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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 configuration.

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 general public.

With this purpose in mind it publishes the Financial Stability Bulletin (FSB) that presents an overall
assessment of developments in the conditions of financial stability. In the FSB 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 FSB, 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 FSB 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 FSB. Naturally, a full reading of the FSB provides an
in depth evaluation of the issues it covers, enriched by the coverage of special topics that are included in the
Boxes.

The date of publication of the next issue of the FSB, with statistics that cover at the end of December 2007,
will be on March 31, 2008, on the Central Bank website.

Buenos Aires, September 27, 2007
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Chart 1
Argentina Financial System in Line with the Region
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During 2007 the efficacy of the Central Bank polices targeted at
promoting monetary and financial stability conditions can still
be observed. The deepening of the financial intermediation
transactions with the private sector and the consolidation of the
process to bring banking balance sheets back to normal, in
particular, prove the effectiveness of the financial policy that the
Central Bank designed. In this period, the domestic financial
system has already come in line with the major financial systems
in Latin America. In the first part of 2007 the funds channeled
towards the private sector have increased, reducing exposure to
the public sector. Likewise, and in a limited risk framework,
longer maturity or transactions and a greater access to loans
have been achieved. The positive trend in deposits and the
utilization of capital markets as a source of funding underlie the
growth rate of loans to the private sector. These developments
contribute towards strengthening the recurrent sources of funds
for the financial system, which added to the capital contribution
are driving the consolidation of solvency levels, placing banks in
a sound relative position to act as a buffer factor to face the
current international financial stress context.

The Central Bank established incentives to normalize the
financial system assets. The reduction of banking exposure to
the public sector, the increased financing to the private sector
(avoiding currency mismatches) and setting up prudential liquid
assets were the major focal points of the Central Bank policy.
Specifically, in order to stimulate the lower exposure to the
public sector it defined: maximum limits based on bank capital
depending on the jurisdiction, an overall cap at 40% of total
assets as from January 2006 and of 35% since July 2007, and it
eliminated the bias in minimum capital requirements.

Meanwhile, in order to promote volume, access and longer
maturities for loan transactions with the private sector, the
Central Bank defined: guidelines to assess debtors with more
weighting on future payments capacity than past performance,
elimination of the margins to discount documents, more flexible
capital requirements on the mortgage loans for smaller amounts,
the inclusion of specific documentation to substitute for
evidence of earnings when assessing debtors, and admitting the
use of screening tools and credit scoring models, while the
Origination Manual was relaunched, in order to favor the
homogenization of the mortgage loans for subsequent
securitization. The need to improve the transparency levels was
also emphasized with more publicity and clearer information
about the total financial costs of the products, opening up a Bank
Client Web Page in the context of the Central Bank’s
Transparency Regime and with progress in the project to set up
a corporate Balance Sheet Centre of information.

During the first half of 2007 the financial system reduced its
exposure to the public sector by 4.6 p.p., to 17% of total assets.
The sale of public sector assets and the scheduled debt
amortizations remain the main mechanisms that reduce the
financial system exposure to the public sector. In this sense, the
significance of this process is noteworthy, as it enabled
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continuity of the trend to expand loans to the private sector and
consolidate bank soundness (for instance, by mitigating the
negative impact on balance sheets of the current volatilities on
the capital markets). Simultaneously, the financial system
expanded its credit lines to the private sector at a rate of around
38% y.0.y., to reach an equivalent of almost 33% of total assets.
It therefore reversed the situation recorded prior to the 2001-
2002 crisis, with loans to the private sector that almost doubled
credit to the public sector.

The progress in expanding finance to the private sector was
accompanied by more coverage at a geographical level and
extending the maturities of the transactions. As regards the
longer maturity, all lending lines recorded increases. In
particular, the combined effect of an increase in their weighting
in overall new transactions and in the maturities at which
mortgage loans were granted account for most of the change
above. During the first half of 2007, albeit from a low level
(1.5% of the GDP), the mortgage loans exhibited a 32%a.
expansion, compared with 10%ea. in the first half of 2006.

The deepening of the financial intermediation process with the
private sector developed within a limited risks framework.
Firstly, while the financial system dedicated the largest share of
its funds to finance the private sector it simultaneously built up
liquid assets for amounts that maintained prudential liquidity
indicators at adequate levels. Although the domestic financial
markets started to partially reflect the effects of a more turbulent
international context, the rises that were observed in the interest
rates on the call money market were related to the sales of debt
securities by foreign investors, and to a lesser extent by some
overreaction by certain financial entities. In this context the
Central Bank continues providing tools to consolidate the
financial system to face the liquidity risk and to help avoid
abrupt interest rate changes affecting credit: adding to the
already established role as a lender of last resort were repo
offers, Lebac and Nobac repurchases (through direct purchases
and by auctions on the secondary market), moderation in the
sales of these securities on the primary market, repo auctions,
the two-month minimum cash reserve positions (July-August
and October-November), and taking part in the dollar futures
market.

While the financial system was able to strengthen its position to
face the liquidity risk it also achieved more soundness to face
counterparty risk. In the first place, although exposure to private
sector risk grew, the framework of sound revenue prospects, the
adequate financial positions of firms and families and
appropriate provisions booked by the banks were crystallized in
the reduced levels of credit risk exposure to this sector. In this
context, the aggregate non-performance of the private sector
loans was 3.9% in mid 2007, which meant a new historical
minimum in line with the major economies in the region. In
particular the arrears in corporate loans kept falling in the first
half of the year, while non-performance of households, although
showing a slight increase in the period (especially due to the
impact of consumer lines, such as personal loans and credit
cards), still remained at low levels. In second place, the
reduction in the weighting of public sector assets, together with
the sustained primary fiscal surplus, lower levels and a better
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debt profile of sovereign debt, were reflected by a declining
banks exposure to public sector credit risk.

