In a note, we argued that Argentina's
debt exchange offer is below the
country's ability to pay, and that
investors should not rush into the
exchange. Participation and non-
participation in this exchange entails a
number of risks, which we are currently
examining from a financial and legal
perspective. Regardless of whether or
not we ultimately recommend
participation in the exchange, we do
not recommend that investors choose
the Par Bond option. Furthermore,
given that the outcome for bondholders
depends in part on the actions of other
bondholders, we recommend that
investors await greater clarity on this
issue. Therefore, we do not recommend
that investors make their final
decisions before the February 4 early
tender deadline. We will publish a fuller
examination of this exchange, along
with a recommendation, soon.

Introduction

We follow up our note be re-iterating our
call that investors should not rush into this
exchange. We see two reasons why
investors should not be too concerned by
the 4 February deadline for early tender.
First, our analysis suggests that the
Discount Bond is preferable to the Par
Bond option. Second, it is possible that
investors may get a better sense of the
likely participation rates in the exchange,
which in turn may provide some insight on
the likely outcome.

Par vs. Discount Bonds

In the Appendix to the note we provided a
detailed analysis of the value of both
options for bondholders. The Par and
Discount bond options are equivalent from
a valuation perspective. The Par Bond,
however, is designed to appeal to retail
investors and will be rationed. To the
extent that this bond is held by many
investors with relatively small positions,
liquidity in this bond will be inferior to the
Discount Bond. If this exchange is
successful, the Discount Bond is likely to
attract more institutional buyers and to
perform better (despite its 2 year shorter
duration).
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Many retail investors were attracted to
Argentinean bonds because of the high
coupons. The Par Bonds, however, have
extremely low coupons. It is possible that,
upon completion of the exchange, retail
investors with Par Bonds will start selling
their holdings. Such a scenario will also
favour the Discount bond option.

What will influence the outcome for bond
holders?

The optimal strategy for each bondholder
in this exchange depends in part on the
participation rate of other bondholders. We
consider four possible scenarios:

Scenario 1: A majority of bondholders
(more than 50%) reject this exchange. In
such an event Argentina will need to
consider revising its offer. Under this
scenario, all bondholders will be better off.
Such a scenario is unlikely, however. This
is because almost 50% of the bonds are
held inside Argentina where holders are
subject to various forms of regulatory
suasion by the Government. Argentina has
changed the regulatory environment to
make participation in this exchange
attractive to pension funds and other
institutional investors.

Scenario 2: A very high participation rate
(more than 90%). In such an event, the
exchange will of course be a very big
success. Argentina re-opens the exchange
in the hope of bringing in the remaining
hold-outs. Given that many significant
bondholder representatives have rejected
this exchange, we do not believe such a
scenario is very likely either.

Scenario 3: Bondholder participation is
relatively low by historical standards (50%-
75%). Under this scenario, domestic
investors tender their holding but less than
50% of foreign investors participate in the
exchange. In this scenario, the IMF may
find it difficult to resume its program and
continue to roll-over Argentina's credits.
This scenario will be bad for both
participants and non-participants alike,
because it means that Argentina will have
to start making large net amortisation
payments to the IMF. This may reduce the
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likelihood of an early settlement with the
hold-outs.

Scenario 4: Bondholder participation is
high (75%-90%). Under this scenario,
unsettled claims against Argentina remain
very high (US$10 - 25 billion). However,
the high participation rate makes it easier
for the IMF to resume its program.
Argentina may re-open the exchange offer,
or make a new one, or find some other
form of settlement.

It is difficult at this stage to determine
whether Scenario 3 or 4 is the more likely
outcome. In both scenarios, however, a
key issue will be what happens to hold-
outs.
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