Deutsche Bank
1 March 2013

:
Special Report —

3 cheers for b Star as Latin Stuart Parkinson

(+44) 20 754-57303

American heterodoxy comes | e

Rineesh Bansal
Strategist

to Europe
rineesh.bansal@db.com

I've been writing recently about the return of interventionist economic
policies on account of the unemployment crisis. And it made me
wonder whether some of the policies that we used to frown upon in
the 1980s might look rather better under a modern spotlight. Latin
America was something of a hot-bed of unorthodox _&)r heterodox)
policies in the mid-1980s. But, to be fair to them, this followed an
earlier phase of their debt crisis where they adopted a more orthodox
approach which didn't work. Not surprisingly, electoral politics
eventually took its toll on the textbook and technocratic approach. And
that is where Europe comes in. We initially said to ourselves that we
were facing a liquidity and not a solvency issue. We've tried textbook
austerity but it hasn't helped growth yet. So in Latin American terms,
we're startln_g to see the outbreak of heterodoxy. Of course,
heterodoxy didn't have a happy ending in Latin America -- not for the
first time, only a devaluation of the claims could provide that palliative.
It doesn't have to be thus in Europe - but time is ticking.

Interventionist policy is the order of today, but it wasn’t always thus

As you may recall, in the last two weeks I've written about the return of
interventionist economic policies on account of the unemployment crisis. And
it made me think about how some of these yester-year policies might look
through the lens of today’s circumstances and today’s “new” way of thinking
(just in case you've forgotten, “new” turns out in many ways to be “old”).

Latin America in the 1980s and 90s was an interesting place to analyse
| was lucky enough in the mid-1990s to spend a couple of years analysing
Emerging Market economies, but particularly those with so-called Brady bonds
(of course I've long since grown out of writing silly sounding article titles such
as “A Man, A Plan, a Canal - Panama” and “To Benn, | win. Nebot”: answers
on an e-mail regarding what these two titles have in common, by the way).
Latin America was ground zero as far as Brady bonds were concerned — they
were launched by then US Treasury Secretary Nicholas Brady in 1989 as a
means by which “voluntary” debt reduction (mostly for Latin American
countries) was accompanied by the conversion of previously in-default loans to
tradable bonds, with certain payment guarantees that allowed the lenders to
continue to classify their exposures as performing. As | think about it now, it
was a similar-looking sleight of hand to the modern-day manoeuvre of
rescheduling bond payments without triggering a CDS credit event.

Argentina and Brazil were the darlings of the IMF by the mid-1990s
Anyway, in the mid-1990s (notwithstanding the small matter of the Tequila
Crisis of 1995), the stars of the show were Argentina and Brazil with their
orthodox stabilisation programmes. In Argentina, Economy Minister Domingo
Cavallo had introduced a so-called currency board — called the Convertibility
Law - in 2001, and it helped to bring inflation down from above 1,000% to
below 10% in the space of barely two years (a currency board is a very rigid
form of fixed exchange rate in which the monetary base of the economy has to
be backed by a hard currency, in this case US dollars). And in Brazil, Finance
Minister (soon to be President) Fernando Henrique Cardoso had brought in the
Real Plan, with similarly dramatic results in terms of bringing down what had
just-previously been hyper-inflationary conditions. These were the orthodox
plans; the “good” ones; the ones that the IMF really looked favourably on. Of
course, it didn't hurt that the plans appeared to be working at the time
(eventually both exchange rate regimes “evolved”, to put it diplomatically:
Brazil’s in early 1999 and Argentina’s in early-2002).
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Heterodox plans were out of favor

