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The consensus in late 2017 was that the cycle of interest rate cuts in Latin America was coming to an end.
However, a combination of lower-than-expected inflation, frustrated growth and, in some countries, the
effects of currency appreciation leave room to reopen the debate on continued cuts. Contrary to indications
from the central banks themselves, we believe the most likely scenario to be another interest rate cut by the
central banks of Colombia and Chile in the coming monetary policy meetings, on April 27 and May 3,
respectively. We also believe that Peru is likely to cut the interest rates once again as well, but the BCRP will
prefer to wait a few months despite the country’s inflation rate coming in at the lowest on the continent.
Most major Latin American economies have undergone significant disinflation processes in 2016 and 2017
after the shock of the previous period.

Most major Latin American economies have undergone significant disinflation processes in 2016 and 2017
after the shock of the previous period. As of 2015, the drop in international commodities prices impacted the
region’s terms of trade, causing negative effects on balance of payments, fiscal accounts and leading to
currency depreciation (see DEPEC Highlight: Latin America to benefit from rising commodities, dated March 14,
2018).

The magnitude of these shocks and their impact on growth and production depend on each country’s
characteristics and fundamentals. Peru and Chile behaved as expected for a small economy, open to foreign
trade and with well-adjusted macroeconomic fundamentals: currency depreciation, significant cyclic impact –
but fleeting – on the product and anti-cyclic economic policies.
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Figure 1: Annual inflation in select Latin American countries

Source: INE, Dane, Inegi, BCRP, IBGE, Indec, Bradesco
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The impact on both growth and inflation in Brazil and Colombia was more persistent. In Brazil, fiscal
accounts had been deteriorating in the years preceding the external shock, while in Colombia, the
main problem was a lack of balance in external accounts. In both cases, inflation rose and a strong
recession ensued, which was associated with adjustments to the balance of companies and
households.

Mexico and Argentina were exceptions. In the case of Mexico, the impact of the terms of trade shock
was more ambiguous, since the unfavorable vector of the falling oil prices counteracted the favorable
effects of the drop in commodities in the industrial sector, strongly integrated with the USA. In
Argentina, the impact of the drop in commodities was significant for the agricultural industry, but
overshadowed by the election calendar and macroeconomic adjustments after the election of
President Macri in late 2015.

Figures 1 and 2 show that 2015 and 2016 were years of tightening monetary policies for most of the
region, leading to a widespread inflation drop, and allowing for significant cuts to the base interest
rate in most countries as of the end of 2016 and throughout 2017. Mexico and Argentina are
exceptions once again. In Mexico, uncertainties regarding the election of President Trump, NAFTA
(North American Free Trade Agreement) renegotiation and the July presidential election led to
depreciation of the Mexican peso, pressuring inflation and causing the Bank of Mexico to raise interest
throughout 2016 and 2017, contrary to the rest of the region. Argentina has been facing economic
disinflation difficulties after the implementation of the inflation target regime, limiting the room
available for interest rate cuts and leading the economic team to raise inflation targets.

With inflation rates converging to the targets in most countries at the end of 2017, there was a
consensus that the cycle of interest rate cuts in Latin America would end in early 2018. However,
inflation has remained surprisingly low and inflation expectations have continued to fall since then.
Figure 3 below captures this situation in the region’s main countries, comparing the inflation target in
each country with inflation, inflation expectations and the monetary policy rate of the major Latin
American economies in late 2017 and at the end of 1Q18.

Figure 2: Monetary policy in select Latin American countries

Source: BCB, BCCh, Banrep, Banxico, BCRP
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Figure 4 shows the difference between effective inflation data (accumulated in 12 months) and the
last market consensus information from the Bloomberg news outlet available prior to disclosure of the
official data, since January 2017. Mexico and Argentina were excluded from this analysis. To facilitate
this view, we highlighted the inflation rates at least 0.05 percentage points lower than expectations in
blue, and reading at least 0.05 percentage points over expectations in yellow.

Occurrences of lower-than-expected inflation were much more common than inflation surprises
exceeding expectations. Of a total of 60 observations for the 4 countries, almost half of the releases
(45%) showed inflation below expectations, while inflation was higher than expected in 25% and
within expectations for the remaining 30%.