In the first half of 2007 banks exhibited a small increase in their
exposure to foreign currency risk, a change associated with the
slight growth of the mismatch in dollar items. Despite the above,
the stress tests indicate that the banks still exhibit a solid
position to face this risk, with adequate capital levels for
extreme negative shock events. Looking ahead at the second half
of 2007 and in the context of the turmoil on financial markets,
the Central Bank led an intervention policy on the foreign
exchange market to avoid an excessive volatility of the dollar
affecting the real economy and expectations: interventions were
carried out on the futures market and interventions on the spot
market were coordinated with public banks.

Together with the normalization of the financial system assets
the financial policy designed by the Central Bank also
stimulated the normalization of their liabilities and lengthening
their maturities. In this framework private sector deposits are
consolidating as the main source of funds for the financial
system, with a similar development for time and sight deposits.
In addition, the financial system started taking advantage of
benefits from complementarities with the capital markets. In
2007 there have been fresh issues of corporate bonds by large,
medium and small banks. Finally, and due to the multiple tools
generated by the Central Bank, the rediscounts for illiquidity
that the Central Bank granted in the 2001-2002 crisis continued
its accelerated cancellation.

With the purpose of continuing the incentives for the migration
of savings in sight accounts to time deposits, the Central Bank
introduced a number of regulatory changes. In fact it decided
that sight deposits in pesos with a remuneration of over 15% of
the BADLAR rate will be subject to a 100% minimum cash
reserve requirement rate. It also increased the reserve
requirement on sight deposits (from 15% to 19%), eliminated
the remuneration of reserve requirements on this kind of deposit
(current accounts and savings accounts), and eliminated the
reserve on time deposits with more than 180 days remaining to
maturity. It also authorized time deposits operations at a variable
interest rate together with an ensured minimum fixed interest
rate and expanded the range of eligible assets and indicators for
time deposits with variable remuneration. It also granted
facilities to include hybrid debt instruments (with a minimum 30
year term) to set up regulatory capital.

The deepening of the financial intermediation process with the
private sector during the first half of 2007 boosted the financial
system’s accrued profits. In this scenario, on aggregate the
financial entities maintain stable profitability levels compared to
the same period last year, recording a ROA of 1.7%a. and a
ROE of 12.8%a. in the first half of 2007. The profits earned by
banks in the first half of the year were mainly associated with
recurring income origins: interest and services results. Although
a certain temporary decline in the financial system’s profitability
is expected in the second half of the year due to the impacts of
the volatilities that are still visible on financial markets, the
measures that the Central Bank has adopted will help to mitigate
this situation. In fact, with the purpose of preventing the short
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term changes in yields temporarily affecting the financial
institution results the possibility of booking Central Bank
securities in investment accounts (for holdings held to maturity)
was authorized as well as both sovereign bonds and those issued
by the Central Bank in available to sell accounts.

Through profits and fresh capital contributions the financial
system strengthened its solvency levels in the first half of 2007.
In this framework net assets increased $2.6 billion (16.5%a.)
with fresh capitalizations that totaled $960 million in the period
(all carried out by private foreign banks). Although current
profit rates are expected to reflect the effects of a more volatile
scenario, both the improvement in the capacity to generate
profits achieved during the past three years and the
capitalizations it has received place the financial system in a
relatively strong position to absorb the possible negative impacts
of the current international context.

In this framework the Central Bank continues developing its
risk-based supervisory scheme. During 2007 the cycle of on-site
inspections continued according to the 2006-2007 schedule. This
plan includes notifying the CAMELBIG ratings to financial
entities and their calculation for minimum capital regulations.
The Central Bank, through the SEFyC undertakes this procedure
along the lines of its Supervision Manual, bearing in mind the
most recent international standards.

There are issues still pending despite the favorable
developments in recent years. The small penetration in the
domestic economy is one of the principal historical limitations
of the financial system that was deepened during the 2001-2002
crisis. Although the present level of credit to the private sector
has increased 4 p.p. from its post-crisis minimum it is still only
11.5% of GDP, significantly lower than seen in other
economies, whether developed or emerging. The limited access
to credit by certain socio-economic strata of the population (and
to formal financial services in general) also stands out. Finally,
the need to continue deepening the supply of medium and long
term credit for investment is still present on the financial system
agenda. Due to the characteristics of the pending issues
mentioned above, achieving relatively adequate levels is
considered a medium term challenge.

In order to help improve depth and access to financial services
the Central Bank has adopted a number of measures, of which
the following stand out: authorizing a kind of mobile operating
outlet in locations where no branches are already installed,
broadening the range of services that the special outlets can
provide, promoting mutual guarantee society (SGR) assurances,
encouraging micro-loans that allow for longer maturities (from
24 to 36 months), raising the installment amount ($200 to $300)
and making the payment period more flexible, increasing the
amount for domiciliary infrastructure works, establishing capital
requirements according to the character of a jurisdiction and
regulating the operations of the new Credit Unions.

Looking ahead at the second half of the year and in line with
concerns at the international level (fundamentally as regards the
problems in the sub-prime mortgage sector in USA. and its
impact on world growth), it is noteworthy that during July and
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August, in a scenario of much turbulence on the global markets,
investors sought refuge in assets that are regarded as relatively
less risky, which was reflected in a significant worsening of
emerging country assets (including Argentine bonds and equity).
Although some recovery was recorded later, a global scenario of
more uncertainty is finally ratified, without being able to define
precisely the final impact on emerging economies in general and
the domestic economy in particular yet. In this manner, although
the ultimate impact on countries in the region will depend on the
depth and the duration of the current deterioration of the global
markets, the improvement of Argentina’s macroeconomic
fundamentals, including the greater soundness of the financial
system, enables the domestic economy to at present be clearly
better prepared to face a highly volatile environment.

