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| Country Report: Liar, Liar

© The new draft budget includes an overly optimistic forecast of tax revenues, which are
expected to increase by 11.9% (USD 656 mn), jumping to 22% of GDP, 4.5 p.p. higher than
the 2020 level.

© We estimate that the primary deficit will reach -1.1% of GDP, 1.9 p.p. lower than that
projected by the government, and the overall balance will close at -4.3% of GDP (vs. -
2.5% estimated by the government).

© The Bukele administration will need to find USD 1.75 bn (6.1% of GDP) in financing and
reaching an agreement with the IMF would be key to fulfilling that objective.

© Nonetheless, we believe the government will not be able to reach a deal with the fund.
| News Highlights

© S&P Global downgraded El Salvador outlook to negative and maintained its credit rating
at llB_ll

© The Monthly Economic Activity Index grew 10.46% YoY in August

© Salvadoran government bought another 420 Bitcoin
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Background

After eleven days of delays and some complaints from opposition representatives and non-governmental
organizations, the government published the full content of the 2022 draft budget. No explanation about the
delay was provided, in a new sign, that transparency remains at the bottom of the list of priorities for the Bukele
administration.

Introducing the unrealistic budget

The revenues presented in the draft budget are slightly higher than what we calculated iour previous
report when the actual budget figures were still unknown (USD 6,759 mn vs. our estimate of USD 6,715 mn). On
the other hand, the tax revenue figure announced by the finance minister is slightly lower than that of the
budget proposal (USD 6205.6 mn vs. USD 6148 mn). Although the difference is small, the figures should be the
same, which raises the question: was the minister wrong, or have there been modifications to the original
budget proposal?

Beyond the somewhat suspicious figure, the tax revenue forecast looks overly optimistic since it implies an
increase of 11.9% (USD 656 mn), taking the tax intake to 22% of GDP, an increase of 4.5 p.p. compared to
2020. All this, without introducing new taxes or increasing existing ones, can only be interpreted as wishful
thinking. We estimate that tax revenues will slightly increase (from 19.7% of GDP to 20.1% of GDP) because the
growth rate of remittances and, therefore, consumption, has slowed down in recent months, affecting VAT
collection, which represents around 40% of tax revenue. Furthermore, the government will add high volatility to
tax revenues due to the recent approval of paying taxes using bitcoin, a risky move, in our opinion.

Table 1 shows our fiscal estimates for 2022. Maintaining the expenditures budgeted by the government,we
estimate that the primary deficit will reach -1.1% of GDP, 1.9 p.p. lower than the surplus of 0.8% projected
by the government, while the overall balance will close at -4.3% of GDP (vs. -2.5% estimated by the
government).

Table 1: Operations of the Central Governmenk (% of GDP)

Assumptions 2020 2021 2021
Mominal GDP (SRD mn) 24639 26,670 27,943 27,937 28,637
Real GDP Growlth -7.9% 6.0% 9.6% 2.4% 1.4%
Infla bon (eop -0.1% 2.1% 4,9% 0.8% 2.4%

Executed Modified Draft budget
2020 budgekt 2021 2022

Revenue 18.5% 23.9% 21.3% 24.2% 21.7%
Current Income 18.3% 23.9% 20.5% 23.5% 20.9%
Tax revenues 17.5% 19.9% 19.7% 22.0% 20.1%
Capital income 0.1% 0.2% 0.0% 0.1% 0.0%
Spedal contribubions income 1.2% 0.0% 0.9% 0.6% 0.8%
Expenditure 28.5% 29.8% 27.2% 26. 7% 26.0%
Current 24.2% 23.8% 22.8% 19.0% 18.5%
Consumpkbion 10.7% 11.0% 9.5% 9.9% 9.6%
Inkeresks 3.0% 3.3% 3.1% 3.3% 3.2%
Current Transfers 10.2% 8.9% 9.2% 5.7% 5.5%
Others 0.2% 0.1% 0.1% 0.2% 0.2%
Capital 3.7% E.6% 3.9% E.1% E.0%
Spedal contribubions 0.6% 0.6% 0.6% 0.6% 0.6%
Primary balance -6.0% -2.5% -2.8% 0.8% -1.1%
Owverall balance -9.0% -5.9% -5.9% -2.5% -4.3%

Sources: Ministry of Finance, Emf Analytics

No help (Ffrom the IMF) in sight

Adding amortizations of USD 512 mn, we calculate that the financing needs will reach USD 1,748 mn or
6.1% of GDP. In our last report, we anticipated that the budgetary gap of USD 498mn announced by the Minister



EMFI | El Salvador

October 29, 2021

of Finance Alejandro Zelaya, seemed far from the real figure, with the budget confirming our suspicions. A
simple review shows that the budget includes USD 1,209 mn in public debt, of which USD 710.6 mn correspond
to bilateral and multilateral loans, and USD 498.4 mn to securities issues in the foreign market, a figure that
suspiciously matches with the financing gap previously announced by minister Zelaya.