Source: Bloomberg, Bradesco

Figure 3: Inflation and Interest in Latin America

Source: Indec, BCRA. IBGE, BCB, INE, BCCh, Dane, Banrep, Banxico, BCRP, Bradesco

Figure 4: Inflationary surprises (% year-on-year) in select Latin American countries

Inflation Target – 

IPC (2018)

12 mo. IPC 

12/2017

12 mo. IPC 

3/2018

2018 Expec. IPC 

in 12/2017

2018 Expec. IPC 

in 3/2018

Basic 

interest 

12/2017

Basic 

interest 

3/2018

Argentina 15.00% 26.10% 25.40% 17.40% 20.30% 28.80% 27.30%

Brazil 4,50% (± 1,50%) 2.95% 2.68% 3.96% 3.54% 7.00% 6.50%

Chile 3,00% (± 1,00%) 2.27% 1.81% 2.70% 2.50% 2.50% 2.50%

Colombia 3,00% (± 1,00%) 4.09% 3.14% 3.46% 3.43% 4.75% 4.50%

Mexico 3,00% (± 1,00%) 6.77% 5.04% 4.08% 4.13% 7.25% 7.50%

Peru 2,00% (± 1,00%) 1.36% 0.36% 2.40% 2.15% 3.25% 2.75%

Projections Effective Difference Projections Effective Difference Projections Effective Difference Projections Effective Difference

jan-17 5.40 5.35 -0.05 2.50 2.80 0.30 5.35 5.47 0.12 3.14 3.10 -0.04

feb/17 4.86 4.76 -0.10 2.80 2.70 -0.10 5.34 5.18 -0.16 3.21 3.25 0.04

mar-17 4.57 4.57 0.00 2.80 2.70 -0.10 4.74 4.69 -0.05 3.47 3.97 0.50

apr/17 4.10 4.08 -0.02 2.70 2.70 0.00 4.58 4.66 0.08 4.00 3.69 -0.31

may/17 3.76 3.60 -0.16 2.50 2.60 0.10 4.46 4.37 -0.09 3.48 3.04 -0.44

jun-17 3.05 3.00 -0.05 2.10 1.70 -0.40 4.08 3.99 -0.09 2.79 2.73 -0.06

jul-17 2.65 2.71 0.06 1.60 1.70 0.10 3.56 3.40 -0.16 2.80 2.85 0.05

aug/17 2.58 2.46 -0.12 1.90 1.90 0.00 3.85 3.87 0.02 3.05 3.17 0.12

sep/17 2.47 2.54 0.07 1.90 1.50 -0.40 4.11 3.97 -0.14 3.00 2.94 -0.06

oct/17 2.76 2.70 -0.06 1.60 1.90 0.30 4.13 4.05 -0.08 2.51 2.04 -0.47

nov-17 2.88 2.80 -0.08 1.90 1.90 0.00 4.06 4.12 0.06 1.74 1.54 -0.20

dec/17 2.80 2.95 0.15 2.30 2.30 0.00 3.98 4.09 0.11 1.39 1.36 -0.03

jan-18 2.98 2.86 -0.12 2.00 2.20 0.20 3.72 3.68 -0.04 1.32 1.25 -0.07

feb/18 2.83 2.84 0.01 2.10 2.00 -0.10 3.41 3.37 -0.04 1.23 1.18 -0.05

mar-18 2.71 2.68 -0.03 1.90 1.80 -0.10 3.28 3.14 -0.14 0.28 0.36 0.08

Brazil Chile Colombia Peru
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In addition to the surprising lows for monthly inflation data in 1Q18, we saw an accumulated 12-
month inflation drop, as well as falling inflation expectations in the four countries. The base interest
rates were also cut, except in Chile. Accumulated 12-month inflation, however, is below the floor of
the inflation target at the end of the first quarter in all countries except Colombia, where it aligned
with the center of the target.

We discuss Brazilian inflation in detail at other occasions (see, for example, DEPEC Highlight: Despite
greater equilibrium in the risk balance, it’s still too soon to worry about the inflation scenario, of
February 15, 2018).

In Colombia, y/y inflation slowed throughout the first quarter, from 4.1% in late 2017 to 3.1% in
March. The Central Bank of Colombia (Banrep) reduced the base interest rate to 4.5% in February and
indicated the end of the easing cycle at that time, barring new facts. However, inflation was much
lower than expected in March, leading both the Minister of the Economy (who participates in the
meetings and has the right to vote on the Banrep Monetary Policy Committee) and a Banrep
director to publicly say that there may be more room for new interest rate cuts. Before March
inflation was released, the statement published by Banrep after the monetary policy committee
meeting on March 20 (when the policy rate was kept unchanged) drew attention to the Central Bank’s
assessment that the policy rate is at a slightly expansionary level and highlighted the risks associated
with inflation of food and the inertia of some inflation segments, but also acknowledged the weak
economic progress, increased output gap and uncertainties with respect to the economic recovery
speed.

