JANR
MARKETCALL

JMMB INVESTMENT RESEARCH

- INVESTMENT AND SOVEREIGN RESEARCH

Is there room for further reduction in domestic interest rates?

In June the Bank of Bank of Jamaica (BOJ) reduced the policy rate by 50 basis points (bps) or 0.5% to 2%. This
marks the second time in 6 months that the central bank has lowered the signal rate. The central bank has indicated
that, in its opinion, lending rates are too high, despite downward movements over the last 3 years. While demand
and supply conditions to a large extent influence loan rates, there are other factors that feature prominently in the
mix. Three such factors are: 1) expected inflation 2) credit risk and 3) liquidity premium. The latter two factors
we will refer to collectively as risks. As such, for interest rates to fall and remain subdued over the long-run two
conditions must be satisfied in that inflation and the overall risk to the economy has to decline over time.

Interest Rate and Inflation, the Connection

Creditors expect that at a minimum the purchasing power of funds loaned will remain the same at the end of the
terminal life of the loan agreement where the principal is expected to be repaid in full. Therefore, to maintain the
purchasing power between a sum loaned today and the sum that is repaid, say a year from now, the lender will at
least charge an interest rate equivalent to expected inflation. If inflation is low and fairly predictable then all
things being equal one can expect relatively low interest rates. However, in an environment where inflation is
volatile interest rates are usually high, even in periods where inflation is on a downward path. As such, for interest
rates to stay on a low and sustained path, a central criteria is that inflation must be predictable and low. Thus, a
subdued policy rate while a necessary criteria is not sufficient in and of itself to dictate low lending rates in an
environment where expected inflation is relatively high.

Assessment

We have gathered inflation and interest rate data over a 69 month period spanning September 2012 to May 2018.
In order not to over complicate our analysis, we assume that risk, including liquidity premium, remains fixed
throughout the period. In addition we have used the least square line for actual inflation as a proxy for expected
inflation. The difference between the weighted average interest rate and the least square line at the start and at
the end of the period were relatively unchanged at around 9%. Our assessment is that the directional shift in
interest rates mirrors the expected inflation path over the period. Thus, what is needed for lower interest rate is 1)
sustainably low inflation and 2) structural changes in the economy that will enable better credit quality at the
macro level thereby helping to reduce the overall risk premium.

While it is envisaged that inflation will remain relatively subdued compared to historical levels, we are not of the
opinion that it will stay below 3%-4% for very long. This view reflects the nature of the Jamaican economy,
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its dependency on the international economy and the prominence of local agricultural produce in the inflation
basket. As such, increases in external prices are transmitted directly to the basket or indirectly via depreciation of
the domestic currency. While significant structural adjustments have been made to improve the external liquidity
position, Jamaica remains susceptible to external shocks that can easily wipe out the gains that have been made
leading to volatility in the currency market.

The sovereign imports a large quantum of consumables and raw materials, therefore volatility in the currency
market is transmitted to local prices. Domestic agricultural prices, which constitute a significant proportion of
the consumer basket, are to a great degree influenced by weather conditions. The agriculture sector is not resilient
to changing weather patterns and as such bad weather tends to result in low production levels causing higher
domestic prices. Given the combination of factors outlined above, we are expecting inflation to run above 5%
over the medium-term with the risk tilted towards the upside. In a Fiscal Policy Paper tabled in Parliament in
February 2018, the government is programming inflation of 5% over the similar period. The BOJ has indicated
a gradual shift from exchange rate towards inflation rate targeting and has set a notional inflation target of 2% -
9% for FY 2018/19, which is very wide band.

Overall risk reduction in the economy

Figure 1: Weighted average lending rates, overnight lending rate, 6-mth T-bill yields and inflation

Improvement in credit quality will
evolve with overall developments
in the economy. This will not
happen overnight and it will take
time for the economy to grow at a
higher rate on a sustainable basis
resulting in improvements in the
job market and company balance
sheets. ~ As individuals and
corporates are constituents in the
economy, their credit quality
largely reflects a systemic shift in
economic conditions. While there
are  some individuals and
corporates that have low risk
6 mths T-bill Overnight rates profiles and are assigned low credit
Lending rates Interest rate differentials premium, this is not true for the vast
Inflation == == = |jnear (Inflation) majority of operatives in the
economy.

20%
18%
16%
14%
12%
10%
8%
6%
4%

2%
0%

Sep-12
Dec-12
fvlar-13
Jun-13
Sep-13
Dec-13
Wiar-14
Jun-14
Sep-14
Dec-14
Wlar-15
Jun-15
Sep-15
Dec-15
War-16
Jun-16
Sep-16
Dec-16
Wlar-17
Jun-17
Sep-17
Dec-17
Wiar-18

Sources: BOJ and JMMBIR

Yes, GOJ credit quality has improved over the last 5 years and is reflective in a positive change in credit ratings
for the sovereign and lower borrowing rates. Although the GOJ is still beset with certain structural challenges,
these are somewhat negated by the government’s ability to impose taxes and print money, hence the significant
shift downward in sovereign’s domestic bond risk premium. Individuals and corporates do not have the luxury
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of doing the same. One method of computing corporate credit is to add a risk premium on what is deemed to be
the risk free rate - GOJ’s domestic/external bond rate. This premium is largely dependent on the credit
quality/balance sheet of the borrower. It goes without saying that corporates with high quality balance sheets are
able to borrow at very low rates. In fact, due to relatively low interest rates a number of corporates have opted to
refinance loans either through direct credit lines from financial institutions or through the issuance of corporate
papers. Many individuals, likewise, have also taken the refinancing route.