During the rest of 2007 the Central Bank will continue
developing its financial policy with the purpose of promoting a
favorable framework for the continuity of the conditions that
make for monetary and financial stability.
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. INTERNATIONAL CONTEXT

Summary

The deepening of the recent turmoil in the global financial markets, consequence of the USA real estate
sector weakness, is leading to downgrades in worldwide growth’s estimates. As a result of these turbulences
and among other measures aimed at liquidity injection, the USA Federal Reserve reduced the Fed Funds
interest rate, while the market expectation of an increase in the European Central Bank’s MRO rate was
postponed.

Furthermore, the main Central Banks still acknowledge that inflationary risks persist. It is expected that in
2007, both the USA and the Euro Zone will show inflation rates higher to last year’s and those predicted
months ago. The inflationary pressures are partly related to the evolution of raw materials prices that
experienced sustained increases in the first half of 2007. During the recent global financial markets turmoil,
commodity prices were barely affected, responding more to each product characteristics.

This period of global volatility was preceded by an increasing risk appetite. In particular, during the first half
there was a noticeable dynamism in mergers and acquisitions at global level, together with good corporative
earnings, which had driven the stock-market indices of developed and emerging countries to historical
maximums. In this context, the trading volumes of emerging debt reached a new maximum in the first half
of this year, whereas the EMBI+ spread marked a new historical minimum. At the beginning of the second
half of 2007, the USA mortgage crisis expanded towards Europe, while generally hitting emerging markets
within a searching process of higher quality assets.

The Latin American financial systems show strength and low direct exposure to the developed countries
credit risk. Nevertheless, the continuity of the turbulence in the international markets could impact somehow
in the financial markets of the region, mainly through the deceleration of the worldwide growth,
extraordinary movements in asset prices and interest rates increases (and its consequences on credit risk).
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I.1. International financial markets

Although the global economy is expected to grow in 2007, the
volatility of global financial markets is lowering growth
projections

In the first half of 2007, the global economy kept on growing
steadily and the expected growth for 2007 is 4.4%, 0.1 p.p more
than in the previous year (see Chart 1.1), with similar rates
among the main economies of the world and also high rates of
variation in historical terms in the main emerging regions are
expected. However, a deepening of the USA real estate sector
weakness and recent volatility in the global financial markets is
leading to downward revision in growth forecasts, which
remained unaltered for the global economy since February of
2006.

After the USA GDP deceleration in the first three months of this
year, the economy increased its rate of expansion in the second
quarter. For 2007, the expected growth is 2.1% which is lower
than the rate registered last year (2.9%), and to the estimated
figure in December of 2006 (2.4%). It is worth mentioning, that
the last change in the annual growth of the American economy
in 2007 was registered at the beginning of June, reason why
even these expectations would not reflect the greater weakness
of the real estate market and the recent events in the global
financial markets.

Even though growth expectations for both the Euro Zone and
Japan were revised upwards, during the first half of the year the
expansion rates were reduced. Consequently, the expected
growth for 2007 in the Euro Zone is 2.7%, slightly inferior rate
than that recorded the previous year (2.8%), and for Japan 2.5%,
0,3 p.p higher than to 2006. On the other hand, Latin America
continued showing a favorable performance; the expected
growth for 2007 is 4.8%, the fourth consecutive year over 4%.
In the meantime, Emerging Asia continued growing solidly with
an expected expansion of 8.2% in 2007, driven by China’s
sustained strength in spite of the measures adopted by the
Government which aimed at decelerating the economic growth.

Given the inflationary risks, the main Central Banks
maintained the tightening bias in their monetary policies
during the first half of 2007, although there already were hints
of change by the Fed

The evolution of the retail prices during the first half showed a
different behavior between USA and the Euro Zone (see Chart
1.2), although expected inflation rates for both regions during
2007 are 3.3% y.0.y. and 2.2% y.0.y., respectively, higher than
to last year’s and to that predicted months back. In fact, the USA
inflation rate accelerated in the first six months of the year,
affected by the increase of the prices of food and energy, and the
core inflation showed a decreasing tendency reaching 1.9%
y.0.y. in June, consistent with the core price index of the
Personal Consumption Expenditure (PCE). In the Euro Zone the
headline and the core inflation was around 1.9% y.0.y.. On the
other hand, in Japan during the first half inflation stopped being
positive, although y.o.y. would end the year in 0.1%.
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Chart 1.4
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The persistence of inflationary risks led the USA and the Euro
Zone to preserve the tightening bias in their monetary policies
with respect to the rate of reference during the first six months
of this year. In fact, the USA Federal Reserve kept the Fed
Funds annual rate at 5.25% and the European Central Bank
(BCE) in two opportunities raised its reference interest rate
(Main Refinancing Operations, MRO) up to 4% annual in the
first half (see Chart 1.3). At the same time, the Bank of Japan
(BoJ) continued with the upward bias of its rate of reference
initiated in 2006, increasing the overnight interest rate of the call
market from 0.25% to 0.50% in annual terms last February.
Nevertheless, as the result of the recent turbulences of the
international financial markets, the USA Federal Reserve
reduced the Fed Funds rate to 4.75%, while the market
postponed increases in MRO by the BCE.

In this context, Central Banks still acknowledge that certain
inflationary risks persist, partially related to the evolution of the
raw material prices. Particularly, primary products showed price
increases in the first half of the year. The oil and the industrial
products accumulated 11.8% and 8.3% increase during the first
half, respectively, promoted by the growth of the worldwide
demand, in a context of restricted supply (see Chart. 1.4). On the
other hand, the commaodity price index (IPMP), that represents
the average price evolution of the more relevant basic primary
products in the Argentine exports, showed an increment of
12.5% in June in relation to December of 2006. In particular, the
agricultural raw materials registered a 13.4% rise, mainly driven
by the increases of the soy complex and the wheat.