Breaking down the financing sources, the government expects to obtain USD 32.6 mn from government
agencies in Japan and Germany, and USD 677.9 from multilateral organizations, divided into USD 345 mn from
CABEI, USD 146 mn from IBRD, USD 149 mn from the IDB, and USD 37 mn from other organizations (see Table
2). The government did not include any fresh IMF funds - which we consider good practice, given that there is no
agreement with the multilateral - but, according to El Diario de Hoy, the budget indicates that "the fiscal gap will
be covered mainly with sources from Multilateral Organizations, specifically with the International Monetary
Fund, the World Bank and the Inter-American Development Bank, once the agreement with the IMF is signed”.
This would mean that the loans from other multilaterals would be conditional on reaching an agreement
with the IMF, therefore, the financing sources seem less secure than the budget shows.

Regarding the negotiations with the IMF, they seem to be going at a very slow pace. According to the acting
Director of the IMF's Western Hemisphere Department, the negotiations will begin once the Article IV review,
which will “soon be underway”, is concluded, likely towards the end of the year, meaning that we do not expect
to see further progress on the negotiation until 2022.

We also believe that beyond the Article IV consultation, there are bigger obstacles that hinder an agreement
with the IMF: 1) Bukele's authoritarianism has deteriorated relations with the international community and
especially with the US, the IMF's largest shareholder (see our Country Report: Bukele vs. the World ), 2) the
multilateral programs emphasize governance, while in El Salvador accusations of corruption and lack of
government transparency increase by the day, and 3) the government of El Salvador is showing no effort to
move closer to the IMF, as the current budget does not introduce any fiscal adjustment measure, while the
adoption of Bitcoin as legal tender has raised eyebrows at the multilateral, particularly due to the money
laundering risks associated with the move.

Table 2: Financing needs and sources

USD mn % of GDP

Overall balance (1,236) -4.3%
Amortizations 512 1.8%
Gross financing needs 1748 6.1%
Eurobonds 498 1.8%
Bilateral 33 0.1%
Multilateral 678 2.4%
CABEI 345 1.2%
IADB 149 0.5%
IBRD 147 0.5%
Others 37 0.1%
Gross financing sources 1,209 4.3%
Financing Gap 539 1.8%

Sources: Ministry of Finance, Emfi Analytics

Widely open to changes

Historically, Salvadoran governments have not been recognized for their efforts to comply with budgets as
originally approved, however, during the Bukele administration, the situation has worsened, and budgets have
been modified much more than in previous years. In 2020, expenditures exceeded the original budget by USD
1,716 mn (7.0% of GDP), and as of September this year, budget modifications have added USD 805 mn (2.9% of
GDP) to the original budgeted amount (see Chart 1).
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Although the increase in expenses in 2020 was associated with the outbreak of Covid-19, we believe that the
modifications to the 2021 budget are mainly related to a lack of fiscal commitment. It would be easy to think
that the previous opposition-controlled Assembly denied resources to the government last year, and now that
pro-government lawmakers lead the Assembly, they are making the necessary changes to make the original
budget reflect the government's fiscal needs, however, there were no differences between the estimated
spending of the 2021 draft budget presented by the finance minister in September 2020 (before the ruling party
gained control of the Assembly) and the budget approved. Thus, we are bracing for future modifications as
budget changes seem to be a Bukele thing, and the new cyan assembly will certainly be open to modifying
the budget as much as he wants.

Chart 1: Budget spending modifications per year

5 000 (USD mn)

1,800
1,600
1,400
1,200
1,000

800 805
600
400

200

117

2016 2007 2018 2019 2020 sept-21
Sources: Ministry of Finance, EMFI Analytics

What to expect

We believe that the government is being overly optimistic about increasing tax revenues, and therefore, our
estimate of a fiscal deficit of -4.3% of GDP is higher than that of the government (-2.5%). The Bukele
administration will need to find USD 1.75 bn to cover the budget deficit, and while reaching an agreement
with the IMF seems essential to fulFill that objective, we still believe that this is an unlikely scenario.

