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Argentina:

Current weakness represents an opportunity in our
view

Bodens look attractive, even after accounting for potential
high volatility – selection of debt advisors an important
positive
The current friction between the Argentine government and the IMF has
contributed to a deep sell-off across Argentine markets. While it is
understandable that the market is uneasy in the current environment, we
believe that (i) it is in the interest of Argentina and the IMF to avoid a default,
(ii) the criteria that Argentina needs to satisfy to ensure IMF disbursements
do not appear particularly challenging, and (iii) at yields as high as 15.5% on
Boden 12s, investors are well compensated for the risks, in our view. In
addition, yesterday’s late afternoon announcement that Argentina has
named three large international banks as its debt advisors should lend
important support to Argentine assets, in our view.
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The last three weeks have been tough for Argentine assets: first, the general
market sell-off post FOMC, and, lately, increasing concerns over friction between
the IMF and the Argentine government have contributed to a large sell-off in both
stocks and bonds. The Merval is down 20% from its January 20 high (Chart 1).
Argentina Bodens are roughly 6 points (or 9%) lower in price from this year’s highs
(Chart 2), and the spread has widened 250 bps since early January (Chart 3).
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While we understand why investors are nervous about a potential break between
Argentina and the IMF, we believe such a risk is probably overstated by current
prices. First, we believe it is in both sides’ interest to make sure the program stays
on track. We have seen friction in the past but eventually both sides have
managed to find a compromise. In addition, we believe the criteria Argentina
needs to satisfy are not particularly challenging.

Chart 1 Merval Index

Chart 2 Boden 12 price

Chart 3 Boden 12 spread
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In our view a bona fide negotiation with creditors can be easily initiated. This would
satisfy the IMF. Importantly, the IMF is not asking for an improvement in Argentina’s
restructuring offer. We would be surprised if the Argentines were willing to risk the IMF
assistance for such a relatively easy-to-satisfy condition.
Indeed, news yesterday late afternoon that Argentina has selected three large
international banks as its debt advisors goes a long way towards lending credibility to
the restructuring process. In addition, we believe that, with banks acting as
intermediaries between Argentina and its creditors, it should be much easier to establish
a bona fide dialogue.
Finally, we would argue that even if uncertainties remained high for some time, at
current spreads of 1,200 bps on Boden 12s (a 5-year average life bond) investors are
well compensated for the risks, in our view. We believe the recent sharp sell-off might
well represent yet another opportunity to increase exposure to one of the most attractive
assets in EM.
Interesting too, the latest leg of the sell-off has happened after the market had
successfully tested the payment mechanism for Bodens – both in Caja de Valores
(where we recommend holding these bonds) and in Euroclear. Although the mechanics
of the payment were fairly convoluted, investors have received their coupons and we
are not aware of any attempt to attach these payments. As we have stated in the past,
we believe that, in order for Bodens to attain their full potential, a successful test of the
payment system is necessary. While we do not think the recent coupon payment
represents the ultimate test, it is nonetheless a partial positive. The fact that for six
months the market will not have to deal with another Boden 12 coupon should also help.
Finally, while the selection of the debt advisors should help improve the relationship with
the IMF as well as supporting Argentine assets, we believe the Bodens are more likely
to benefit than defaulted debt. We remain of the opinion that defaulted debt is already
implying that negotiations start yielding (i) dramatically better terms than those so far
offered by Argentina, (ii) a relatively expedited restructuring, and (iii) discount rates
dramatically lower than those of Boden 12s.
On an outright basis our inclination is to believe that defaulted debt is roughly fairly
valued, while Bodens are very cheap. On a relative basis, we strongly believe that
Bodens remain a much more attractive investment than defaulted debt.
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