 2,000 b.p. since mid-2009.
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Sovereign risk spreads improved compared with the
values of the first half of 2009, although the spread
increased in recent months. Argentina’s EMBI+ spread
and the price of the 5-year credit default swap (CDS)
have fallen to levels equal to between half and one third
respectively of the average in the first half of 2009. The
drop in dollar bond yields implied lower differential in
relation to the benchmark indexes for the emerging
country aggregate (see Chart I1.12).

Over the course of 2009 the Government borrowing has
based on transactions within the public sector, by means
of the issuance of short-term bills and direct bond
placement. The stock of bills at the end of 2009 totaled
approximately $10.5 billion, 25.5% less than at
December 2008". One third of the bills issued and
outstanding are dollar-denominated. The main creditors
under this heading are the Guarantee and Sustainability
Fund (FGS) with 47% of the total stock, the PAMI
pensioner’s institute (27%) and the Trust Fund for the
Reconstruction of Companies (14%). Bond placements
in the last months of 2009 were directly subscribed by
the FGS and totaled nearly $9.5 billion.

The gross public debt total at December 2009 amounted
to US$147.1 billion, with a lower weighting for CER-
adjusted pes