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5. Monetary policy still tight and
based on positive real interest rates

Until inflation expectations converge to the Central Bank target

The Central Bank set its inflation targets within a more ambitious range (17%-12% in 2017 and 12%-8% in
2018) using the CPI INDEC, which at the moment is the official index with the largest geographical coverage,
since a national CPI still does not exist. The monetary authority said it will create the necessary conditions
for monetary and exchange rate policy to meet those goals as it did during 2016, keeping the monetary
policy rate in positive territory in real terms. Strategies to achieve this will be based on a floating exchange
rate system, using the interest rate as a monetary policy instrument, breaking the fiscal dominance and
transparent communication of monetary policy decisions. However, this year some methodological changes
will be making a debut: the monetary policy rate will be the swaps brokers’ average rate to be announced
every 15 days and there will be only be one Lebac tender per month, for which an attempt will be made to
concentrate the maturities that, until now, have been weekly. Monetary policy meetings will also be spaced
at fortnightly intervals starting in March, aiming to reach a monthly or smaller periodicity like other Central
Banks as the disinflation programme progresses.

In this new scheme, the BCRA'’s challenges are not insignificant, since a big reduction needs to be achieved
in inflationary inertia in a context of consolidation of public accounts and a very gradual reduction in fiscal
dominance. The success of the disinflation programme will depend crucially on its credibility and on the
signals it issues on monetary astringency through the single instrument of the monetary policy rate, given its
limited impact in a country where the credit to GDP ratio only reaches 13%. We believe that the exchange
rate will not be a destabilising factor in either 2017 or 2018, but it cannot be ignored that there is still a long
way to go to make consensus inflation expectations converge to official targets, especially in a context where
significant changes in relative prices are still required.

In recent months, unclear signals regarding a continued decline in the inflation rate led the Central Bank to
keep the monetary policy rate at a level of 24.75% during December last year and January this year, after
having trialled scaled decreases from a high of 38% in April 2016 until November. We estimate that the
Central Bank will continue to reduce the intervention rate more gradually during the rest of 2017 to reach
19% in December as analysts’ consensus inflation expectations remain at 20.8%, even higher than the
upper band of the BCRA's target for the next 12 months (Figure 5.1). However, it cannot be ruled out that the
Central Bank will decide to raise the rate promptly at some point, if it is observed that inflation’s downward
resistance is persisting or expectations begin to increase. In line with the BCRA’s medium-term commitment
to maintaining a nominal policy rate above inflation, for the end of 2018 we expect a policy rate declining to
around 11% vis-a-vis the 8.5% rate expected for inflation over the next 12 months, or a real positive rate of
around 2.5%.
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The only quantitative monetary objective announced for 2017 will be to reduce the Lebac+Swaps / Monetary
Base ratio to 81.1% (it finished at 85% at the end of 2016). Although it is a desirable objective, its success
could be complicated while the Central Bank continues to buy foreign currency that needs to be sterilised by
issuing Lebac to regulate the amount of money. The Lebac stock has experienced exponential growth in the
last year (see Figure 5.2), which together with the increase in the interest rate will continue to raise the
Central Bank interest rate to figures incompatible with the objective of lowering the inflation rate. The BCRA
argues that the risks are lower because Lebac’s larger stock will be backed by liquid reserves that can be
used if there is any turbulence, while a more professional management of reserves, such as the one it
intends to carry out, will increase its yield and reduce the quasi-fiscal deficit.

Figure 5.1 Figure 5.2
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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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