With the Legislative Assembly in its favor, the weak checks and balances, and the advantage of not having to
comply with the Fiscal Responsibility Law (which was suspended due to the pandemic and has not yet been
resumed), the government can modify the budget spending at its convenience; thus, its main obstacle will be
getting the resources needed to cover its financing needs.

As El Salvador is a dollarized country, it cannot resort to monetary financing like other countries, therefore, it is
limited by the debt it can issue. As it has done so far, the government could continue resorting to issuing short-
term debt in the domestic market to finance itself, however, it seems that the Salvadoran financial system does
not want (or cannot?) to help much more to the government. Previously, we have pointed out that the
government has another tool to finance the deficit resorting to the pension funds, by seizing them or putting
pressure on the AFPs. Also, we don't rule out that other unconventional financiers for El Salvador, such as China,
could come to the rescue. Due to the recent tensions between the Bukele administration and the US
government, this is a scenario that is gaining ground.
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EMFI Team Evaluation

EMFI Team Evaluation

Our benchmark bond, ELSALV 29, is trading at 80 cents on the dollar, up 22 bps over the last month. The
inverted yield curve compressed 65 bps on average, with stronger action in the short-end than in the long-
end.

We are concerned about substantial financing needs of 6.1% of GDP for the next year and limited funding
options. In this regard, we are pessimistic about the possibilities of an agreement with the IMF, given the
rising tensions between the Salvadoran government and the United States, but we believe that the
government can still turn to unconventional sources to fill the financing gap.

Rating agencies are also gloomy.S&P Global retains a rating of B- but revised the outlook to negative from
stable, citing the growing liquidity risk associated to cover the sizeable financing gap in 2022. Likewise, Fitch
Rating pointed out “a sharp increase in financing constraints and a deterioration in prospects for fiscal
consolidation or growth that further weakened debt sustainability,” and Moody’'s also highlighted the
deterioration of fiscal policy and the weakened institutional framework.

We maintain our HOLD rating the lack of significant maturities before 2023 and the strong economic recovery
during this year, however, the narrowing financing space to cover the fiscal gap for next year and the
limitations in the domestic financing market put higher risks on the public finances of the country.

Table 3: Credit Indicators

Indicator Value Credit Impact

Credit Rating
Composite Rating B- Neutral
Liquidity
12m External Debt Service (% of Exports) 13% Neutral
12m External Debt Service (% of Fiscal Revenues) 18%
12m External Debt Service (% of FX Reserves) 33%
Solvency
Total Public Debt (% of GDP) 88%
Total Public Debt (% of Fiscal Revenues) 453%
Total Public Debt (% of Exports) 334% Neutral

Sources: Bloomberg, Ministry of Finance, Central Bank, EMFI Securities

Chart 2: ELSALYV 8.625 2029 Chart 3: Yield Curve
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Key Macroeconomic Forecasts

With the slowdown in the economic activity index and remittances rising at a slow pace in recent months, we
expect lower growth in the third quarter of the year; however, we maintain our forecast of a 9.6% GDP
expansion for 2021. Likewise, the strong domestic demand generates higher inflationary pressures; consumer
prices rose 0.4% MoM and 4.97% YoY in September, which is in line with our forecast of an inflation rate of 4.9%
for 2021. Regarding the external front, the increase in worker’s remittances (+31.1% in the Jan-Sep period) has
offset to some extent the trade imbalance resulting from the rise in imports of foreign goods (+47.3% in the
same period). Nevertheless, we maintain our projections of a current account deficit of 1.8% of GDP.