Then there were the feared “heterodox” plans (if you've never looked it up in the
dictionary, “heterodox” means “not orthodox”). And, boy, we frowned on these in the
mid-1990s. Of course, they all failed. There was the failed Austral Plan from Argentina in
1985 (I was so down on the word ‘Austral’, given what happened to the Austral Plan,
that | once sat in the Buenos Aires City Airport for six extra hours just so | could avoid
flying on Austral Airways. | flew Aerolineas Argentinas instead — only to learn later that
both airlines were in fact owned by the same company). And there was the failed
Cruzado Plan from Brazil in 1986. But most populist of the lot had to be the poor old Inti
Plan from Peru. The Inti Plan was the brainchild of President Alan Garcia, who came to
power in 1985 dubbed “Peru’s JFK” on account of his youth — just 35 when he came to
office. And, for a time, things looked good. But a toxic combination of public sector real
wage increases, price freezes and bank nationalisation left the nation on its knees within
three years — with 2000%+ inflation, -10% real GDP growth, a public sector deficit of
more than 5% of GDP — and the young President out of office (President Garcia made a
successful comeback later in life, by the way. And though his successor President
Alberto Fujimori was the one who instigated the real, orthodox shock-therapy -- they
called it Fuji-shock at the time -- it was Fujimori who ended up in exile with a multi-
decade prison term having been awarded against him in absentia).

Anyway, this all sounds easy enough. Orthodox was good; heterodox was bad. Yeah,
right.

Peru’s heterodox approach at least followed a failed, prior orthodox plan

As ever, timing is everything. Peru, it turns out, only turned to the dark side of
heterodoxy in 1985 because of the failure of the previous orthodox approach, which had
been championed since 1980 by the prior government of President Fernando Belaunde.
You see, they'd already implemented price liberalisation, reduced trade tariffs, tried to
carry out some early privatisation efforts, and implemented a crawling peg exchange rate
to try to keep inflation down (among other things). It had all been approved by the IMF
under a series of lending programmes. The only thing is, it hadn’t worked either: GDP
stagnated; inflation doubled; real wages fell by 35%; and external debt rose by 70%. So,
Yes, heterodoxy failed: but so too (at that time) had orthodoxy. And this wasn't just true
in Peru.

Contrary to what you might have thought, Latin America did try an orthodox
approach to its debt problems before taking a more heterodox tack

Latin America's most infamous heterodox programmes all had their shortcomings, in
fact. But spare at least a thought for the fact that most of these supposed wretched plans
were hatched in the mid-1980s, in what were still the early days of Latin America’s lost
decade. In fact, the stabilisation plans we all tend to think more fondly of (like the
Convertibility Plan and the Real Plan) didn't typically emerge until the 1990s, by which
time the Brady Bond solution was on the table, and debtors and creditors were finally
getting round to some serious debt restructuring to go alongside new orthodox structural
reform measures. On average, Brady deals were savings governments as much as a
quarter of their prior external debt servicing bill, which is no small matter. | don’'t know if
I'll say it again, but I've certainly said it before that devaluation (whether of exchange
rates or of claims) does enjoy something of a track record over time (remember countries
coming off the Gold Standard and then recovering; or abandoning IMF-advised austerity
in the Asian crisis and recovering; or abandoning their ERM bands and then recovering)
of offering countries at least a temporary escape path from economic stagnation.

The big creditors had their share of problems in the 1980s, too
Before we bring this all a little closer to home, let's spare a thought to the creditors,
because they weren’t exactly enjoying life either at the outset of the last International
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Debt Crisis. In fact, despite repeated warnings to be careful about managing their LDC
(Less Developed Countries) loan books, the biggest banks found themselves with
crippling exposures by the end of 1982, when 40 countries were in arrears on their
external debts (Mexico kicked the ball rolling with its announcement in August 1982). For
example, the 13-largest US banks had exposures to just the five largest Latin American
countries equivalent to no less than 153% of their capital. Perhaps it was no wonder that
everyone agreed to so-called ‘Concerted Lending’ approach managed via the IMF during
the early years of the crisis. After all, it was something of a perfect storm for the
countries in question, wasn’t it — high oil prices, deep global recession, sky-high interest
rates? So really it was a Liquidity issue rather than a Solvency one, wasn't it?

