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Brazil’s economy is on the path of recovery. There is some disagreement regarding the intensity of this
recovery over the coming quarters, but it is becoming increasingly clear that the recovery is spreading
through the economy. Inflation expectations remain subdued this year and the next, despite the ongoing
recovery, reflecting the low level of current inflation, the moderate increase of the minimum wage for 2018,
anchored forecasts and persistence of low levels of installed capacity utilization throughout the economy. The
exchange-rate and commodities are also key determinants for the inflation outlook. Our base scenario assumes
GDP growth of 2.8% and 3.0% in 2018 and 2019, respectively, and year-end exchange rates of BRL/USD 3.20
and BRL/USD 3.30, inflation expectations in line with the Central Bank’s Focus survey of market expectations,
and assuming that metal commodities will rise on average by 5% in BRL. Based on these assumptions, we
believe the inflation outlook will remain subdued particularly in the case of core inflation, and forecast IPCA
inflation of 3.90% in 2018 and 4.25% in 2019.

The first inflation readings of 2018 reinforce the benign inflation Picture, particularly with regards to core
inflation. In addition to the modest increase of the minimum wage, education costs are rising slower than in
previous years. In light of the behavior of seasonally adjusted inflation over the last few months, we predict
core inflation to slow from 3.3% at the end of 2017 to about 2.7% by the end of 1Q2018.

Note that this decline in inflation is not only the result of the modest increase of the minimum wage (which has
a direct impact on items such as housekeeping prices, which have a total weight of 5.8% in headline inflation).
Service inflation excluding these items, for example, will likely decelerate from 3.4% at the end of 2017 to 2.8%
by March.
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Although the balance of risks is too symmetrical, it is still too soon to worry about the inflation
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We ran some simulations varying the GDP, exchange rate and forecasts in order to measure the sensitivity of
inflation to these variables. In all scenarios, 2018 inflation remains below the center of the Central Bank of
Brazil’s target. The simulation used cores by exclusion, which removes regulated prices and food at home. We
ran four simulations: 1) annualized GDP growth of 4.0% as of the first quarter of 2018, exchange rate at
BRL/USD 3.50 at the end of this year and BRL/USD 3.60 at the end of 2019 and Focus expectation for inflation;
2) the same assumptions as the first scenario, but with 2019 inflation forecasts set to 4.75%, above the target;
3) same assumptions as the first scenario, but with the exchange rate at BRL/USD 2.80 and BRL/USD 2.90, at
the end of 2018 and 2019, respectively; 4) GDP base scenario (3.2% annualized), more appreciated exchange
rate (BRL/USD 2.80 and BRL/USD 2.90 at the end of each year) and Focus expectations for inflation.

Chart 2 – Services IPCA excluding minimum-wage dependent labor and house-keeping
Seasonally adjusted and annualized
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Chart 3 – IPCA core by exclusion
Simulations of alternative scenarios 
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The results shown in Chart 3 demonstrate that even in scenario (2), with stronger growth and a weaker BRL,
core inflation remains at about 4.0% in 2018. However, this is not the case when we consider the 2019
horizon. Under the same scenario, core inflation accelerates to 5.4% by the end of next year, suggesting that
the Central Bank may need to tighten monetary policy. Inflation remains below the center of the target until
the end of next year in scenario (4), which includes more moderate inputs. Finally, as a basis for comparison,
our base scenario indicates moderate core acceleration this year, to 3.7%, and to 4.5% next year.

Another way of testing inflation risks is to separate the index between fixed and flexible prices. This
methodology separates the items whose prices more frequently accelerate (flexible) and those that are not
often changed (fixed). Due to their characteristics, flexible prices tend to react more quickly to economic cycle
phases, while fixed prices often have a lag and therefore suffer greater influence from inflation expectations
when they are formed. Since we do not possess business level information to classify the IPCA items, we used
the Barros et al. (2009)1 study as a reference, in which this breakdown is performed for FGV’s IPC. Although it is
not exactly the same index, we believe that this division can be extended to the IPCA without loss of generality.