In the midst of the turbulences in the global financial markets,
commodity prices responded mainly to each product
characteristics

The variations in commodities prices were moderate at the
beginning of the second half of 2007 and they responded to each
product characteristics, more than to the global financial markets
turbulences. The agricultural raw materials prices stayed in
historically high levels values driven by the food consumption
growth in emerging countries and the strong demand of energy
basic materials by developed countries. Additionally, beyond
certain margin volatility, the energy and metal prices show
similar values to those of the middle of the year due to strong
demand and low stocks.

The recent period of volatility was preceded by a growing risk
appetite of investors

The volatility period took place after a pronounced dynamism in
the mergers and acquisitions market was observed, together with
good corporative profits that had driven the American stock
market indices during the first half of 2007, which had reached
historical maximums. A similar behavior was observed in the
European stock markets (see Chart 1.5). On the other hand, the
yield curve of the Treasuries ended the first half with a positive
slope, after a rise in the medium and long-term yields was
observed together with a fall in the short-term ones (see Chart
1.6).
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Box 1: THE SITUATION IN THE USA HOUSING SECTOR AND ITS IMPACT ON FINANCIAL MARKETS

The weakness in the housing sector and in the sub prime mortgage market implies a risk to the USA economic growth.
Cooling of the construction sector has a direct effect over the activity level and there is also a possibility that
consumption and investment will be affected. This has generated an increasing anxiety in the markets, aggravated
more recently by the proliferation of news about problems among financial institutions and investment funds with
exposure to the sub prime sector. This situation caused an international crisis of confidence that ended up hitting the
short term credit markets negatively forcing different monetary authorities to intervene, without a clear knowledge of
the length of the normalization process

Towards the second quarter of 2007, the residential construction pointed to eighteen months with negative contribution to
the economic growth. This was consistent with the weakness of the housing market sales since the end of 2005, which
translated into an increasing inventory of buildings for sale, forcing to losses in its prices. The housing S&P/Case Shiller
index dropped 2.8% y.o.y in the second quarter (see Chart B.1.1), after six consecutive months of interannual losses. This
turned into a negative wealth effect for households along with a lower capacity to finance (home equity withdrawal),
factors that would also impact the consumption evolution. The labor market is also vulnerable to the developments of the
real estate market, especially in those sectors related to construction and some fields of the financial sector.

Chart B.1.1 Chart B.1.2
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With moderate economic growth, falling house prices and increases in the mortgage interest rates, mortgage
delinquencies increased, especially in the sub prime segment? (see Chart B.1.2). The number of new foreclosures grew.

The situation might worsen because of tighter loan approval standards, motivated by the real estate market decline and the
limited demand of structured instruments.

A good number of the structured products, that experienced a remarkable growth over the last years, have collateral sub
prime debt®. The uncertainty regarding the performance of these products and their impact on the participants of the
financial system with major holdings was worsened by the news of significant losses in several hedge funds. These funds
had to face considerable number of investor withdrawals, forcing in many cases the freezing of their accounts, as much in
the USA as in Europe. Then, the liquidity lack in the structured products markets and the implicit problems of valuation
became evident.

While the negative news related to the evolution of the sub prime sector proliferated, there was a greater aversion to risk,
a search for safer assets and an increase in market volatility. The credit markets became more restrictive, with spread
increases and a strong drop of corporate bonds issues (both investment grade and higher risk), which reached minimum in

! Sales of used homes fell 8% in 2006 and, so far this year, it accumulated a decline of more than 8% reaching 20% below its cycle peak of September
2005. On the other hand, sales of new homes are 38% below its maximum of July 2005. So, inventories of existing homes for sale reached more than 9
months of supply (National Association of Real Estate Agents).

2 See Box 1 of the Financial Stability Bulletin in the first half of 2007.

3 According to the IMF, the securitized mortgage sub prime loans value is over us$ 800,000 million, almost 14% of the financial instruments with
mortgage backed securities.
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July since October of 2002*. This was worrisome, in particular, in terms of the impact on mergers and acquisitions (based
on leveraged transactions) that had been driving the stock-market indices.

Chart B.1.3 Chart B.1.4

Asset Backed Commercial Paper (ABCP) in USA Interbank Rate Spreads and Financial Perceived Risk
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The downturn intensified in August, when the problems reached the short term credit markets. With a greater risk
aversion and investors avoiding assets linked to the mortgage sector, a contraction in the commercial paper market took
place in USA and Europe, specifically in Asset Backed Commercial Paper (collateralized corporate debt with maturities
shorter than 9 months). The issuers of this type of papers® faced problems to carry out the roll over of their portfolio,
which translated in a strong contraction of the stock in circulation (almost 20% in August) and a significant increase of
the interest rates spreads over market benchmarks (see Chart B.1.3) in the issues that managed to be done (at very short
term).

Given that most of the vehicles used to issue commercial papers have arranged facilities liquidity with banks (not only
Americans but also, in many cases, Europeans) the chances of materialization of contingent liabilities exacerbated the
preexisting distrust in the interbank markets (as a result of the uncertainty about the exposure of each party to the
problems in the sub prime sector). With financial institutions trying to extend its liquidity and encountering a more
defensive pricing, there was a sharp increase in the interbank rate spreads (especially in the 3 month Libor rates in dollars,
euros and pounds) against reference instruments (see Chart B.1.4).

With the aim of avoiding a generalized break down in the financial markets, the Central Banks of the main economies
were forced to act: they injected liquidity, making flexible the conditions under which assistances are granted (in the case
of the Fed, trimming the discount interest rate and extending the set of eligible assets accepted as collateral, including
commercial paper guaranteed by banks). In the market, growth projections began to be revised and the monetary policy
perspective was adjusted (with high expectations in reducing the benchmark rates in the USA, which occurred last
September 18 with a 50 cut of b.p.) as well as delaying the rising rates policy in Europe. Towards mid September, the
credit markets continued showing high spreads and it was considered that it would take several months to get back to
normal. The generalized distrust would only quiet down to the extent the financial reports of the financial agents become
public (the first financial reports that were released showed mixed results) and as soon as the value of complex structured
products become more transparent.

