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The yield curve in Brazil has remained on a positive slope, with long-term rates higher than short-term rates.
If we look at a simple descriptive statistic of this phenomenon, we find that the slope is currently above its
historic average1, and above the critical level of two standard deviations (Chart 1). There are four possible
explanations for this phenomenon: (1) the market believes that the current monetary policy is misguided,
which means that, by setting excessively low interest rates, the policy raises the premium for future inflation;
(2) uncertainties concerning Brazil’s medium-term fiscal solvency, which raises the cost of long-term loans; (3)
this is a standard response of the curve as we near the end of the monetary easing cycle, given the uncertainty
surrounding the new point of equilibrium for neutral interest rates; and (4) the impact of global factors on the
local curve. Depending on the diagnosis for the curve, it is possible to draw different conclusions for both the
future direction of monetary policy and the effects of long-term interest rates exceeding short-term interest
rates on the economy.

First, it is important to note that, under normal situations, a country’s yield curve should be positively sloped
as one can expect investors to demand a premium when giving up liquidity for investing in long-term interest
rates. Moreover, as we look at a longer horizon, the level of uncertainty increases (from all sources, local or
foreign), as does the dispersion of expectations about future interest rates, pushing the curve towards a
steeper slope. This has not always been the case with Brazil, since there has been a long-term trend toward
lower interest rates in the country, which led to several periods of negative slopes – which is when long-term
rates are lower than short-term rates. This is an exception. With the benchmark (Selic) rate at its lowest level in
history, we have decided to take a close look at the data behind the current yield curve slope.

Chart 1 – Yield curve slope1, in bps

1 Considering the period between 2009 and 2017 We are considering the period between 2009 and 2017 and the slope measuring the 5-year rate minus
the 1-year rate, but the conclusion is identical as if we measured the 5-year rate minus the 2-year rate. The average is 85 bps and the standard deviation
is 100, causing the current level of 316 bps to be slightly above two standard deviations.
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First, the view that the slope could be indicative of misguided monetary policy is not supported by inflation
expectation numbers. Whether we look at current inflation, inflation expectations or the Central Bank models,
we find that the monetary policy being used is not different from what is considered the most appropriate
policy. Looking at the entire period for which inflation expectations are available – and even the market’s
expectations in implicit inflation contracts –, rates are very close to the center of the target as far ahead as
2020, with the Focus forecast considering the benchmark Selic rate at approximately 8.0%. As for implied
inflation, we find it is much closer to the target than it has been in the past, even during periods when the slope
is lower (Chart 2). Therefore, the slope is not caused by perceptions that the Central Bank is too dovish. The
amount of slack in the economy, the inflation of monetary policy-sensitive items and the pace of recovery for
the GDP suggest that we are very likely to see an inflation surprise in the next few months.

Global factors also play an important role in the local yield curve slope. Looking around the world, the
expectation in several countries is that interest rates will rise. The short-term slope has risen significantly in
many cases2, but the trend has been even more pronounced in the United States, which ultimately has an
effect on other countries.

While it would be relatively easy to rule out the first hypothesis and confirm the second, it is much harder to
isolate the other effects on the yield curve slope. When comparing the current slope with past episodes of
monetary easing, we find that the current level is not much different3 than in these other periods when it
comes to shorter slopes, and a little steeper for longer slopes (Charts 3 and 4). That is compatible with the idea
that the current slopes represent reasonably standard behavior. This is our main theory. As can be seen in the
following chart, whenever the Central Bank was near the end of an interest rate-cutting cycle, long-term rates
started to rise more sharply. Even when compared with the stretch cycle of 2011, when the market priced in
the convergence of Brazilian interest rates to international leves, the current slope is not particularly alarming.
Back then, fiscal fundamentals served as basis for this gamble, but the lack of idleness in the economy and a
slowing potential GDP were clear indications that this was not a sustainable strategy. The 2011 episode is
probably responsible for the premium being placed on the curve today, by raising doubts about the country’s
ability to keep interest rates at such low levels for an extended period of time.

2 In the next few days, we will publish a Depec Highlight on the following subject: Yield curve slope – two approaches for the international experience.
3 When we describe an average slope of 85 bps, it is for the entire sample period and for different slope lengths than in Charts 3 and 4. At this moment,
we are comparing the yield curve slope with the periods preceding (at two Monetary Policy meetings) the end of the easing cycle – and, in this case, the
curve slope does not stand out.