Now, does this sound familiar at all?

Europe has tried orthodoxy. But it hasn’t brought unemployment down

| noticed this morning that the Euro-area unemployment rate rose to a new record in
January, 11.9%. And that's little wonder when one considers that GDP growth in the
fourth quarter was the worst number since the demise of Lehman Brothers at the end of
2008. Believe it or not, the Euro area’s unemployment problems appear worse than the
problems that Latin America faced during the Lost Decade - their measured
unemployment rate didn’t even reach double digits.

A Heterodox period beckons

Europe has tried fiscal austerity in the face of its debt difficulties. That might have more
obviously been an approach consistent with dealing with an inflation problem (of the “it's
too high” variety). But it doesn't appear as consistent with dealing with an
unemployment problem at all. And so maybe it is little wonder that calls for an alternative
approach are on the rise, just as they were in Latin America by 1985. On Tuesday, Beppe
Grillo and his anti-establishment Five Star movement gained 25% of the votes cast in the
Italian General Election. On Thursday, the UK Conservatives were pushed into third place
by UKIP (UK Independence Party) in the Eastleigh by-election. Even the Dutch are
softening their approach to austerity: “we shouldn’t only look at cost savings, but also at
how we can help revive the economy and create jobs”, said the Finance Minister earlier
this week. The French finance minister is reported to have reacted to the ltalian election
results by saying - "The message from ltaly is: 'Be careful, when you are in a situation in
which you ask populations to make sacrifices for long periods, at the end you risk having
protests'. There needs to be another perspective - which is growth again."

Europe is not necessarily destined to follow in all of Latin America's footsteps

Of course, Latin America’s affair with heterodoxy did not have a happy ending in the
1980s — the growth petered out, and inflation shot back up. But then again, looser
policies were not consistent with getting inflation down, never mind keeping in there. At
least in Europe’s case, looser policies can serve to support policy-makers’ unemployment
goals. And what's a little inflation between friends, given its low starting point. If we
could just persuade the bond-holders to stick with us a bit longer while we sort this all
out. Anyone for a bit more concerted lending?
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Some further reading

= Cline, William (1984). International Debt: Systemic Risk and Policy Response.

m  Edwards, Sebastian (1995). Crisis and Reform in Latin America — from despair to
hope

m  Edwards, Sebastian (1994). Macroeconomic stabilisation in Latin America: Recent
experience and some sequencing issues. NBER Working Paper 4697.

m  Federal Deposit Insurance Corporation (1997). History of the Eighties — Lessons for
the future. http://www.fdic.gov/bank/historical/history/contents.html

m  Pastor, Manuel & Wise, Carol (1991). Preuvian Economic Policy in the 1980s: From
Orthodoxy to Heterdoxy and back. Working Paper 161, The Helen Kellogg Institute
for International Studies.

= Solomon, Robert (1994). The transformation of the world economy, 1980-93.
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Important Disclosures
Additional information available upon request

For disclosures pertaining to recommendations or estimates made on a security mentioned in this report, please see
the most recently published company report or visit our global disclosure look-up page on our website at
http://am.db.com/ger/disclosure/DisclosureDirectory.eqgsr.

Analyst Certification

The views expressed in this report accurately reflect the personal views of the undersigned lead analyst(s). In addition, the
undersigned lead analyst(s) has not and will not receive any compensation for providing a specific recommendation or view in
this report. Stuart Parkinson
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Regulatory Disclosures

1. Important Additional Conflict Disclosures

Aside from within this report, important conflict disclosures can also be found at https://gm.db.com/equities under the
"Disclosures Lookup" and "Legal" tabs. Investors are strongly encouraged to review this information before investing.