4 According to Dealogic data.
°In USA, between a quarter and a fifth of these instruments would be mortgage-backed securities.
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Chart 1.7
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In the first part of the year, investors showed an increasing
appetite for riskier assets. The most representative stock markets
of the region (like Mexico and Brazil) also reached new
historical maximums (see Chart 1.7), following the behavior of
the raw materials, whereas the EMBI+ spread marked a new
historical minimum of 149 b.p. at the beginning of June (see
Chart 1.8).

Similarly, during the first part of the year the spreads of the
credit default swaps (derivatives that reflect the expectations of
risk for debt securities) fell for the emerging countries (see Chart
1.9), reaching new minimums for the instruments of Brazil and
Mexico which are considered the benchmarks of the region. This
favorable context was ideal for different countries to issue debt,
as in the case of Mexico (that again issued 30- year local
currency bonds) and Brazil (issued a new Global bond in
Brazilian currency due in 2028, with several re-openings
throughout the half), whereas several governments of the region
performed swaps and debt repurchase operations, improving the
profile not only in terms of the maturities but also reducing the
liabilities in foreign currency. This evolution was reflected in the
credit ratings improvements of Latin America.

The negotiated volumes of emerging debt reached a new
maximum in the first half of this year, near US$3.45 trillions®.
This volume represents an increase of 5% with respect to the
same period of 2006 and 6.7% with respect to the previous half.
Of the traded volumes, 62% correspond to instruments issued in
local currency (see Chart 1.10), which is consistent with the
interest in international markets for instruments denominated in
currencies other than the dollar (with sovereign issues in local
currency showing greater dynamism than those in dollars and
offerings in local currency with high bid-to-cover ratios, and
policies for dealing with liabilities that aim to reduce the
proportion of debt in foreign currency. The negotiated amounts
of this type of instruments grew 24% with respect to the same
period of 2006 and 9% when compared to the immediately
previous half.

The second half of 2007 began with a generalized correction in
the emerging markets and a marked process of flight to quality

The market volatilities recorded at the beginning of the second
half of the year translated into a generalized correction in the
emerging markets and in a process of flight to quality of higher
intensity than the observed during February-March of 2007.
Thus, the EMBI+ spread surpassed 200 b.p. for the first time
since December of 2006, whereas the currencies of the region
showed a depreciation tendency and the stock-market indices
surrendered part of the gains accumulated during this year.

A possible deepening of the weakness of the USA real estate
market, and its potential impact on global financial markets and
global growth are the main risk factors for the world-wide
economy that could affect the financial systems of the region. In
this scenario, capital flows to the region could be reduced if
liquidity at international level decreases, whereas a lower world-
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wide economic growth would imply a fall in the demand of raw
materials.

1.2. Latin American banking systems

The Latin American financial systems show strength and low
direct exposure to the credit risk of developed countries

Latin American financial systems are well prepared, essentially
as a result of the progress made in recent periods and because of
their low direct exposure to the credit risk of developed
countries. In particular, positive results and capital injections led
to strengthen the solvency levels of financial entities in the
region, setting them above international standards (see Chart
1.11).

Overall, the improvements of the Latin American financial
systems resulted from the expansion of the financial
intermediation with the private sector. In fact, there was a steady
increase in financing to the private sector in recent years (see
Chart B.3.1), mainly funded by private sector deposits, in a
context of bounded credit risk. In most cases, despite the
growth, credit to the private sector still has a low participation in
Latin American economies when compared with other
developed and emerging countries (see Chart 1.12).

Moreover, although steady growth has prevailed, Latin America
financial systems are still vulnerable on some fronts. One of
those is associated with the current banking operations in Latin
America and refers to the growth of consumer loans (see Box 3).
In addition, another of the recurring topics is the high level of
poverty and geographical disparities in access to financial
services, which drives the debate on micro finance, credit to
SMEs and the wider regional availability of such financial
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Summary

The economic framework in which the financial system develops is exhibiting an annual growth rate of over
8%, totaling five consecutive years of expansion. The six-month performance was driven by private
consumption especially, while investment continued growth at double digit rates. If this trajectory persists
investment at constant prices will rise to about 23% of the GDP in 2007, its highest level in recent decades.
This macroeconomic momentum happened in the framework of a monetary policy led by the Central Bank
that remains within the guidelines set by the Monetary Program. A context of economic and monetary
stability was therefore generated, which defined a favorable context to strengthen the financial system, as
observed during the first half of 2007.

The consolidation of private sector incomes, combined with the low debt and interest rate levels, contributed
towards sustaining the sound payment capacity of firms, households and the public sector. The public
sector, in particular, maintained its primary surplus, a development that occurred together with lower debt
levels in terms of the GDP and progress towards normalizing payments that made its payment capacity more
robust.

Meanwhile, all economic sectors continued growing in the first half of the year, with a notable performance
of farm production (with record crop volumes) and a deceleration in the rate of manufacturing expansion.
In this context the debt levels of most economic sectors continued reducing their weighting in GDP terms.
This trend was boosted by the decline of foreign debts that reduced corporate exposure to exchange rate
volatilities. This resulted in an overall improvement in the economic and financial position of firms, which
was reflected by limited sector credit risk levels.

Although household debt, led by the consumer lines (personal loans and credit cards), continued growing
faster than incomes, it is relatively low. The persistent fall of unemployment, higher incomes and
increasingly formal labor allow households to maintain a sound payment capacity, and therefore a credit
risk level that remains relatively low and stable.
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1.1 Domestic conditions

The sound performance of the fundamental economic
variables still provides an adequate framework for the
development of the financial system

The Argentine economy continued developing positively during
the first half of 2007, to accumulate five years of sustained
growth. During the first half of the year the GDP expanded at an
8.4% year-on-year (y.0.y.) rate (see Chart 11.1), an advance at a
similar pace as the average in 2006. Economic activity was
mainly driven by the service producing sectors and the record
harvest of agricultural products. This resulted in falling
unemployment, a trend mostly led by job creation. Meanwhile,
the fiscal” and external surpluses remain high in historical terms.