,

Banrep’s concern with food inflation reflects the fact that this segment is volatile, subject to
exogenous shocks and at a historically low level. However, the same is true in other LatAm
countries. Compared to the rest of the region, food inflation in Colombia is lower than in Chile and
Peru, but significantly higher than in Brazil. In 2016, in contrast, Colombia had by far the highest
inflation of food within our sample of countries.

Figure 5: Consumer Inflation in Colombia (12 months)

Source: DANE, Bradesco

dec/15 dec/16 dec/17 jan-18 feb/18 mar-18

IPC 6.8% 5.7% 4.1% 3.7% 3.4% 3.1%

Food 10.8% 7.2% 1.9% 1.5% 0.9% 1.0%

Housing 5.4% 4.8% 4.5% 4.1% 4.0% 3.9%

Clothing 3.0% 4.0% 2.0% 1.9% 1.4% 1.0%

Healthcare 5.3% 8.1% 6.3% 6.2% 5.9% 5.5%

Education 5.1% 6.3% 7.4% 7.4% 6.4% 6.4%

Entertainment 4.5% 4.0% 7.7% 7.0% 6.0% 5.0%

Transportation 4.9% 4.5% 4.5% 4.3% 4.9% 4.7%

Communications 4.7% 4.7% 6.4% 4.8% 3.4% 1.8%

Other 6.9% 7.3% 5.8% 5.2% 4.1% 3.1%
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On the other hand, the most recent data does not appear to corroborate Banrep’s concern
regarding inertia. In fact, the prices of services such as healthcare, education, entertainment and
communications – traditionally more subject to the problems of inertia – have shown significant
slowing since the beginning of 2018 (see Figure 5).

As such, unlike the indications made in the recent monetary policy meetings, we believe that the
most likely scenario is that the Central Bank of Colombia will once again reduce the base interest
rate in its next meeting on April 27. The final Banrep decision will also depend on economic data, but
with respect to the latest data available, industrial production in February grew 1.5% with respect to
the same month last year (in line with market expectations of a 1.6% increase), while February retail
sales demonstrated year-on-year growth of 5% over a weak comparison basis, coming in well below
market forecasts (high of 5.7%).

Peru is not only the country with the lowest inflation target (2%, aligned with the inflation targets
of developed countries), but is currently the country with the lowest inflation rate: 0.36% in the
March year-on-year, well below the target floor of 1%.

Inflation data published in Peru already separates regulated items or those subject to strong volatility
(non-core inflation) from the rest of the economy’s set of prices (core inflation). As shown in Figure 6
below, deflation of non-core food prices is the main reason for the decline of y/y inflation to almost
zero. That is why analysts and the Central Bank itself expect inflation to return to levels above the 1%
(floor of the target) in the second quarter, as well as convergence to the target of 2% by the end of the
year.

Figure 6: Consumer Inflation in Peru (12 months)

Source: : BCRP, Bradesco

dec/15 dec/16 dec/17 jan-18 feb/18 mar-18

Core items 4.4% 3.2% 1.4% 1.3% 1.2% 0.4%

Goods

   Food and beverages 3.5% 3.5% 1.5% 1.4% 1.3% 1.2%

   Textiles and Footwear 3.5% 3.7% 2.0% 1.9% 1.4% 1.2%

   Appliances 3.1% 1.7% 1.5% 1.5% 1.5% 1.5%

   Other industrial goods 3.5% 0.5% 0.9% 0.8% 0.7% 0.5%

Services 3.8% 4.3% 1.2% 1.0% 1.2% 1.1%

   Food outside the home 4.7% 3.9% 3.1% 3.2% 3.0% 3.1%

   Education 5.4% 4.6% 3.7% 3.4% 3.1% 3.0%

   Healthcare 5.2% 5.0% 4.6% 4.4% 4.4% 4.6%

   Rentals 5.5% 5.0% 1.8% 1.5% 1.3% 1.2%

   Other services 3.5% 1.8% 0.4% 0.5% 0.8% 0.7%

Non-core items 3.0% 1.7% 1.1% 1.9% 1.9% 2.1%

Food

Fuels 6.7% 2.5% -3.9% -3.8% -5.1% -9.8%

Transportation -6.3% 0.6% 4.0% 2.7% 4.4% 4.1%

Public Utilities 2.6% 1.7% 1.4% 0.4% 0.4% 0.5%

Serviços Públicos 8.3% 3.2% 2.7% 3.0% 5.3% 5.5%
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The BCRP interrupted the interest cutting cycle in its April meeting, maintaining the base interest rate
at 2.75%. The decision makes sense considering that core inflation in Peru is at 1.99% – in line with
the target. However, the BCRP itself issued a statement warning that the economy is operating below
its potential. We believe that new inflation surprises that signal a delay in the inflation convergence
back to the range of 1 to 2% could lead the BCRP to resume easing. However, we believe that the
policy rate will remain unchanged at least for the coming monetary policy meetings as the BCRP
monitors economic conditions.

