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Recent evolution of neutral interest rates in Brazil and monetary policy 

Neutral interest rates have always been a crucial variable driving monetary policy. An intuitive way of 
thinking about neutral interest rates is that they are compatible with GDP growth in its potential, and with 
low and stable inflation (or within target, for countries that adopt inflation targeting).  
 
After 2008, we have witnessed an extensive body of empirical evidence building up for the continuous 
decline of neutral interest rates, especially in developed markets. There are several possible reasons for 
this decline, some of which may be conflicting. These include the secular stagnation theory1, the high 
leverage2 of the financial system, regulatory and demographic changes3, among others. Since the neutral 
interest rate is an untraceable variable, economists need to estimate (rather than measure) its evolution 
over time. In order to do so, they use a set of indicators, such as slope and level of the interest rate curve, 
joint progress of economic activity and inflation, country risk, and others. Obviously, there is a wide range of 
data modeling options available, varying according to specification, strength of results, chosen sample 
period, etc. The literature has not reached a consensus yet when it comes to forecasting neutral interest 
rates in the United States, which has a long history of low inflation rates, and it certainly wouldn’t be any 
different in Brazil, especially since the country has undergone more frequent and recent structural changes 
than the U.S.  
 
In Brazil, this debate has been gaining attention, as both real and nominal interest rates are on a 
downward trend. This subject has recently come back under the spotlight, as it now seems that the 
approval of the government’s fiscal reform bills may be delayed, which would negatively impact public 
finances and ultimately the medium-term debt sustainability. We do not disagree with the assessment that 
failure to pass the reforms would lead to a substantial increase of the neutral interest rate. However, we 
must raise the question of just how much of this change in the prospects for the reform bills has resulted in 
deteriorating asset prices, and how much it has effectively raised the neutral interest rate metrics used by 
the Central Bank in its current decision-making process.  
 
In addition, our goal is not to discuss different methodologies4. Our aim is to highlight what we consider to 
be relevant contributions by these approaches, which support our viewpoint on neutral interest rates in 
Brazil. To that end, we provide a quick recap of the leading metrics used to calculate neutral interest rates.  
 

1  Lawrence Summers, http://larrysummers.com/2017/06/01/secular-stagnation-even-truer-today/ 
2  Kliesen, https://www.stlouisfed.org/publications/inside-the-vault/spring-2011/low-interest-rates-have-benefits and costs 
3  Regulatory and demographic shifts, see BoE report at http://www.bankofengland.co.uk/research/Documents/workingpapers/2015/swp571.pdf 
4   References for this methodology include: 
o Perrelli, Roberto and Roache, Shaun K. “Time varying neutral interest rate – the case of Brazil” IMF Working Paper, WP/14/84 
o Goldfajn, Ilan and Bicalho, Aurélio. A longa travessia para a normalidade: os juros reais no Brasil 
o Laubach, Thomas e Williams, John C. “Measuring the Natural Rate of Interest Redux” 
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The first thing that stands out is the fact that no single method is clearly superior to others. For example, 
method #3 (Taylor rule estimation) is more appropriate to determine the neutral interest rate perceived by 
the Central Bank than the real interest rate. If the monetary authority sharply raises or cuts the interest 
rate(detached from fundamentals), the neutral interest rate estimates in #3, and probably in #1, will – at 
least temporarily – support part of this movement, considering it as a genuine movement of interest rates. 
 
The second factor to be taken into account is that the variance of neutral interest rates is well above zero. 
As obvious as that may seem, it must be noted that the neutral interest rate has varied significantly over the 
past 15 years. Some of the methods (such as #5, general equilibrium models) can produce (real) neutral 
interest rate estimates that range only between 9% and 10% in a period of over 10 years. This is due to the 
complexity and sensitivity of these models to starting conditions or the specification of their equations. 
Whenever we get this type of non-intuitive result, we discard the model. 
 
Finally, the third point worth mentioning is the considerable dispersion of estimates. Therefore, we 
recommend using a more comprehensive set of models, rather than working with a single model (or model 
type). A measure of dispersion should also be included. In our case, we selected five models, calculated the 
average estimate and included ranges of plus or minus one standard deviation, which can be seen in chart 1. 

#1. Statistical Filters #2. Interest rate parity

The first and simplest metrics concern the historical series for real 

interest rates, in the ex-ante or ex-post concept. A statistical filter is 

used to eliminate noises from the series and the result is the 

equilibrium interest trend over time. Among other restrictions, this type 

of approach does not allow us to simulate the neutral interest rate in 

the future.

The second type of metric uses the uncovered interest rates parity, 

where the domestic interest rate depends on the international rate, the 

expected exchange rate depreciation, the differential between domestic 

and foreign inflation, and some measure of country risk.

#3. Taylor Rules #4. Macro fundamentals

We estimate a Taylor rule, in which the neutral nominal interest rate 

depends on its own lagged valye, on the expected deviation of the 

inflation rate from its target, and on an intercept, which varies in time. 

This intercept captures the evolution of the nominal neutral interest rate 

over time.

Under this approach, we develop an econometric model, in which the 

evolution of real interest rates is explained by macroeconomic variables 

such as country risk, inflation surprise, debt- and credit-to-GDP ratio, 

international interest rates, primary surplus, etc. Its significant feature 

is the possibility of simulating different scenarios (such as what 

happens if there is just a slight increase in country risk), taking into 

account the historical effect of macro variables on the neutral interest 

rate.
#5. General equilibrium model #6. Panel data models

In this type of model, we estimate an IS curve (activity) and a Philips 

curve (inflation), assuming a law of motion for the neutral interest rate 

and for the potential GDP in time. The joint evolution of activity (IS 

curve) and inflation (Philips curve) updates the neutral interest rate 

forecasts – that is, if activity and inflation are consistently below the 

expected levels for a given interest rate, the interest rate is probably 

above neutral.