The GDP change was still driven by domestic absorption,
especially by the increase in private consumption (see Chart
11.2). This change is associated with the growth of the aggregate
payroll, to which decisions like the income tax changes and
larger transfers of funds to the social security system are adding.
Meanwhile, gross domestic fixed investment (IBIF) also
developed positively, expanding at double digit rates, led by the
performance of investment in durable production equipment.

The IBIF growth comes in a context of more fixed capacity
usage and the adjustment of the relative prices of the labor and
capital factors, a condition that is favoring a growing addition of
machines and equipment to the productive process. Adding to
this was a greater stimulus of construction spending at the
margin, although less than during previous years. Investment
therefore continues exhibiting the highest growth rate in the
economy (exhibiting higher year-on-year changes than the
GDP), a path that may lead to it be about 23%°® of the GDP in
2007, at the highest level in recent decades.

The trade balance surplus is still driving the current account
positive performance

The current account continued exhibiting positive results for the
fifth consecutive year. Its balance is mostly explained by the
surplus on the trade balance (see Chart 11.3), that is partly offset
by net outflows on the balance of real services and by
investment earnings, although on a smaller scale. The trade
surplus is still driven by exports, which in the first half of the
year recorded a 12.3% y.0.y. increase, led by the rising prices,
and to a lesser extent by a growth in the quantities shipped.

Whereas during 2006 the manufactures of industrial origin
(MOI) led the export increase, the expansion of sales in 2007 so
far was in almost equal share due to the manufactures of
agricultural origin (MOA) and MOI. Simultaneously, imports
continued exhibiting a sustained growth. In the first half of 2007
its rise was 28% y.0.y. which was almost entirely explained by
the growth of the quantities imported (22% y.0.y.).
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response

During the first half of 2007 the Central Bank continued
carrying out a strict control over the development of the
monetary aggregates, a condition that was reflected by a
deceleration in the rate of growth of transactional money (M2).
In this manner, in June 2007 the year-on-year rate of growth was
1 p.p. lower than the same month last year, with the average M2
balance being $135.4 billion (see Chart 11.4). The Central Bank
thus completed 16 consecutive quarters of compliance with the
targets set by the Monetary Program (MP).

In the first half of 2007 the Central Bank persisted in its strategy
of accumulating international reserves for prudential reasons,
which meant that they rose to US$43.2 billion at the end of June
(see Chart 11.5). This increase occurred without neglecting the
equilibrium on the monetary market. In this manner the Central
Bank maintained its aggressive sterilization policy that enabled
it to absorb around 80% of the monetary expansion generated by
the foreign currency purchases during the first half of 2007. The
most important sterilization instruments employed were primary
issues of Central Bank bills (LEBAC) and notes (NOBAC), pre-
cancellation of illiquidity assistance and the arrangement of
reverse repos. It is worth noting that the different absorption
mechanisms were undertaken without jeopardizing the quasi-
fiscal surplus.

As from the second half of July the turbulence on the
international financial markets affected the exchange rate and
the domestic interest rates. In this context the Central Bank
engaged in attacking both fronts simultaneously. On one hand it
led interventions on the foreign exchange market within the
framework of the managed floating strategy, whose purpose
consists in avoiding the volatilities of the exchange rate
affecting the spending, savings and investment decisions of
consumers and producers, without providing an exchange rate
insurance that would favor an inflow of speculative capitals. On
the other hand, it injected liquidity into the market in order to
avoid abrupt changes in the interest rates affecting credit
dynamics.

Direct interventions on the foreign exchange market,
coordinated with public banks, were thus combined with the
repurchase of LEBAC and NOBAC on the secondary market,
and regulatory changes were adopted that included two period of
bi-monthly calculation (July-August and October-November
2007) to set up minimum cash reserve requirements in pesos,
and the reduction of the minimum daily requirement under this
regime®. This is all contributing towards normalizing the
monetary and foreign exchange markets, proving that the
Central Bank has instruments available that are apt for use to
encourage a predictable horizon.
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The deceleration of the CPl GBA offset the faster rise in the
rest of the country

In the first half of the year the CPI GBA exhibited a reduction in
its rate of growth in year-on-year terms. In particular, it
accumulated an 8.8% y.o.y. rise to June 2007, with a decline of
2.3 percentage points (p.p.) from the rate observed a year ago.
On the other hand, the retail prices measured at a national level
continued with a relatively stable year-on-year growth of around
10% since the beginning of the year. This condition happened to
the extent that the variation of the CPI GBA compensated the
performance of the CPI for the rest of Argentina, with the gap
broadening between the rates of year-on-year growth of these
indicators (see Chart 11.6).

In June 2007 the National CPI rose 10.5% y.o0.y., determined by
an 8.8% y.o.y. increase in the greater Buenos Aires (GBA)
metropolitan area and a 13.1% y.0.y. increase in the rest of the
country. The larger changes in consumer prices outside Buenos
Aires can be explained by developments in the headings
associated with certain public services and in food and
beverages. In addition, wholesale prices exhibit a higher
increase at the margin than during previous periods, mainly in
response to more expensive primary products and foodstuffs.

I1.2 Financial system debtors

The development of the private sector share in bank portfolios
consolidates the significance of monitoring the economic and
financial conditions of households and corporations

In the first half of 2007 the expansion of loans to the private
sector continued, to offset the accelerated reduction in bank
credit for the public sector (see Chart 11.7). The financial system
thus deepens its independence from the government’s financial
needs, opting for investment alternatives in the private sector
with a better risk-to-yield ratio. These dynamics spurs an ever
increasing monitoring of economic and financial development of
firms and families.