Figure 1: Tradein goods and Workers' Remittances (millions
of USD, seasonally adjusted)
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Summary of Economic Indicators and Forecasts

| summaryofEconomicindicatorsandForecasts |

2017 2018 2019 2020 2021(F)

Real GDP growth rate (%) 2.3 2.4 2.6 (7.9} 9.6
Inflation {end of period, %)} 2.0 0.4 0.0 (0.1} 4.4
Unemployment {% of work Force) 7.0 6.3 6.3 8.1 5.3
Output Gap (% of GDP) 2.0 3.0 44 (5.0) 2.9
Nominal GDP (millions of USD) 24,979 26,021 26,897 24,639 27,943
Current Account (% of GDP) (1.9) (3.3) (0.6) 0.5 (1.8)

Exports {millions of USD) 7,225 7,565 7,982 6,290 7,892

Imports (millions of USD) 11,336 12,323 12,453 10,816 14,020
Real Effective Exchange Rate (ave, 99.6 101.0 102.7 104.3 104.99
Jul17=10¢)"
Central Government (figures in % of GDP)
Revenues 19.1 19.3 19.0 19.9 213
Expenditures 19.3 20.4 20.7 29.1 27.2

Interest payments 31 34 35 4.2 3.1
Primarybalance 3.0 23 1.8 (5.0} -2.8
Overall balance (0.1) (1.1) (1.6} (9.2) -5.9
Total debt 73.6 72.9 73.6 91.8 87.7
Addenda, IMF estimates (October 2021)
GDP {millions PPP, int'l dollars} 54,006 56,630 59,162 55,118 62,258
Population (millions) 6.39 6.42 6.45 6.49 6.52
GDP per Capita (PPP, int'l dollars) 8,454 8,819 9,167 8,498 9,552

1 The figure for 2021 corresponds to the January-August average. An increase (decrease) indicates a rea
depreciation (appreciation).

Note: Figures in brackets represent negative values.

Source: IMF, EMFI Analytics estimates, Banco Central de Reserva, Direccion General de Estadisticas y Censos
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| Important Disclosures

This publication has been approved by EMFI Securities Limited and/or one or more of its affiliates (collectively
and each individually, "EMFI"). It is provided to our clients for information purposes only, and EMFI makes no
express or implied warranties, and expressly disclaims all warranties of merchantability or fitness for a particular
purpose or use with respect to any data included in this publication. EMFI Securities Limited is authorised and
regulated by the Financial Conduct Authority.

This document is being distributed to, and is directed at (a) persons having professional experience in matters
relating to investments and who fall within the definition of "investment professionals" in Article 19(5) of the
Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (the "Order"”); or (b) high net worth
companies, unincorporated associations and partnerships and trustees of high value trusts as described in Article
49(2) of the Order; or (c) other persons to whom it may otherwise lawfully be communicated (all such persons
being "Relevant Persons"”). Any investment or investment activity to which this communication relates is only
available to and will only be engaged in with Relevant Persons. Any other persons who receive this
communication should not rely on or act upon it. EMFI will not treat unauthorized recipients of this report as its
clients and accepts no liability For use by them of the contents which may not be suitable for their personal use.

EMFI and/or one of its affiliates does and seeks to do business with companies covered in its reports. As a result,
investors should be aware that EMFI may have a conflict of interest that could affect the objectivity of this
report. EMFI and/or one of its affiliates regularly trades, generally deals as principal and generally provides
liquidity (as market maker or otherwise) in the debt securities that are the subject of this report (and related
derivatives thereof). EMFI trading desk may have either a long and/or short position in such securities, other

financial instruments and/or derivatives, which may pose a conflict with the interests of investing customers.

Where permitted and subject to appropriate information barrier restrictions, EMFI analysts regularly interact
with its trading desk personnel regarding current market conditions and prices. To the extent that any historical
pricing information was obtained from EMF] trading desk, the firm makes no representation that it is accurate or
complete. All levels, prices and spreads are historical and do not represent current market levels, prices or
spreads, some or all of which may have changed since the publication of this document. EMFI produces various
types of reports and views contained in one type of report may differ from views contained in other types of
report, whether as a result of differing time horizons, methodologies, or otherwise.

The views in this publication are those of the author(s) and are subject to change, and EMFI has no obligation to
update its opinions or the information in this publication. If this publication contains recommendations, those
recommendations reflect solely and exclusively those of the authoring analyst(s), and such opinions were
prepared independently of any other interests, including those of EMFI and/or its affiliates. This publication does
not constitute personal investment advice or take into account the individual financial circumstances or
objectives of the clients who receive it. The securities discussed herein may not be suitable for all investors. EMF/
recommends that investors independently evaluate each issuer, security or instrument discussed herein and
consult any independent advisors if they believe necessary. The value of and income from any investment may
Ffluctuate from day to day as a result of changes in relevant economic markets (including changes in market
liquidity). The information herein is not intended to predict actual results, which may differ substantially from
those reflected. Past performance is not necessarily indicative of Future results.
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