Chart 2 – Yield curve slope and deviation from implicit inflation 

313
316

85

-100

0

100

200

300

400

500

-200

-100

0

100

200

300

400

09 10 11 12 13 14 15 16 17 18

5y-1y, inclinacao e modelo

Implicit inflation deviation (2 years, inflation target, r)

Slope

Average

Source: Bradesco



Macroeconomic Research Department 3

DEPEC Highlight – Bradesco

Chart 3 – Slope at the end of interest rate-cutting cycles - difference between 2-year pre-fixed rates and the 
benchmark Selic rate

Therefore, we have a contradiction: if there are no issues with the Central Bank’s monetary policy,
considering that expectations are anchored, how can there be uncertainty regarding medium-term neutral
interest rates? The intuitive answer is that there actually is a lot of uncertainty about the level of neutral
interest rates, and the Brazilian experience shows that the models – including those drawn up by the Central
Bank – tend to underestimate inflation and, therefore, the level of interest rates required to ensure that it
converges towards the target. In fact, fiscal uncertainties and those about potential GDP are greater today than
they were in the past. These factors certainly play an important role in producing such a steep curve. Even if the
Central Bank is committed to the target, with models that are similar to those produced by market analysts,
with nominal neutral interest rates at approximately 8.0%, it will not be able to keep inflation down for long
unless fiscal reforms are implemented, especially since the level of investment will not rise – and, as a result,
neither will potential GDP. Therefore, economic uncertainty is likely to persist for longer than usual, at least
until the market sufficiently convinced that fiscal solvency will be achieved in the medium term. The loss of
investment grade and the decreased share of foreigners in the public debt also impact the current yield curve
slope. The slope will certainly decline if structural interest rates decrease over time and the current interest
rate policy is able to bring inflation to within the target, but this tends to be a long process of discovery.

Chart 4 – Slope at the end of interest rate-cutting cycles - difference between 5-year pre-fixed rates and the 
benchmark Selic rate
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A more rigorous way of illustrating what we are describing is to note that the models that explain the yield
curve slope are underestimating it due to non-traditional factors. When curve slopes are controlled based on
a given scenario for neutral interest rates, country risk, global interest rates and inflation expectations, the
forecast tends to produce a reasonable degree of accuracy (Chart 5), with the latest period being an exception
This is an indication4 that the slope is currently reacting much more to the uncertainties regarding the
implementation of the fiscal reform agenda that would allow for medium-term solvency than to controlled
factors and to the progress of the inflation-targeting regime.

If fiscal uncertainty is a significant factor for the yield curve slope, then how should monetary policy address
it? Our opinion is that the current situation does not call for a more conservative monetary policy. As long as
inflation expectations remain anchored, there will be room for additional interest rate cuts. Uncertainty about
debt solvency must be incorporated into the BC models as an exogenous input. If uncertainty grows, asset
prices will change – and so will expectations – at which point the monetary authority will have to react.
However, any preemptive reaction to this scenario aimed at preventing damage in case it comes true does not
seem reasonable at this point, given the amount of slack in the economy. With a possible expansionary fiscal
policy, or medium-term fiscal uncertainty, higher interest rates will be inevitable. But this measure should only
be adopted when uncertainty materializes, and not preemptively, as is the case when inflationary pressures are
anticipated. In other words, fiscal uncertainty is a binary event, and if it materializes, its effects tend to be much
more similar to a supply shock, from the point of view of the monetary policy response, than a result of
mistaken ex-ante policy towards interest rates.

Finally, our opinion is that this slope will have an unequivocally negative effect on economic recovery. In this
context, the Central Bank can wait to see whether the government’s fiscal agenda is implemented or intensify
rate cuts in order to try to transmit the effects of low short-term interest rates to the long-term curve, provided
it is not perceived as reckless, at the risk of aggravating the yield curve slope for an inflation premium. The
Central Bank’s response will be guided by how market prices react, especially the exchange rate, and by
inflation expectations. The fact is, for the time being, that the Brazilian macroeconomic situation calls for an
accommodating monetary policy, similar to other countries that had a hard time to transmit the decline in
short-term interest rates to the long-term curve after the global crisis 2008. Back then, these countries opted
for unconventional measures such as quantitative easing, which certainly does not apply to the Brazil. In our
case, reducing fiscal uncertainties is the key factor to lowering the yield curve slope.

Chart 5 – Breakdown of yield curve slope

4 In a recent study entitled “Determinants of the yield curve slope in Brazil”, dated January 4, 2018, the economic consulting firm MCM broke down the
yield curve slope premium using a methodology somewhat different from ours. Despite this difference, the results were generally the same: a significant
portion of the slope is due to factors that are note explained by the model.
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DEPEC – BRADESCO is not responsible for any acts/decisions taken on the basis of the information available through its publications and
projections. All data or opinions contained in the information herein is carefully checked and prepared by fully qualified professionals, but should
not be taken, under any circumstances, as a basis, support, guidance or standard for any document, assessment, judgment or decision-making, of a
formal or informal nature. Thus, we emphasize that all consequences and responsibility for the use of any data or analysis of this publication are
assumed solely by the user, exempting BRADESCO from all actions resulting from the use of this material. We also point out that access to this
information implies acceptance of this term of responsibility and usage. The total or partial reproduction of this publication is strictly prohibited,
except with authorization from Banco BRADESCO or full citation of the source (naming of the authors, the publication and Banco BRADESCO).
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