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U.S. growth will likely lead to additional steps towards interest rate normalization over the next few years.
The debate on the intensity and extent of this normalization process has grown among members of the FOMC
(Federal Open Market Committee) and analysts. There is also a debate about the potential effects of this
process on emerging countries, including Brazil.

Several recent studies found that the neutral interest rate of the U.S. economy fell significantly since the
2008 financial crisis. The same phenomenon took place in other developed economies, such as the Eurozone,
Japan, United Kingdom, Canada and others. A recent study used as a reference in neutral interest discussions1

estimates a significant drop in structural interest rates over time. Table 1 summarizes neutral real interest rates
in each country or region at each given moment. This movement can be separated into two distinct periods: a
moderate reduction from 1990 to 2007, and a more intense decline after the 2008 financial crisis (from 2007 to
2016). The relative synchronicity of downward sloping interest rate curves in different countries/regions, which
occur at different intensities, suggests the existence of common global factors that affect equilibrium interest
rates.

From a methodological point of view, a decline in neutral rates responds to the reduction in potential GDP,
on the one hand, and a set of other factors, on the other. Demographic changes2, greater international
competition in the goods market, growth in global savings, lower total factor productivity, and greater
anchoring of inflation expectations around the world are factors that may partly explain this simultaneous
decrease in interest rates. In any case, the reduction in potential GDP is decisive in recent studies that seek to
explain the decline in structural interest rates. Table 2 shows how the decline in potential GDP occurred
simultaneously with the adjustment in real equilibrium interest rates (Holston et al. 2016).

Table 1 – Neutral interest rates of select countries and regions

1990 2007 2016

United States 3.5 2.3 0.4

Canada 3.2 2.5 1.3

Eurozone 2.5 2.1 -0.3

United Kingdom 2.9 2.6 1.5

Source: Holston et al. (2016), Bradesco

1 Holston, Laubach and Williams (2016): Measuring the Natural Rate of Interest: International Trends and Determinants (HLW 2016).
2 For a very interesting discussion of the effect of demography on equilibrium interest, see “On secular stagnation and low interest rates: demography
matters,” by Ferrero, Gorss, and Neri.
In a sudden move in 2013, Bernanke signaled that the Federal Reserve could end QE and reduce liquidity. The market was taken by surprise, interest
rates rose quickly, risk premiums increased, and the FOMC had to renege on that strategy.
After Donald Trump’s victory, markets adjusted for an inflationary economic agenda, based on: fiscal stimulus, trade protectionism, sectoral protection
and immigration restrictions.
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Table 2 – Potential growth of select countries and regions

1990 2007 2016

United States 3.3 2.8 1.5

Canada 3.5 2.5 1.5

Eurozone 2.7 2.1 1.1

United Kingdom 2.8 2.7 1.9

Source: Holston et al. (2016), Bradesco

With this diagnosis, we can establish acceptable limits for the pace policy rate normalization in the U.S. We
will start from the FOMC members’ own estimates for potential GDP and equilibrium interest rates for the U.S.
to parameterize alternative scenarios. The internal debate among the FOMC, with different views, brings an
exhaustive discussion on the trends for these variables and seems like a good starting point for the exercises.
Thus, we have established three hypotheses for the Fed's interest rate normalization scenarios: (1) gradual
normalization to 2.0% (lower quartile of FOMC projections); (2) convergence to the median of FOMC
projections (2.6%); (3) a faster adjustment to the top quartile of FOMC projections (3.25%). Behind such
alternative hypotheses for equilibrium interest rates are distinct views on the potential growth of the U.S.
economy by FOMC members, ranging from 1.5% to 2.2%, although they do not explain the full discrepancy of
interest rate estimates, which also consider different hypotheses for all other factors.

Chart 1 – Interest rate estimates by FOMC members
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Source: Bloomberg, Bradesco

Chart 2 – Alternative interest rate scenarios for the United States
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Starting from the policy rate, one must incorporate the risk premium in order to reach the long-term interest
rate. In the latest monetary tightening episodes, the difference between the 10-year rate and the policy rate
ranged from approximately 50 to 100 bps near the end of the cycle. Based on these parameters, we estimated
the 10-year interest rate at the end of 2018 for each of the following scenarios for the policy rate: (1) 2.20% -
low interest rate with low term structure premiums; (2) 2.75% - medium neutral interest rates with term
structure premiums at historic average; (3) 3.50% - neutral interest that rises faster and higher term structure
premiums, with the chance that neutral interest rates will go back to a level closer to the pre-crisis period.