2. Short-Term Trade Ideas

Deutsche Bank equity research analysts sometimes have shorter-term trade ideas (known as SOLAR ideas) that are consistent
or inconsistent with Deutsche Bank's existing longer term ratings. These trade ideas can be found at the SOLAR link at

http://gm.db.com.
3. Country-Specific Disclosures

Australia and New Zealand: This research, and any access to it, is intended only for "wholesale clients" within the meaning of
the Australian Corporations Act and New Zealand Financial Advisors Act respectively.

Brazil: The views expressed above accurately reflect personal views of the authors about the subject companyl(ies) and
its(their) securities, including in relation to Deutsche Bank. The compensation of the equity research analyst(s) is indirectly
affected by revenues deriving from the business and financial transactions of Deutsche Bank. In cases where at least one
Brazil based analyst (identified by a phone number starting with +55 country code) has taken part in the preparation of this
research report, the Brazil based analyst whose name appears first assumes primary responsibility for its content from a
Brazilian regulatory perspective and for its compliance with CVM Instruction # 483.

EU countries: Disclosures relating to our obligations under MiFiD can be found at
http://www.globalmarkets.db.com/riskdisclosures.

Japan: Disclosures under the Financial Instruments and Exchange Law: Company name - Deutsche Securities Inc. Registration
number - Registered as a financial instruments dealer by the Head of the Kanto Local Finance Bureau (Kinsho) No. 117.
Member of associations: JSDA, Type Il Financial Instruments Firms Association, The Financial Futures Association of Japan,
Japan Investment Advisers Association. This report is not meant to solicit the purchase of specific financial instruments or
related services. We may charge commissions and fees for certain categories of investment advice, products and services.
Recommended investment strategies, products and services carry the risk of losses to principal and other losses as a result of
changes in market and/or economic trends, and/or fluctuations in market value. Before deciding on the purchase of financial
products and/or services, customers should carefully read the relevant disclosures, prospectuses and other documentation.
"Moody's", "Standard & Poor's", and "Fitch" mentioned in this report are not registered credit rating agencies in Japan unless
“Japan” or "Nippon" is specifically designated in the name of the entity.

Malaysia: Deutsche Bank AG and/or its affiliate(s) may maintain positions in the securities referred to herein and may from
time to time offer those securities for purchase or may have an interest to purchase such securities. Deutsche Bank may
engage in transactions in a manner inconsistent with the views discussed herein.

Russia: This information, interpretation and opinions submitted herein are not in the context of, and do not constitute, any
appraisal or evaluation activity requiring a license in the Russian Federation.

Risks to Fixed Income Positions

Macroeconomic fluctuations often account for most of the risks associated with exposures to instruments that promise to pay
fixed or variable interest rates. For an investor that is long fixed rate instruments (thus receiving these cash flows), increases in
interest rates naturally lift the discount factors applied to the expected cash flows and thus cause a loss. The longer the
maturity of a certain cash flow and the higher the move in the discount factor, the higher will be the loss. Upside surprises in
inflation, fiscal funding needs, and FX depreciation rates are among the most common adverse macroeconomic shocks to
receivers. But counterparty exposure, issuer creditworthiness, client segmentation, regulation (including changes in assets
holding limits for different types of investors), changes in tax policies, currency convertibility (which may constrain currency
conversion, repatriation of profits and/or the liquidation of positions), and settlement issues related to local clearing houses are
also important risk factors to be considered. The sensitivity of fixed income instruments to macroeconomic shocks may be
mitigated by indexing the contracted cash flows to inflation, to FX depreciation, or to specified interest rates — these are
common in emerging markets. It is important to note that the index fixings may - by construction - lag or mis-measure the
actual move in the underlying variables they are intended to track. The choice of the proper fixing (or metric) is particularly
important in swaps markets, where floating coupon rates (i.e., coupons indexed to a typically short-dated interest rate
reference index) are exchanged for fixed coupons. It is also important to acknowledge that funding in a currency that differs
from the currency in which the coupons to be received are denominated carries FX risk. Naturally, options on swaps
(swaptions) also bear the risks typical to options in addition to the risks related to rates movements.
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