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5. The loosening of monetary policy will slowly fee d
through to financial system interest rates

Thanks to powerful sterilisation via Lebacs, monetary base expansion closed 2017 with a change of around 21.8% YoY,
below inflation. Private sector credit expanded at a rate of 50.2% YoY as of December 2017, while total deposits (pesos
plus dollars) grew at rates considerably under 37.8% YoY, given the strong interest in Lebac investment. Even so,
bearing in mind the liquidity that still prevails in the financial system, the feed-though of the central bank’s 250bp
intervention rate hike in the last quarter of 2017 to short term rates was slow and only showed through in a 200/250bp
rise in lending and deposit rates towards early December (Figure 5.1).

The target postponement in the recently announced inflation reduction process allow the central bank chairman some
margin to relax monetary policy somewhat, following the sharp rate hikes implemented in the last quarter of 2017 in an
attempt to meet the previous targets. In fact, in the Lebac auction the day after the announcement, the cut-off yields
were trimmed by 200-300bp depending on the term involved, and this fall was later borne out by a 75bp cut in the MPR
in each of the monetary policy decisions in January. The central argument of the chairman of the central bank was that
the real interest rates of around 10.8% at which 2017 had ended were excessively high compared to the new target and
the progress achieved in reining in inflation, so it was appropriate to reduce the contractive bias to monetary policy on
the side of “caution”. Nonetheless, the rapid rise in inflation expectations after the change in targets implies that the real
expected policy rate came down by 300bp in January 2018.

In this context we estimate that the central bank will continue to lower the policy rate very gradually, especially in the
first four months of 2018, given that the inflation figures that will come out (inflation is expected to hold at close to 2%
MoM) will not give cause for optimism, while inflation expectations have shifted significantly upwards. Bigger progress
in bringing down core inflation in the second half will allow the central bank to increase the pace of bringing down the
MPR until it reaches 21% by year end. In any event, if expectations converge towards our estimates for core inflation
for early 2019, the real MPR will be 8% at the end of 2018, which is still strongly positive in real terms (Figure 5.2).

The lowering of the MPR slowly filtered through to short term loan rates and, to a lesser extent, the fixed-term deposit
rate in January. As the banks continue to offload their Lebac holdings to allocate credit to the private sector, the process
of adjustment of surplus liquidity that began in the second quarter of 2017 will continue to deepen and culminate in the
course of 2018. Going forward, deposit rates are likely to fall at a slower pace than loan rates, reflecting less slack in
the ratio of credit to deposits and greater leveraging in the system.
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Figure 5.1 Growth of credit in real terms and liquidity
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Figure 5.2 Monetary Policy Rate and bank lending and deposit

rates (%)

35
33
31
29
27

s -~

23
21 v\/_/
19

17
15 T T T T T
© ~ ~ ~ ~ ~ ~ ~ ~
I U N T
N - N o < [Te} © ~ oo}
4 O o o © o o o o
Badlar private banks Policy rate

Source: BBVA Research based on BCRA data

09-17

10-17

T T
~ o~ [3)
A
] ©
o b
o~
—

Firms overdrafts

13



BBVA | weseoc

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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