Similar approach as #4, but instead of explaining the neutral interest 

rates of a single country, we conduct a panel regression, where the 

effects may or may not be common to all selected countries.

Table 1. Some of the methods used to estimate neutral interest rates in real time 
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Although the level of neutral interest rates has not been satisfactorily explained by the economic 
literature, we can see that this variable has been on a clear downward trend. There is no question that the 
macro and microeconomic policies implemented over the last 20 years accounted for much of this trend. 
Improvements in the institutional climate, such as greater compliance with contracts, the reduction in 
information asymmetry (payroll loans), the creation of appropriation assets and improvements in collateral 
rules, in addition to the new bankruptcy law, are just a few examples. On the other hand, neutral interest 
metrics rose whenever the country experienced economic policy setbacks: their average went from slightly 
below 4% in 2013 to slightly above 6% in real terms in mid-2015.  
 
More recently, these metrics have returned to lower levels. Looking ahead, there is a lengthy agenda of 
actions that can help bring the equilibrium rate to permanently lower levels. For example: (i) Social 
Security Reform, which is crucial to ensuring survival of the system and of public finances; (ii) adoption of 
the Long Term Rate (TLP), which will confer more power and horizontal approach to the monetary policy; 
(iii) compliance with the government spending cap, which will increase domestic savings over the medium 
term; (iv) the trade liberalization agenda, which increases productivity gains by allowing the adoption of 
more cutting-edge technologies, without causing inflationary pressures; (v) greater transparency when it 
comes to subsidy spending, putting it in the hands of society at large rather than just the government’s; and 
other measures, some of which are already being debated in Congress. This agenda is necessary in order to 
keep neutral interest rates at low levels over the long term.  
 
It is also interesting to note that some of the main inputs for these models oscillated after the political 
crisis that unfolded in May, but have already returned to levels close to 4 months ago. The 5-year CDS 
spread (a measure of country risk) has already returned to approximately 200 points; the exchange rate has 
dipped back to the BRL/USD 3.1-3.2 range; international interest rates remain well-behaved; finally, Brazil 
has seen many downward surprises with economic activity and inflation (to a greater extent in the case of 
inflation). The #5 models, for instance, use this data as direct input. 
 
Should this discussion be taken into account when it comes to setting monetary policy? We prefer to think 
of two main strategies: strategy (A) seeks a “generalized” convergence, bringing interest rates to their 
structurally neutral value and keeping it at this level; while strategy (B) is based on the acknowledgment that 
neutral interest rates may, at a given time, dip below the so-called “structural” interest rate, which would 
lead the Central Bank to continue to cut rates at its next meetings. This is reinforced by well-anchored 
inflation expectations and the disinflationary output gap. 
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Chart 1 – Central estimate of real neutral interest rate, plus and minus one standard deviation (in %) 

Source: Bradesco 
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However, we must also consider the risk of each strategy. First, both strategies face a common risk: failure 
to approve Social Security Reform, or departure from the current reform agenda. This would cause interest 
rates to rise in the future, regardless of which strategy is adopted. Second, since interest rates are lower in 
(B) than in (A), it could be argued that there is a risk that inflation will accelerate, due to greater stimulus to 
economic activity.  
 
Finally, the third risk is related to a slower economic recovery. This could occur for several reasons: (i) the 
neutral interest rate may fall well below expectations, as it did in developed markets after the 2008/2009 
crisis; (ii) the recent political events may have delayed investments and hiring decisions; (iii) the current 
default cycle may take longer to be absorbed than previous cycles, leading to a tightening of credit 
conditions. 
 
The risk of inflation accelerating in the relevant horizon for monetary policy seems much lower. With 
some breathing room in the country’s external accounts, slack in industry and in the job market, contained 
growth of nominal wages, anchored inflation expectations and a low exchange rate, inflation is very likely to 
be kept in check in 2018. Therefore, we understand that keeping interest rates at below the neutral rate is 
crucial for the country recovering the GDP gap of recent years, which currently seems to be the ideal 
strategy. Over the next few quarters, we might witness the longest low-interest rate period in our country’s 
history.  
 
At the same time, we believe that the chances of a slow economic recovery have recently decreased. 
Economic recovery has been gaining some traction and, since real interest rates are currently slightly below 
the neutral interest rate, it seems plausible that, over time, the Central Bank will increasingly monitor the 
effects of lower interest rates on activity and inflation before moving to cut real interest rates too far below 
current levels, especially given the uncertainty of neutral interest rate estimates and of the continuity of the 
reform agenda. Therefore, we believe that, until the end of the year, the Central Bank’s statements will 
highlight the lagged effects of the monetary policy and the approaching end of the interest rate-cutting 
cycle. 

Source: Bloomberg 

Chart 2 – Brazil’s 5-year CDS spread (in points) 
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Chart 3 – Forward Interest Rates, 2019 (in %) 

Source: Bloomberg 

Chart 4 – Ex-ante Real Interest Rate (Swap 360 minus 12-month ahead inflation expectations, %) 
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DEPEC – BRADESCO is not responsible for any acts/decisions made based on the information disclosed in 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 the authors, the publication and Banco BRADESCO). 
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