Looking ahead at the end of 2007 it is estimated that, although at
a slower pace, the expansion of the banking funds for the private
sector will continue.

11.2.1 Public sector

The sound performance of the national public sector' is
reflected by a sound and stable repayment capacity of this
sector

During the first half of 2007 the primary surplus of the national
non-financial public sector totaled $14.3 billion, increasing
$1.74 billion from the same period in 2006, although when
measured in GDP terms a slight reduction was seen (0.2 p.p.)
(see Chart 11.8). In revenue terms this behavior reflects the
performance of national tax collection and the extraordinary
income of $2.83 billion due to the pension reform (Law Nbr.

19 Eor a more detailed analysis of the public sector revenues and expenditures see the Inflation Reports for the second and third quarters of 2007.
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Chart 11.10
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Table 111 at market interest rates that are higher than the interest rates paid

Bond lssues in 2006 and 2007 on BODEN and the Guaranteed Loans. Other reasons are the

CER adjustments and restructuring debt owed to the Spanish

Bond tssuedate | S, | issueprice® | view® | 2RO | government. The financial surplus therefore fell by 2.2% y.o.y.
S 2006 in the first half of 2007, to add up to $7.85 billion.
BODEN 2012* 19-Jan-06 312 80.0 8.5 418
BODEN 2012* 27-Jan-06 308 81.1 8.3 381 . . .
BODEN 2012 14-Feb-06 308 81.1 78 a11 In 2006 the provincial primary surplus added up to 0.5% of the
BODEN 2012* 21-Feb-06 307 81.4 7.6 298 - - ey
BONAR V 22-Mar-06 500 94.5 8.4 367 . 0_7
GDP and the financial surplus was 0.1%., exhibiting falls from
BONAR V 3-May-06 500 96.4 8.1 338 - -
BODEN 2012* 9-Ma§-06 239 83.7 7.5 253 the 2005 balances (07% and 0.3%, reSpecthEIy). This
BODEN 2012* 7-Jun-06 243 82.5 8.3 334 - - - -
BODEN 2012* | 27-3un-0 245 816 01 393 worsening was due to the increase of primary spending
BonAR v zomioa | co0 P o b associated with an increase in government employee wages,
oA TS0 e 2T o 3o which account for half the primary spending of the provinces. It
_COWAR S e == 20 == is noteworthy that the primary and financial results of the
— 2007 provincial public sector remain in line with the forecasts
BONAR VII 25-3an-07 500 99.0 77 287 estimated in the 2007 national budget for that year'?. The
BODEN 2015* 13-Feb-07 779 96.3 8.0 320 . . . . . .
BONAR Vil e 500 s 77 502 consolidated non-financial public sectors (nation and provinces)
-Apr- . . . . .
BONAR X 10May07 | 750 900 8.4 378 during 2006 recorded a primary surplus equivalent to 4% of the
In dollars 2007 3,279 - . .
in pesos 2007 ' GDP, after it had totaled 4.4% in 2005 (see Chart 11.10). It is
T A E——T - = - estimated that these figures will continue falling in 2007,
(1 Nominal vlue, n il (2) 1 %; 3 Inbasi it although they will still be high in historical terms.
Source: Finance Secretariat
Chart 11.11 Progress towards normalization of government debt payments
o Uss National Public Debt and relatively lower debt levels
Hen % of GDP
200 4 180
te73 T In the framework of the 2007 debt issuance program, during the
- ] 1" first half of 2007 the government financed itself on the capital
160 I —NPD as % of GDP (right axis) il 1 10 markets through dollar denominated debt with a face value (FV)
anl o AT - | Of US$3.28 billion, of which US$2.5 billion was placed at
120 —annnn ) i auctions and US$779 million were direct sales to Venezuela. In
T I 1'* addition, the government sold a new security denominated in
{ 80 domestic currency for FV $1.5 billion, which was a bullet bond,
80 NN . . . . .
NHM 10| ., amortized in full on maturity at a five-year term, and with a
L nominal annual interest rate of 10.5%, payable at six month
40 ] 1% intervals (see Table 11.1). The average yield at the auctions in
120 USA dollars during the first half of 2007 was the same as
. AL AL LA LT LA LA G 1, recorded a year earlier (a 8.2% annual rate), while the average
197 198 199 100 101 102 103 104 105 106 107 duration Iengthened to three years.

Source: Finance Secretariat and INDEC

1 sogial Security Secretariat Resolution No. 135/2007 instructed the transfer of all stocks in the individual capitalization accounts due to the mandatory
contributions and the concepts related to these of the workers affiliated to special regimes regulated by Laws No. 22,731 (National Foreign Service officials)
and No. 24,018 (magistrates and law court and public officials) and Decrees No. 137/2005 (teachers at the initial, primary, technical high school, and provincial
higher non-university teachers affiliated to pension funds who have been transferred to the nation) and Decree No. 160/2005 (science and technology
researchers).

12 The 2007 national budget had estimated primary and financial surpluses of 0.4% of the GDP and 0.1% of the GDP in 2006, respectively.
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The debt issues, together with the primary surplus and the use of
accounts, enabled the National Treasury to cover its financial
requirements in the first half of the year. In this period the
Treasury did not require any temporary advances from the
Central Bank in net terms, so that the stock remained at the same
level as the end of 2006.

During the first quarter of 2007 the sovereign debt stock was
US$136.3 billion (61.9% of the GDP), exhibiting a US$8.4
billion increase from the same quarter in 2006 (see Chart 11.11).
However, in GDP terms the fall was significant (8.5 p.p.), due to
the growth of output. Although the ratio of sovereign debt to the
GDP remains high when compared to the levels recorded prior
to the 2001-2002 crisis, its restructuring enabled an
improvement of the short and medium term debt profile (a
lengthening of the average maturity and lower interest rates) and
reduced the exposure to exchange rate risk by increasing the
share of peso-denominated debt.