Using this method, fixed prices continue to slow and remain at one of the lowest levels of the historical
series. Flexible prices, which tend to respond more quickly to the economic cycle phases, also continue to
slow, remaining at the lowest level of the series when the effects of fuel prices on the index are removed.
Since Petrobras changed its fuel price adjustment methodology last year, the change in seasonally adjusted
effects was compromised and is overestimating the group’s price change. Even when we extrapolate the data
for the end of 1Q18, we still see a scenario without significant acceleration for either.

Chart 4 – Fixed and flexible prices in the IPCA
Six-month seasonally adjusted and annualized 
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¹ Barros, R., M. Bonomo, C. Carvalho e S. Matos (2009) Price Setting in a Variable Macroeconomic Environment: Evidence from Brazilian CPI. FGV
Conferences, 31st Meeting of the Brazilian Econometric Society.

Source: IBGE, Bradesco



Macroeconomic Research Department 4

DEPEC Highlight – Bradesco

Although headline consumer inflation will accelerate moderately this year, one of the major contributions to
this movement will come from food inflation. Last year, food inflation was negative at 4.9% and we project a
4.5% increase this year, which will result in a positive contribution to 2018 headline IPCA of 150bps. Even with
this acceleration, the overall food inflation picture remains benign. There was a short-term reduction in the risk
of a La Niña weather phenomenon occurring and the prospects for international and domestic harvests for the
major crops remain positive. At the beginning of the year, we saw higher than normal pressure on in natura
food, reflecting concern regarding rainfall and a decline in planted area. We believe these inflationary pressures
will tend to slow down in the coming months. Note that these in natura foods only account for 1.7% of a total
weight of 15.7% of food inflation in headline inflation.

Despite the positive inflation outlook for 2018, the balance of risks seems more symmetrical than in 2H2017.
The main items to watch are: i) gasoline, for which we consider an increase of 4.4% in our scenario, which is
compatible with an oil price of USD 60-USD 65 – however, there was additional pressure on prices at the
beginning of the year due to geopolitical reasons; ii) industrial goods, for which we identified that the recent
core acceleration of the industrial IPA has occurred with a higher than expected intensity for this phase of the
cycle and may result in future pressures for the industrial goods group of the IPCA; and, finally, iii) electrical
power, a group for which we expect a 5.5% increase in prices. However, even if we have observed a small
short-term improvement in the rain scenario, the forecast for this item requires care, and each additional
electric power inflation point results in the incorporation of approximately 4 b.p. in the IPCA.

Finally, even considering the more symmetrical balance of risks, we believe that current inflation forecasts
are at a comfortable level over the relevant time horizon for monetary policy, which is consistent with the
Central Bank keeping the monetary policy rate on hold at 6.75% over the remainder of the year.

Chart 5 – Group contributions to the IPCA 

(*) Estimate.
Source: IBGE, Bradesco 



Macroeconomic Research Department 5

DEPEC Highlight – Bradesco

Technical Staff 

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).

Director of Economic Research and Studies Fernando Honorato Barbosa

Economists Ana Maria Bonomi Barufi / Andréa Bastos Damico / Constantin Jancsó / Daniela Cunha de Lima / Ellen 
Regina Steter / Estevão Augusto Oller Scripilliti / Fabiana D’Atri / Igor Velecico / Leandro Câmara Negrão
Myriã Tatiany Neves Bast / Priscila Pacheco Trigo / Regina Helena Couto Silva / Robson Rodrigues 
Pereira / Thomas Henrique Schreurs Pires

Interns Alexandre Stiubiener Himmestein / Camila Medeiros Tanomaru / Felipe Yamamoto Ricardo da Silva /  
Rafael Martins Murrer / Thaís Rodrigues da Silva

economiaemdia.com.br


