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4. Difficult process of disinflation in a context o f rising
tariffs and a high level of inertia

Despite the highly contractive tendency of monetary policy in 2H17, neither inflation
nor expectations converged towards targets and this led to a “recalibration”.

Inflation for 2017 closed at 24.8% YoY, well above our initial predicted levels (we were expecting 19.5% in December
2016) and market expectations (REM-BCRA Dec-16: 19.6%) due to a bigger-than-expected impact from correction for
delayed price controls and greater inflation inertia than that initially expected. The fall of core inflation to a monthly
average of 1.4% in 4Q17, the smallest moving average since 2012, was not enough for the forecasts in the central
bank’s Market Expectations Survey (REM) to converge on lower levels by the end of the year, with the increases forecast
for December having taken place for electricity, gas, fuel, pre-paid medicine rates and others besides. The deregulation
of fuel prices — now fluctuating with the international crude oil price and the exchange rate — together with the accelerated
scheduling for rises in electricity and natural gas rates, resulted in regulated prices rising 38.7% YoY in 2017 with an
impact of 7 percentage points on inflation for the year, comfortably surpassing the rise in core inflation of 21.1% YoY.

The extremely contractive trend in monetary policy as reflected in the 250bp hike in the MPR in the last quarter of 2017
was also unsuccessful in making analysts’ expectations converge, as by the end of 2017 these had risen again to 17.4%
for December 2018, in contrast to the central bank’s target of 10% +/-2%. Finally, at the end of December the
government announced a “recalibration” of inflation targets.

In a joint press conference by the Chief of the Cabinet of Ministers, the Minister of the Treasury, the Minister of Finance
and the chairman of the central bank, Minister Dujovne announced that it had been decided to change the inflation
targets originally announced in January 2016 on the basis of information now available and taking into account the
current fiscal and financial agenda. The goal of reaching inflation of 5% YoY was thus postponed by one year, and
precise targets have been adopted instead of ranges. The specific inflation target for 2018 is now 15% (previously 10%
+/-2%), that for 2019 10% (formerly 5% +/- 1.5%), and that for 2020 is 5%. The presentation made it clear that the
inflation target is decided by the Executive and that the central bank’s autonomy is on an operational basis of how to
achieve such targets, which clears up the criticism that centred on the central bank’s targets being overly rigid and
“lacking in coordination” with the rest of the economic programme.

It is still too early to gauge the impact of this change on the central bank’s credibility, but the immediate effect was a rise
in the inflation expectations of REM analysts to a median level of 19.4% (Figure 4.1). The prospect of a loosening of
monetary policy after the change in targets, which the central bank validated with two successive cuts of 75bp in January
2018, also sparked a rapid exchange rate depreciation, which was as much as 10% in one month, and lifted expectations
of peso depreciation (Figure 4.2).
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Figure 4.1 Inflation expectations in the REM-BCRA (YoY Figure 4.2 Exchange rate expectations
var. in domestic CPI expected in December each year) (expected ARS/USD rate for December each year)
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The de-anchoring of expectations is prompting an upward revision of our inflation
estimates

In 2018, the schedule for reducing energy and transport subsidies (concentrated in the first half) will have the effect of
arise in regulated prices in 2018 of 21.9% YoY, which is less than the increase in 2017, also with a smaller impact of 4
p.p. (Figure 4.4). The inflow of capital to finance the fiscal deficit and the gentle recovery of long term foreign investment
will contribute to containing the peso’s rate of depreciation over the rest of the year, although the pass-through effect of
January’s sudden rise in the exchange rate remains to be assessed. While in previous episodes once the "clamp" of
currency controls had been removed, the "pass-through" to depreciation prices was low, such an effect could now
increase given that no sudden reverse in the exchange rate is observable and the depreciation takes effect against
more relaxed monetary policy. Although the recovery of agricultural commodity prices and the oil price could work
against price containments, this is unlikely to have a big impact over the rest of the year as we think that the oil price
will back-track relative to current levels, thereby avoiding any sharp adjustment in fuel prices, which have been
deregulated and now move in line with the international price. Nonetheless, what should decide the contest are likely to
be the wage agreements that will be bargained in 1Q18 and to what extent these come close to the central bank’s target
of 15% or market expectations. The few special bargaining committee negotiations agreed for 2018 show strong
discrepancies and the government is now encouraging wage rise agreements of around 15% with a “wage review”
clause in the final quarter in case inflation should surpass the rises provided for.

The waning credibility of the central bank makes it harder for wage agreements and expectations of 15% to meet each
other, leading to inflation estimates rising to 19.4%, above the level of 17.4% before the change. Bearing in mind the
rise in expectations, the higher level of depreciation and the signs of a more dovish central bank, we are changing our
CPI rise forecast to 18.5% for 2018 and 12.2%% for 2019 (Figure 4.3). Whatever the case, both we and the market
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foresee a path of disinflation that will end in single-digit inflation in 2020, though not at the pace required by the recently
re-defined inflation targets.

Figure 4.3 Inflation expectations, forecasts and BCRA Figure 4.4 Inflation. Increase in regulated prices by
targets month, Domestic CPI in 2017 and 2018
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DISCLAIMER

This document, prepared by BBVA Research Department, is informative in nature and contains data, opinions or estimates as at the
date of its publication. These derive from the department’'s own research or are based on sources believed to be reliable, and have
not been independently verified by BBVA. BBVA therefore makes no guarantee, express or implied, as to the document's accuracy,
completeness or correctness.

Any estimates contained in this document have been made in accordance with generally accepted methods and are to be taken as
such, i.e. as forecasts or projections. The historical evolution of economic variables (positive or negative) is no guarantee that they
will evolve in the same way in the future.

The contents of this document are subject to change without prior notice for reasons of, for example, economic context or market
fluctuations. BBVA does not give any undertaking to update any of the content or communicate such changes.

BBVA assumes no responsibility for any loss, direct or indirect, that may result from the use of this document or its contents.

Neither this document nor its contents constitute an offer, invitation or solicitation to acquire, divest or obtain any interest in assets or
financial instruments, nor can they form the basis of any contract, commitment or decision of any kind.

In particular as regards investment in financial assets that may be related to the economic variables referred to in this document,
readers should note that in no case should investment decisions be made based on the contents of this document; and that any
persons or entities which may potentially offer them investment products are legally obliged to provide all the information they need
to take these decisions.

The contents of this document are protected by intellectual property law. It is expressly 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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