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5. The Central Bank raises the monetary policy rate

Even after the hike, inflation expectations remain above Central Bank target

The Central Bank reacted to the latest inflation data by raising the monetary policy rate by 150 bp in April, which took
the market by surprise. Monetary policy had already begun to be tightened in March, the money growth rate was
reduced and the Central Bank sold short term bills (Lebac)with the aim of increasing the rates on these instruments in
the secondary market. The April primary Central Bank Lebac auction (which is now run on a monthly basis) also drove
rates up after several months during which gradual drops in interest rates had been accepted by the BCRA in each
tender.

The hike in the monetary policy rate began to be reflected in more sensitive rates, such as the interbank rate and
overdrafts, which reflect in the short term the financial system’s liquidity conditions, while the adjustment to the Badlar
deposits rate tended to be slower (see Figure 5.1). The Central Bank’s decision caused certain apprehension due to
fears that a new rate rise could set back the gradual recovery in economic activity.

During the second half of 2016 the inflation rate’s resistance to falling led the Central Bank to maintain the monetary
policy rate at a steady 24.75% from December last year until April this year, having piloted scaled drops during the
first half of the year from a maximum of 38% in April. We estimate that the monetary policy rate will continue to drop
more gradually during the rest of 2017 to reach 21% by the end of 2017 as analysts’ consensus on inflation
expectations remains above the upper band of the Argentinian Central Bank’s target for the next 12 months. The
results of the survey on market expectations for April indicate that the market does not expect inflation to meet the
target and that the downward path for the monetary policy rates this year and next year will be slower than previously
estimated (see Figure 5.2).

The 2017 target (12%/17%) continues to look difficult to achieve even after the interest rate hike. While the fiscal
deficit targets for 2017 announced last year were revised up (the primary deficit projected by the government for 2017
was raised from 3.3% to 4.2% in 2017) the inflation targets remained unchanged, in spite of the fact that there was an
opportunity to revise them up when the inflation targeting scheme was formally released in September 2016.
Therefore, market expectations for inflation are still relatively high compared to targets, probably due to the impression
that there is a lack of consistency between monetary and fiscal policy.
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Figure 5.1 Interest rates Figure 5.2 Monetary policy rate (PR) and inflation
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Regarding the exchange rate policy and its impact on monetary policy, although a floating regime was adopted for the
exchange rate, the Central Bank has intervened ocasionally in the private exchange market. However, the purchase of
hard currency originating in public and private sector debt issues (see Figure 5.3) has led to a significant need for
sterilisation which constantly pressures the Central Bank’s stock of Bills (Lebac) up.

Although the monetary growth rate was finally reduced in April and the monetary base fell 1.5% on a cumulative basis
this year, it is still growing at rates of around 35% Y/Y even considering the Central Bank’s vigorous sterilization policy
(see Figure 5.4). This amount of absorbed liquidity, whether using repos or Lebac’s, is also explained by the reduction
in reserve requirements mandated by the Central Bank (2 percentage points in March) together with the slow rise in
loans to the private sector which compels the financial system to place its excess liquidity in Central Bank instruments.
This situation will continue to put the Central Bank under pressure this year, as long as inflation continues to take its
time to fall to target levels and slow recovery in economic activity does not trigger stronger growth in loans to the
private sector.
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Figure 5.3 Central Bank currency purchases
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Figure 5.4 Monetary Base and Central Bank Bills
(Lebac)+Repos Stock (% change YoY)
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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.

prohibited to reproduce, process, distribute, publicly disseminate, make available, take extracts, reuse, forward or use the
document in any way and by any means or process, except where it is legally permitted or expressly authorised by BBVA.
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