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¹The Central Bank uses the so-called “hybrid models”, which combine hypotheses for exchange rate and interest obtained (i) from the Focus survey; and
(ii) from the latest results of the variables.

The economic scenario has become more complex in recent months, which translates into higher asset
volatility and a shorter horizon of predictability. Brazil’s currency depreciated around 30% in one year, which
suggests a shock of 1.5% to 2.7% in consumer prices, depending on the policy response. On the other hand,
growth has been slower than expected, and unemployment did not fall below 12% since late last year. There is
also a lot of uncertainty regarding economic policy in the new administration next year (reform schedule,
credibility and efficiency of the fiscal policy, etc.), which has raised risk premiums and weighed on asset prices
in Brazil.

This is the backdrop against which the Central Bank of Brazil will announce how it will steer monetary policy
on September 19. While the yield curve implies in 150bps in Selic rate hikes by the end of the year – partially
reflecting tail risks –, analysts have not reached a consensus regarding the recommendation of an optimal
monetary policy, with some suggesting immediate interest rate tightening and others in favor of maintaining
the Selic rate at its current level.

Some of the main arguments of the first group are: (i) BRL depreciation could push 2018 inflation above the
center of the target, potentially contaminating expectations and forecasts for 2019; (ii) the Selic rate is below
neutral, favoring bets against domestic assets and resulting in more BRL depreciation than would be the case
otherwise.

Regarding the first argument, it is true that the forecasts of some1 Central Bank models will be reported
higher in the next few weeks. In particular, the model assuming a flat policy rate at 6.5% and a stable BRL at
the current level may predict an IPCA rate above the center of the target both in 2018 and 2019. Our own
estimate replicating this Central Bank model and assumptions point to IPCA inflation rising to 4.7% in 2018 and
falling to 4.4% in 2019 – above the center of the inflation target of 4.5% and 4.25%, respectively.

But is this enough reason to start tightening monetary policy? Not yet, we believe. First, because no one
knows whether the current exchange rate will remain at its current level. The agenda of the incoming
administration will affect the currency, and only then will the Central Bank have a basis to assess the aftermath
of an exchange rate shock on prices. Second, because raising the Selic rate now changes the constant Selic
policy rate assumption of the model. Running the model assuming a path for the Selic policy rate based on the
Focus survey of market expectations (Selic stays flat over the next several months and starts rising towards 8%
beginning in May 2019) and an exchange-rate of BRL 4.10/USD yields and inflation forecast about in line with
the inflation target both for 2018 and 2019 – that is, not indicating an urgent need for policy tightening.

There is also the argument regarding the flexibility of the inflation targeting regime. The exchange rate shock
has been intense in 2018, and the Central Bank does have mechanisms (e.g. regime bands) to focus only on the
second-order effects of the primary shock. Therefore, simulations pointing to IPCA hikes above the center of
the target in 2018 should only prompt a policy response if they contaminate inflation forecasts for 2019, which
hasn’t happened so far. Part of the depreciation reflects the higher uncertainty surrounding the future fiscal
policy, which could change over the next few months.
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It is undeniable, however, that the short-term risk balance (for inflation) has worsened. Pressure on
wholesale inflation has increased (we forecast IGP-M inflation to end 2018 at about 8%), and there are some
doubts as to whether what we’ve seen so far – weaker exchange rate pass-through to consumer inflation –
reflects only uncertainties regarding the lag in this process or a weaker economy holding price hikes.

Nonetheless, we believe that the optimal strategy for the Central Bank would be to wait until we have a
clearer picture regarding fiscal uncertainty, considering that the current exchange-rate reflects the risk of an
adverse scenario, and that there is some flexibility in the regime to absorb shocks. With an organized
economic policy, the equilibrium exchange rate suggested by the external backdrop is arguably stronger than
the current BRL/USD 4.1, which would significantly reduce inflationary pressure in 2019 and postpone the need
for monetary policy tightening.

It is clear that if economic policy fails to address the fiscal challenges, in time, it will result in higher interest
rates. The equilibrium exchange-rate would be weaker because of fiscal risk and the neutral interest rate would
probably be higher (we currently estimate the neutral real interest rate in Brazil at about 4%).

Regarding the second argument (Selic is too low to stabilize exchange rate dynamics), this makes sense
theoretically, but effectively measuring this effect is very difficult. We believe that fiscal credibility is far more
important in setting the exchange rate than the interest rate. For example, Argentina recently raised its interest
rates from 45% to 60%, with limited impact on the FX market – the same happened with the Turkish lira. The
global market has punished economies that have hesitated in solving their macroeconomic imbalances. But in
Brazil’s case, unlike in Turkey and Argentina, there is no short-term external imbalance or inflation, which buys
the country some time until the outlook for the fiscal agenda emerges, which in the case of Brazil, we believe is
currently the most relevant driver for asset prices. Using the wrong tool to fix the fiscal problem may not be the
ideal solution, even if it is the only tool available, in some cases.

Therefore, we believe that the optimal monetary policy strategy in this complex and unpredictable
environment is to wait until there is more information regarding the outlook for the fiscal agenda in order to
assess for how long the primary shock will last and measure the risks of second-order effects, and only then
take action. With some slack in the balance of payments, high unemployment rates and idle capacity, coupled
with weak growth, a big part of the primary exchange rate shock tends to translate into a mere shift in relative
prices. If the new economic agenda in 2019 addresses fiscal issues in time, we will most likely see the currency
appreciate and inflationary pressures recede next year, perhaps even postponing the beginning of the
tightening cycle (depending on how the BRL evolves). On the other hand, if the policy agenda is inconsistent,
the equilibrium interest-rate will rise and the equilibrium exchange rate will likely weaken independently of
balance of payments conditions, ultimately worsening the balance of risks, in which case we will most likely see
anticipated interest hikes.
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Chart 1: Exchange and interest rates
Argentina Turkey
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