Opinion

The domestic economy has slowly evolved where the medium-term growth prospects have improved, business
and consumer confidence are elevated and overall risks to the economy are lower than they were 5 years prior.
Annualized growth however is lower than envisaged by the authorities due in part to slower than planned private
investments and domestic consumption. Both of these variables are to some extent dependent on interest rates.
All things being equal, lower interest rates induced high levels of investments and demand for loanable funds for
consumption purposes.

Interest rates have fallen over the past 5 years, in line with the shift in the inflation path. The authority however
is of the view that interest rates are still too high and have reduced the policy rate to help achieve this goal. We
however are of the opinion that while this is necessary, it is not sufficient to achieve lower interest rates as
expected inflation and credit quality/risk premium play very important roles in determining interest rates in the
market. Accordingly, to the extent that inflation expectations remain relatively high and credit quality is
improving at a very slow pace, lending rates are likely to adjust downward much slower than the authorities
desire. A catalyst to improved credit quality, all things being equal, is a higher growth rate. This tends to foster
higher household income/wealth and improvements in corporate balance sheets. We are not anticipating any
monumental shift in economic growth in the near term, therefore movements in interest rates are much more
likely to be influenced by shifts in expected inflation than adjustments to the overall risk premium. The question
therefore is can Jamaica maintain an inflation rate below 3%. If this is possible, then there is further room for
downward adjustments in domestic lending rates. However, history and the structure of the domestic economy
do not favour this path.

The other risk to the interest rate trajectory is the spread differential between Jamaican and international rates.
US Federal Reserve rates, the global benchmark for risk, is on an upward path. Consequently, Emerging Market
interest rates, both domestic and the rate/yield on global debt, is projected to adjust upwards. While Jamaica’s
risk profile has improved, as noted earlier, it has not improved by that gargantuan level. If local policy rates are
kept low then some other variable will come under pressure to maintain the risk differential between the sovereign
and the global benchmark.
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APPENDIX

IMPORTANT DISCLOSURES

ABSTRACT—As a part of our new Portfolio Strategy we are recommending strict adherence to the following Portfolio
Allocation DEFINITIONS/RECOMMENDATIONS.

PLEASE NOTE THAT NO INDIVIDUAL ASSET IN YOUR PORTFOLIO SHOULD HAVE A WEIGHTING
GREATER THAN 5% UNLESS OTHERWISE RECOMMENDED BY YOUR PORTFOLIO MANAGER OR A
SPECIFIC JIMMB RESEARCH REPORT. CONSEQUENTLY THE FOLLOWING DEFINITIONS ARE PROVIDED
FOR CLARITY.

UNDERWEIGHT—REDUCE EXPOSURE IN YOUR PORTFOLIO TO LESS THAN 5% FOR THIS
PARTICULAR ASSET

ELL—REDUCE EXPOSURE IN YOUR PORTFOLIO TO ZERO.

HOLD/MARKETWEIGHT—EXPOSURE TO THE ASSET SHOULD BE EQUAL TO 5% OF YOUR
TOTAL PORTFOLIO HELD AT JMMB.

OVERWEIGHT/BUY—EXPOSURE TO THIS ASSET SHOULD BE BETWEEN 5% AND 10% OF
YOUR TOTAL PORTFOLIO HELD AT JMMB

COPYRIGHT INFRINGEMENT

“Unless otherwise expressly stated, copyright or similar rights in all material in this research report (including
graphical images) is owned, controlled or licensed by Jamaica Money Market Brokers Limited or its affiliates
(JMMB) and is protected or covered by copyright, trade mark, intellectual property law and other proprietary
rights. No part of this research report or the report in its entirety may be published, used, reproduced, distributed,
displayed or copied for public or private use in any form including by any mechanical, photographic or electronic
process (electronically, digitally on the Internet or World Wide Web, or over any network, or local area network
or otherwise) without written permission from JMMB.
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No part of this research report may be modified or changed or exploited or used in any way for derivative works,
or offered for sale, or used to construct any kind of database or mirrored at any other location without the express
written permission of JMMB.

Thank you for respecting our intellectual property rights.”

The investments referred to in this report may not be suitable for you should consult your licensed investment
advisor. Nothing in this report constitutes investment, legal, accounting or tax advice or a representation that
any investment or strategy is suitable to your individual circumstances or otherwise constitutes a personal
recommendation to you.

Disclosure Under The Securities Act

This disclosure is being provided pursuant to section 39 of the Securities Act. This research report is prepared by Jamaica
Money Market Brokers Limited (JMMB) and the information and views expressed are those of JIMMB. JMMB is a
subsidiary of the IMMB Group Limited (JMMBGL). Associated persons of JIMMB include IMMBGL and its subsidiaries
and affiliated companies, including JMMB Fund Managers Limited, a licensed securities dealer and manager of collective
investment schemes.

As at the date of this report, JIMMB and its affiliates, directors, officers, employees and other associated persons may from
time to time buy or sell, or act as principal or agent in, the securities mentioned in this research report. JMMB or its
affiliates, directors, officers and employees have no interest in or interest in the acquisition or disposal of the securities
other than expressed above. No part of their compensation is or will be related to the recommendations or opinions in this
report.
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