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VENEZUELA

The limits of control

Inflation is soaring in Venezuela, and government policy has only made matters worse
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"Inflation is
ingrained in the
Venezuelan
psyche. There
is very little

the government
can do now”

—Boris Sequra,
Nomura
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By Girish Gupta in Caracas

H aving fired the starting pistol for the
2012 presidential race, Hugo Chavez
must persuade the population of Venezuela
that his government is on top of the many
problems his country faces. With food prices
up 37% in the past year, Venezuelans are
being hurt by inflation, which sits at 29% for
the 12-month period through to February —
the highest among the world’s top 42 emerg-
ing economies.

Inflation numbers will worry Chavez as
he struggles to manage the country’s
fraught economy, which analysts expect
only to flounder this year — and some even
predict that Venezuela could default on its
debt obligations in 2012.

After setting a dual exchange rate of
Bs2.6/$ for priority goods and Bs4.3/$, the so-
called petro-dollar rate, for non-essential
items in January 2010, the government this
January eradicated the priority rate. This
effectively devalued the currency for the sec-
ond time in 12 months. It was the fourth deval-
uation since 2003, when Chavez introduced
currency controls to prevent capital flight.

Chdavez’s animosity towards the private
sector has done nothing to curtail the phe-
nomenon. “You’ve got the drive towards
Chavez’s socialist programme, which has
involved a lot of nationalizations,” says
David Rees, emerging market economist at
Capital Economics. “This isn’t very good for
the general business environment. Foreign
investors have been turned away, and it’s
put off fresh investment, so that’s been the
spark of capital flight.”
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The problem of inflation stems from a lack
of production in the country, coupled with
government price controls and its tight grip
on foreign exchange.

“If you are setting price controls, exchange
controls, expropriations, confiscations, you
create a very conflictive business environ-
ment,” says Boris Segura, a senior econo-
mist at Nomura. “Inflation is ingrained in the
Venezuelan psyche. There is very little the
government can do now; people don’t want
to produce.”

The government has a severe lack of US
dollars to sell at official rates; the central
bank limits purchases to $50,000 a day. Com-
panies, therefore, have been forced to curb
imports.

At the time of the January 2010 devalua-
tion there were reports of government offi-
cials threatening vendors if prices were
raised. The same rules are thought to apply
with the more recent devaluation. While
these bullying tactics will not prevent a high
inflation figure in 2011, they will defer the
effects for a few months.

When this devaluation finally trickles
down into the pockets of Venezuelans, ana-
lysts predict an up to 40% inflation rate in
2011 — nearly double the government’s tar-
get of 23-25%. “This year is going to be 30%
at least; that’s my floor,” Segura says.

The foreign exchange controls have
spawned a black market economy. With
rates of up to Bs9/$, vendors are setting
prices based upon the black market rate -
with the addition of hefty margins — while
often using either the official rate or the
Transaction System for Foreign Currency
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Denominated Securities (SITME) rate,
which sits at Bs5.3/$.

This implicit exchange rate, encouraged
by the government, is meant to attract ven-
dors away from setting black market-
backed prices. The SITME market was
established last June as authorities cracked
down on the black market. To force the
exchange rate mechanism, Venezuelan
authorities are selling bonds to be bought
in bolivars and sold in US dollars.

However, as with many Venezuelan-gov-
ernment solutions, it is a quick fix, accord-
ing to Rees. “Although SITME seems to have
an average of Bs5.3/$, the reality is that when
these bonds are sold on the open market, the
rate is even worse than that,” he says. “It is,
in effect, a backdoor devaluation, which will
certainly help to keep inflation up.”

FURTHER DEVALUATIONS

Analysts are predicting yet another deval-
uation is due in the coming months. The
SITME rate is expected to hit Bs6.5/$, accord-
ing to Alejandro Grisanti, an economist at
Barclays Capital in New York, and many
other analysts surveyed by Bloomberg ear-
lier this year.

State-oil company Petroleos de Venezuela
(PDVSA) is the lubricant that keeps the
country’s economy running, keeping it
safely out of the realm of hyperinflation.

PDVSA may be rewarded by the spill-over
of the turbulence in the Middle East. With
crude prices hitting $107 a barrel, the value
of Venezuela’s exports —95% of which are oil
— are set to rise. Extra funds will allow
PDVSA to fund imports, lowering supply
problems and temporarily slowing inflation.
Rees predicts oil prices to hit $120 a barrel
in the near future, though he expects a fall
over the next year or so.

PDVSA, however, is not run as a business.
“You cannot use the framework you use for
a normal country when talking about
Venezuela’s inflation,” says Segura. The oil
company is used primarily by Chavez as a
cash cow for social projects, from literacy to
food. Petrol prices in Venezuela are some of
thelowest in the world thanks to a $1.5 billion
annual subsidy provided by the government.

“Know this: every time you fill a tank
of gas, the government is subsidizing
90% of what that gasoline actually costs,”
Chavez told viewers of his weekly TV show

continued on page 21
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"In an environment

of rising rates, the

local LatAm curves
have talken massive

hits over the last
few months”

— Juan Cruz, Barclays
Capital

Trend setting

Brazil or Latin America, with US high-yield
names also trading close to historically tight
levels. A BB rated index of US high-yield
bonds trades around 5.82%, compared to a
10-year average of 7.98%. The same for a sin-
gle-Brated corporate index is around 6.74%,
much tighter than the 10-year average of
9.81%.