The national government has also continued with progress to
bring arrears in sovereign debt services back to normal. In
January 2007 it agreed on an arrangement to cancel US$983
million in debt incurred with Spain. At present 95% of the total
stock of sovereign debt is therefore in a normal payment
condition*,

11.2.2 Corporate sector

The sound performance recorded by the goods and services
sectors, combined with lower debt levels, strengthens the
economic and financial position of firms

Economic activity continued rising in the first half of 2007 to
record a more than 8% year-on-year growth. This change was
mainly driven by service sectors (see Chart 11.12). These sectors
are still being favored by an increase in household consumption,
based on the continuity of the expansion of employment, wages
and credit.

Sectors related to goods production also recorded an increase,
although slightly more moderate. The performance of the
agricultural sector stands out, achieving in the 2006-2007 season
a new historical maximum output. Meanwhile, both construction
and manufacturing kept growing, although at a lower rate than
seen a year ago.

In this framework firms continued expanding the use of finance
from the domestic financial system. Primary goods production,
in particular, keeps increasing its share of credit funded by
banks, accumulating 26.1% of the total (see Chart 11.13), in line
with the noteworthy momentum exhibited by the sector. At a
more moderate growth rate, manufacturing remains the principal
corporate debtor of the financial sector. Likewise, loans to
services and commerce grow persistently, driven by the increase
in their activity during 2007 to date.

1% Decree No. 268/2007 details the manner in which payments will be cancelled and the amounts to be carried out quarterly until the end of 2012.
14 Excluded from the calculation is the balance of the eligible sovereign bonds not submitted to the 2005 debt exchange (holdouts), which on March 31, 2007,

totalled FV US$26.5 billion.
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Chart 11.15
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The growth of the different sectors that produce goods and
services, in a framework of smaller external debt levels, are
factors that are crystallized in the recovery of the payment
capacity of the corporate sector. Specifically, the weighting of
foreign and domestic’® corporate debt in the GDP was around
23.6% at the end of 2006 (see Chart 11.14), lower than its pre-
crisis levels.

The firms with access to the domestic capital markets (in general
the relatively larger firms) have maintained their financial
positions relatively stable in 2007 so far (see Chart 11.15). The
degree of leverage in this group of firms did not exhibit any
changes between the beginning and the end of the first half of
the year, remaining slightly below their pre-crisis levels,
exhibiting a certain margin to obtain new funding without
affecting their payment capacity. The declining trend in the
financial system’s share of finance halted in this period.

Looking ahead to the end of 2007, it is estimated that all
productive sectors will maintain a positive trend, a condition that
will enable them to continue improving their economic and
financial position. In this framework, the corporate sector is
forecast to continue increasing its demand for loans from the
financial sector, although the volatilities on the international
financial markets might moderate this trend.

11.2.2.1 Manufacturing

Despite the deceleration, the payment capacity of industry
remains solid

In the first half of 2007 manufacturing output continued
developing positively, benefiting from the growth trend in
demand at both the domestic and external levels. However, the
sector exhibited a slower rate of growth than the year before, and
in the first six months of 2007 accumulated a 6.4% y.o0.y.
increase, whereas in the same period in 2006 the rise had been
7.8% y.0.y. (see Chart 11.16).

The greater industrial activity was extensive to all branches of
manufacturing, with the exception of the base metal industries,
and was led by automobile production, non-metallic minerals
and chemical products, which accounted for about two thirds of
the sector’s expansion in the semester (see Chart 11.17).

The favorable development of industry was accompanied by a
slight drop in fixed capacity use. In this sense, in recent months
the larger industrial production was associated with the
expansion of the production possibilities frontier and the
incorporation of new workers, in a context of gains in labor
productivity.

Total manufacturing sector debt exhibited some reduction
throughout 2006, due to the slight decline of its external
exposure, a change that was partly offset by the increase in
domestic finance (see Chart 11.18). Although the external
resources are equivalent to a third of the share of the sector’s

5 Eor foreign debt is total debt, whereas domestic debt only considers debt owed to the financial system.
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Table 11.2
Grain and Cotton Production
2005-06 2006-07 Chg. % | Chg. Tns
WU 1 g o] POV g ] 200607 71200607/
Cereals 31,629 41.2 42,175 44.6 33 10,547
Corn 14,446 18.8 22,000 23.2 52 7,554
Wheat 12,574 16.4 14,563 15.4 16 1,988
Grain sorghum 2,328 3.0 3,000 3.2 29 672
Rice 1,193 1.6 1,060 1.1 -11 -133
Brewing barley 795 1.0 1,266 1.3 59 471
Oat 227 0.3 243 0.3 7 16
Rye 33 0.0 17 0.0 -47 -16
Other 33 0.0 27 -18 -6
Oilseeds and oleaginous fruits 44,728 58.3 51,904 54.8 16 7,176
Soybean 40,500 52.8 47,600 50.3 18 7,100
Sunflower 3,800 4.9 3,620 3.8 -5 -180
Peanut 347 0.5 580 0.6 67 233
Other 81 0.1 104 0.1 29 23
Cotton 418 0.5 550 0.6 31 132
Source: BCRA from SAGPyA and USDA data
Chart 11.19
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output, it is slightly less than half the share recorded in 2001, so
it therefore reduces its exposure to exchange rate volatility and
enables it to continue consolidating its financial position.

The growth of industrial activity expected in coming months, in
a framework of increased internal and external demand,
declining levels of foreign debt with a heavier weighting of
liabilities in domestic currency, add up to a context that will
enable an improvement of the sector solvency indicators. In this
manner, manufacturing can undertake investments that expand
its productive capacity, in a framework of sound payment
capacity, whose financing is increasingly switched to the
domestic financial system (see Chart 11.13).

[1.2.2.2 Primary sector

Record harvests in a context of favorable commodity prices,
strengthen farm solidness

High vyields, the expansion of the area planted and the high
