& Santander

FX, RATES & MACRO STRATEGY RESEARCH

Wednesday, December 6, 2017

Fixed Income & Economics Daily

FX & RATES STRATEGY RESEARCH

Juan Miguel Arranz*
+5411-4341-1065
jarranz@santanderrio.com.ar

Marcin Sulewski*
48 22-534-1884
marcin.sulewski@bzwbk.pl

STRATEGY
o ARGENTINA: Higher inflation, stronger peso and the postponement to April of the beginning of monetary cycle
easing

e POLAND: Non-residents sold Polish bonds again

ECONOMICS
e POLAND: MPC immune to strong data

ARGENTINA: Higher inflation, stronger peso and the
postponement to April of the beginning of monetary cycle
easing

Such as it is, this is the scenario now envisaged by REM’s
pollsters of economic forecasts.

Economists polled in November’s Central Bank survey
raised inflationary forecasts, again. December 2017 annual
expected inflation is now at 23.5% — 420 basis points
higher than the 19.3% foreseen one year ago while
December 2018 annual expected inflation was adjusted
upward to 16.6% from the 14.0% foreseen 12 months ago.

Economists’ increasing annual gap forecasts as recorded in
the last 12 months does not seem so impressive when
compared with the widespread criticism Governor
Sturzenegger is receiving from analysts and pundits
through the local press.

Although it is absolutely true that inflationary expectations
are steadily diverging from the 17% and the 12% annual
variation set as a goal by the Central Bank for 2017 and
2018, only a distrustful approach might argue that the battle
against inflation was an easy task in a country with one of
the highest inflation rates on earth, during the last one
hundred years.

Twelve-month inflation forecast to November 2018 was
adjusted also upward to 17.5% or 0.2 percentage points
above the 17.3% recorded in October.

The dollar quotation is forecast to end at ARS17.8/USD in
December and at ARS20.3/USD at the end of December
2018. Both quotations are lower than the ARS18.3/USD
and the ARS20.8/USD projected in November 2016.

Based on the above, while the inflation rate would be more
difficult to abate, the expected appreciation of the local
currency would also be higher than forecast 12 months ago.
Interestingly, REM’s poll, conducted by the Central Bank

yesterday, confirmed their views of a deepening carry
trade on a 12-month horizon.

Last but not least, REM pollsters postponed the
beginning of the monetary easing cycle to April from
February, when the Central Bank Monetary Policy
Rate would be compressed by 100 basis points to
27.75%. The MPR would end at 22% by December
2018, above the 21% projected in November.

Expected growth rates were maintained for 2017 at
2.9%; 3.1% in 2018.

The primary fiscal deficit for this year is expected to
fall to minus ARS410 billion from minus ARS417
billion expected in October, narrower in 2018 at
ARS408.8 billion from ARS412.3 billion.

The peso recovered strength the day after the release of
economic  expectations; the pair closed at
ARS17.2904/USD or 0.3% lower than Monday.
Interestingly, the dollar quote has varied in a narrow
range of ARS17.25 to ARS17.50 since mid-November.

Seasonal FX demand is coming from dividend
payments, hard currency loan cancellations and
corporate dollar hoardings. Supply, in turn, continues
to be led by financial rather than commercial flows,
from which the recent quasi sovereign bond issuances
such as Entre Rios, Rio Negro and today La Rioja
among others have dominated.

The call money market captured renewed demand and
transactions among triple A names are done at a
28.50% annual rate. The shortened Lebac, due on
December 20, is showing a 29.90% increasing annual
yield. Local investors are selling the shorter Central
Bank paper in order to acquire longer Lebacs before
the incoming last primary auction of the year on
December 19, 2017.
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POLAND: Non-residents sold Polish bonds again

e The Ministry of Finance released data showing that
October was the fourth month in a row in which foreign
investors were selling Polish PLN marketable bonds. The
outflow reached almost PLN3.2bn and was only slightly
lower than in September (PLN3.45). As a result, non-
residents’ holdings bonds fell to c. PLN202bn, the lowest
level since February. The biggest sellers of Polish bonds
among non-residents were commercial banks (-PLN6.8bn)
and the biggest buyers were central banks (+PLN7.5bn).

e Polish commercial banks reduced the bond portfolio by
PLNZ1.15bn.
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The Monetary Policy Council kept the main interest rates unchanged, with the reference rate at 1.5%. The MPC also
decided to reduce interest on the mandatory reserve to 0.5% (from 1.35%0), with effect from 1 January 2018.

The latter decision will increase the NBP profit (at the expense of commercial bank profits) by around PLN350m per year,
according to our estimates. It is the second month in a row when the central bank adjusts its reserve requirement policy — in
November, they have cut the required reserve ratio on funds with maturity of at least two-years to 0% (from current 3.5%) —
effective March 2018. The NBP president explained at the press conference that the decision was of a technical nature and —
together with the last month’s tweak to the reserve ratio — is aimed at supporting growth of long-term deposits (with maturity
>2Y). We think that those moves do not change the overall course of monetary policy.

The official MPC communique was relatively soft. The Council acknowledged that inflation’s rise to 2.5% in November was
fueled mainly by the prices of food and energy, while core inflation remained low. They also wrote that wage growth in the total
economy remained stable in 3Q and unit labor costs even decelerated despite higher wages in the corporate sector. The MPC
maintained its assessment that the current level of interest rates supports well-balanced economic growth and macroeconomic
stability.

The post-meeting press conference was even softer. Adam Glapinski repeated his claim that interest rates should remain on hold
until the end of 2018. In his view, the recent data did not challenge this opinion, but even confirmed it — wage pressure is not
rising but even (in his view) decreasing, core inflation remains low, growth of unit labor costs decelerated. Moreover, the
central bank estimated that investment growth (excluding the energy sector) rose 6.9% y/y in 3Q17, which they see as a
satisfactory result. Glapinski was accompanied by Eryk Lon (extremely dovish) and Rafal Sura (moderately dovish), and both
MPC members confirmed his assessment that there is no need for monetary policy adjustment.

In sum, the official statement and the press conference confirmed that the President, Adam Glapinski, still firmly controls the
majority in the rate-setting panel, with no desire to change the monetary policy stance in the foreseeable future. However, we
suspect that the recent strong data releases could have deepened the divisions in the MPC. The announcement of the decision
(13:55CET) was unusually late (latest since March 2015, when the MPC cut rates by 50bps) and we suspected that it could have
resulted from more heated discussion about the monetary policy outlook. President Glapinski did not confirm this assessment,
but we guess that more hawkish Council members will be more vocal in expressing their concerns in the coming weeks. But, of
course, to see a significant change in the balance of votes would require much more hard arguments from economic data. For
now, we assume that the first interest rate hike is still likely in the final quarter of 2018.
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