Based on these three simulations for the U.S. long-term interest rate, we can estimate the impacts on Brazil's
risk and exchange rate for two adjustment scenarios to the economy. We simulated two scenarios for Brazil
risk, based on the 5-year CDS in 2018: (1) the prevailing perception is that the country is having more success in
implementing structural reforms than its counterparts and asset prices perform with a credit rating one grade
better than the current (similar to the period between 2011 and 2013); and (2) the country is seen as falling
behind in implementing structural reforms, and its assets perform as compatible with a risk rating one grade
lower than the most recent period (2014 to 2016). Chart 3 shows such periods, comparing the Brazil risk to the
average of a group of countries with risk rating one grade better than Brazil’s current rating. These exercises are
factual and do not aim to discuss Brazil’s particular dynamics.

Chart 3 – Country risk (CDS) for Brazil and for countries rated BB+
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In order to assess the transmission of U.S. interest rate raises to Brazil risk, we take into account two episodes
that were exogenous to the local economic policy. The first was the tapering3 in 2013 and the second was
President Trump’s electoral victory, which led to expectations of an expansionist fiscal agenda and protectionist
trade policies, at the end of 20164. We consider the sensibility of “average countries” of each of the proposed
risk ratings, with simplified assumptions, to assess the impact of higher interest rates in the U.S. We predict
2018 to reflect some of the characteristics from each of the events (2013 and 2016), with the combination of an
outlook for more accelerated economic growth ahead (as was the case with the 2016 event) accompanied by a
signaling of monetary policy normalization (as Bernanke did in 2013, but in different scale and forms). As such,
we used the mean parameters of both events to estimate the transmission of interest rate changes to the CDS
spreads. Starting from these parameters for the transmission of interest rates to the CDS, and taking the positive
scenario as a base (scenario 1), in which the Brazilian economy performs as if its risk rating were one grade
better than the current one, we arrive at the CDS estimates shown in Chart 4 for the different U.S. interest rate
scenarios.

What the previous chart shows is that the improvement in country risk coincides with the rising interest rates
in the U.S. in scenarios where rates rise gradually (1 and 2). The risk rating would remain likely to improve even
if the 10-year rate reaches 2.75%, causing the CDS to end 2018 at below current levels. Only under the most
adverse conditions, of a rapid surge of 10-year interest rates would Brazil’s risk spread widen beyond current
levels even in the scenario where the sovereign credit rating is upgraded (but even in this case, the effects of
higher U.S. rates are mitigated by an improved Brazil risk). On the other hand, the negative scenario, where
Brazil performs like a country with a one-notch downgrade (scenario 2), would produce the CDS spreads shown
in the chart for the following 10-year interest rate hypotheses in 2018.

Chart 4 – Alternative estimates for the (5-year) CDS if Brazil advances in improving its economic fundamentals
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3 In a sudden move in 2013, Bernanke signaled that the Federal Reserve could end QE and reduce liquidity. The market was taken by surprise, interest
rates rose quickly, risk premiums increased, and the FOMC had to renege on that strategy.
4 After Donald Trump’s victory, markets adjusted for a more inflationary economic agenda, based on: fiscal stimulus, trade protectionism, sectoral
protection and immigration restrictions.
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Source: Bradesco

Chart 5 – Alternative estimates for the (5-year) CDS if Brazil worsens its economic fundamentals
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In this case, the perception that the country is falling behind in implementing structural reforms when
compared to its peers produces worse outcomes for CDS in all scenarios. The CDS would deteriorate even
further with a worse credit rating and a sharper increase in interest rates abroad. In this environment and,
without considering more extreme cases of lost anchors and possible non-linearities in the economic processes,
we would have the CDS deteriorating to approximately 360 b.p. In extreme cases, with the partial analysis of
the relationship between CDS and the exchange rate (at current values), we would reach levels ranging from
BRL/USD 2.80, in the most positive case, until BRL/USD 3.60, in the most negative case. It should be noted that
each of the estimated scenarios considers the average impact, with significant dispersion and imprecise
parameters.

The conclusion is that continuity of economic policies that produce a better risk perception would likely
attenuate the effect of a shift in international liquidity conditions over the course of 2018. The continued
improvement of the U.S. economy increases the chances of monetary policy normalization and widening
interest curves in the international market, with an impact on the risk pricing of several asset types. Even with
all the limitations of this type of exercises, it is clear that the country's sensitivity to mood swings in the world
economy will diminish if Brazil continues to be perceived as more reformist than its peers, especially when it
comes to fiscal stabilization. The more Brazil moves ahead with its structural reforms and improves its risk
perception, the less vulnerable it will be to this shift in liquidity conditions in 2018.
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