Although the country’s debtis trading at
levels even tighter than five years ago - its
implied 10-year yield was around 6-7% from
2006 to 2007, and is now around 4.6% - the
credit has improved, say some analysts,
making those tighter spreads justified.

This is thanks to stronger company bal-
ance sheets and lower political risk, espe-
cially in Brazil, analysts say. They also say
there are ample opportunities in the likes
of Argentina and Venezuela for those who
prefer their bonds with a little more risk and
alittle more reward — while Brazil five-year
CDS was trading around 111bp in mid-
March and Mexico’s at 105bp, Venezuela’s
was at 1067bp and Argentina’s at 598bp.

Evenrising inflation has failed to perturb
investors in Latin American dollar bonds.

“A substantial part of inflation is explained
by a change in relative prices at a global level,
namely commodities prices increasing ver-
sus industrial manufacturers,” says Santiago
Cuneo, an economist at SW Asset Manage-
ment. “This change in the terms of trade actu-
ally benefits emerging market countries as
most are commodity producers.”

And while inflation erodes competitive-
ness, it also increases tax collections, so it
is positive in terms of fiscal solvency as long

Fixed income flows into emerging market funds

as external accounts are sustainable.

“Inflation isn’t as scary for fixed income
investors in the emerging markets as in the
developed world, because most investors
actually care about returns translated into
US dollar terms rather than in real terms,”
says Cuneo.

But investors have also taken heart that
the central banks in Latin America are will-
ing to tighten monetary policy to contain
inflation. Monetary authorities in Brazil,
Colombia, Peru and Chile have all hiked
interest rates this year — Brazil’s base rate
stands at 11.75%, Colombia’s at 3.25%, Chile’s
at 4% and Peru’s at 3.75%. While inflation is
exceeding targets, the deviation from those
targets is not too alarming at 100bp-150bp
over, keeping a lid on major concerns. Infla-
tion in Brazil is at 6%, for example.

DOMESTIC DEBT
But for local currency bonds, concern about
inflation eating into returns is more acute
and strikes at a lower level. Last year
investors brayed for increasingly more local
currency debt, as foreign investors looked
for enhanced yields by way of currency risk
and appreciation, and enthusiastically
bought local currency bonds hoping for a
way to avoid volatility in the dollar. They
also extolled the virtues of companies that
hadlocal currency assets borrowing in their
local currencies, thus reducing their risks.
This year, while some enthusiasm for
local-currency debt remains, fear over ris-
ing interest rates has prompted a partial
sell-off.

Trend betting
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“In an environment of rising rates, the
local LatAm curves have taken massive hits
over the last few months,” says Juan Cruz,
head of emerging markets credit research
at Barclays Capital in New York. “Some of
the investor focus is being taken off local-
currency bonds because of that.”

But since early 2010 the inflows of hard-
currency funds into local-currency funds
have more than doubled, with investors
attracted by the high nominal rates of
return. Instead of outflows, the focus has
shifted to shorter durations rather than
away from local currency bonds entirely.

Before inflationary pressures grew in the
second half of last year, demand was great for
local currency bonds extending to 10 years.
Over the last six months, the demand has
increased for three- to five-year durations.

Itis hard to find a dent in the bullishness
of Latin American debt investors, even from
those that can short this debt. Few see the
strength of the Latin American bond mar-
ket, built so rapidly over the last 10 years,
waning. Some acknowledge the oil price and
inflation risks, but even still, only a funda-
mental credit event — either in or outside
emerging markets - is likely to deter
investors in this region.

But with the collapse of Lehman Broth-
ers having blown air into what could well be
a bubble for emerging market debt, and
investors shrugging off a political crisis —
and now war —in the Middle East and North
Africa, a catastrophe large enough to deter
investors from the Latin American bond
market still seems a long way off. LAl

Emerging markets local currency bond yields vs. inflation

USD billions, cumulative flows 9 =
80 — 793 8 - EM local currency bond yield, %
70 — 7 -
60 — 2010 6 —
50 — 5 EM CPI,
A % year-on-year
40 419 4
3
2l 2007 ,
s 2009 .
10 —
2008 0 —
0 T ——— — I o N/ T
120 o 2011 ‘ 19 Real yield %
J Feb M A M J Jul A S Oct N Dec 2 -
an ¢ & P - ! 1 P ¢ o ¢ 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

The limits of control wwe o

Al6 Presidente! recently. Cutting the sub-
sidy would be political suicide and so is
out of the question so close to an elec-
tion. The subsidies are also reaching
across borders into China, for example.
Since 2008, Venezuela has borrowed $12
billion from China, which is being repaid
in subsidized oil shipments, slashing

PDVSA’s revenues by 20%.

It is also difficult to ascertain the
facts behind PDVSA’s figures. While it
claims output is around 3.1 million bar-
rels per day, these figures are widely
disputed following years of underin-
vestment. Independent estimates by
the International Energy Agency

reckon that oil output fell by around 5%
in 2010 to less than 2.2 million barrels.

Corruption is another difficulty for
the Venezuelan authorities and ulti-
mately its population, according to Car-
los Romero, a political analyst at the
Central University of Venezuela. “With
the government trying to control prices

by itself, there is going to be more
opportunity for corruption,” he says.
Officials are able to offer better US dol-
lar rates in return for political favours.

“The important point is this,” says
Romero. “You must see the link
between the inflation rate of a country
and its political decay.”



