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Central Bank eases stance of monetary policy and for
the rest of the year we anticipate a pause

The Board of the Central Bank of Paraguay (BCP) decided in May to reduce the interest rate of monetary
policy by 25 basis points (bps), to 5.75%, which took the market by surprise (see Figure 6.1). The statement
accompanying the decision shows that the main reason for doing so was an improvement in the inflation
outlook and the slowdown in certain sectors of the economy. In this context, the BCP was considering the
timely adoption of a more accommodative monetary policy profile.

Why were we surprised by this decision? Two elements suggested the need for additional demand stimulus
and that there was room on the price side to do so. In March economic activity, measured by the IMAEP,
contracted by -0.2%. The set of sectors that responds to supply items such as power generation (bi-national)
and agriculture continued to show positive results. Nevertheless, the IMAEP, which excludes agriculture and
bi-nationals and better reflects the behaviour of the activities most closely linked to domestic demand, such
as trade and industry, fell by -1.9%. Thus, as mentioned previously, in the first three months the expansion of
activity was only 1.3%. However, it was joined by a more favourable inflationary panorama, linked to the fall
in prices of domestic transport services as a result of lower fuel costs and lower upward pressures on the
exchange rate. This context, however, did not appear very different from that faced by the BCP in previous
months (the IMAEP without agriculture or bi-nationals has been relatively stagnant since July 2015),
opportunities in which however it did not lower the rate.

What is prompting the BCP to opt for cuts? In our opinion, the BCP on balance is showing greater concern
about the deterioration of economic activity. As explicitly stated in the release, the entity estimates that
inflation would continue to slow in the margins in the coming months and ‘economic activity continues at a
moderate pace of expansion’.

What can we expect going forward? Our central scenario assumes that activity will begin a process of
recovery from the second quarter, which together with the increased valuation of local performance by the
BCP, reinforces the monetary pause. In addition, recently the probability has increased of a scenario in
which the FED adjusts its rates somewhat. This scenario would result in episodes of exchange rate volatility,
lower prices of raw materials, and would have an impact on the risk appetite of investors. This context
reduces the window of opportunity for the BCP to reduce its benchmark rate again. Finally, while we
estimate that in the coming months there will be a reduction in inflation in year-on-year terms, during the
latter part of the year inflation will record an upward trend. In this way, we maintain the view that in the
remainder of 2016 there will be no change in the benchmark interest rate (see Figure 6.2).

For 2017, our forecast is that the Central Bank will apply an increase of 25bps and the rate would end the
year at 6%. This assumes that the expectations will remain anchored at 4.5%, despite the prospect of
adjusting to the Fed rate and its effect on the exchange rate remaining controlled. Going forward, we expect
a gradual increase in the monetary policy rate, in line with more growth potential.
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Source: BCP and BBVA Research

Monetary policy rate
Real monetary policy rate (ex post)

*Inventories not included. Source: BCP and BBVA Research



First Half 2016

! BBVA Paraguay Economic Outlook

DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.
BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.
This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.
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