It is likely that the BCRP will also closely monitor events in Chile due to the similar characteristics of
both economies and the perception that exogenous shocks affect both economies in a similar manner.

Chile is the region’s country where the policy rate remained unchanged for the longest period of time,
at 2.5% since May 2017. In 2017, y/y inflation fell to 1.4% in September, then returned to 1.9% and
closed the year at 2.2% (above the inflation target floor of 2%). However, a series of inflation
surprises in the first quarter of the year caused inflation to return to 1.8% at the end of the first
quarter instead of converging toward the center of the 3% target.

Interestingly enough, as shown in Figure 8, food inflation is at a comparatively high level in Chile
with respect to other Latin countries, despite significant currency appreciation (Figure 7). In fact, the
Chilean peso has been one of the best performing Latin American currencies over the past few years,
but inflation of food (typically sensitive to the exchange rate) is among the highest. This is exactly the
opposite in Brazil, where we have strong deflation of food, despite weaker than average performance
of the real.

Unlike Peru, the decline in inflation to below the target floor does not seem to be related to food
prices, but rather, to an overall slowing of inflation, including some services typically subject to
inflation inertia, such as education and healthcare, as well as marketable assets (these are indeed
sensitive to the exchange rate) – see Figure 8.

Figure 7: Exchange rate change (nominal*) in Latin America

Source: : Bloomberg, Bradesco (*) Negative change corresponds to currency depreciation with respect to the USD.

04/24/2018 Argentina Brazil Chile Colombia Mexico Peru

Accum. 2018 -8.2% -5.3% 2.1% 6.1% 3.2% 0.2%

Year-on-year -22.9% -11.2% 9.5% 3.0% -1.5% 0.3%

Since 2017 -21.7% -7.0% 11.3% 6.7% 8.9% 3.8%

Since 2016 -36.2% 13.2% 17.6% 12.9% -9.7% 5.6%
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In light of this situation, it is not surprising that the Central Bank of Chile (BCCh) is uncomfortable
with inflation, In January, the BCCh argued that the risks of convergence of inflation to the center of
the target had decreased, but admitted in March that the appreciation of the peso causes inflation to
fall below the forecasts and states that it “will carefully monitor” an increase in the risks of inflation
convergence. As a result, we believe that persistent inflation levels below 2%, possibly associated to
the appreciation of the CLP, may lead the BCCh to cut interest rates once again. In time, the Chilean
peso rose 1% since the last monetary policy meeting (3/21).

Concluding, Brazil isn’t the only country in Latin America where investors are considering the
possibility for new interest cuts after believing that the interest rate cutting cycle had been nearing
an end. In different proportions, frustrations with the economic data, surprisingly low inflation and
currency appreciation may also fuel this debate in Colombia, Chile and Peru. Of these three
countries, Chile and Colombia appear to be closest to a new interest rate cut. Peru, on the other
hand, may wait a few months to assess the prospects of inflation returning to the target and the
impacts of the recent interest rate cuts before considering new reductions to its base rate.

The dynamic in Mexico, as we mentioned before, strongly depends on exchange rate behavior,
influenced by exogenous factors such as the presidential election and NAFTA renegotiation, as well as
the U.S. monetary policy. A reduction of interest – at a historically high level with respect to its Latin
American peers – depends on the reduction of uncertainties, above all else. In the case of Argentina,
the implementation of the inflation target regime and the gradual adjustment model suggest that a
possible drop in interest is still not on the radar and will be mainly conditioned on inflation
convergence to the targets.

Figure 7: Exchange rate change (nominal*) in Latin America

Source: : BCCh, Bradesco

dec/15 dec/16 dec/17 jan-18 feb/18 mar-18

IPC 4.38% 2.71% 2.27% 2.19% 2.00% 1.81%

Food and beverages 4.69% 2.23% 2.45% 3.86% 2.75% 2.42%

Alcoholic beverages and 

tobacco
7.74% 4.75% 6.81% 4.63% 4.26% 4.34%

Clothing and footwear -2.26% -2.58% -5.96% -6.02% -6.04% -5.65%

Housing and basic services 6.44% 4.26% 4.05% 4.16% 3.35% 3.27%

Equipment and maintenance 

of the home
7.41% 2.03% 1.34% 1.19% 0.96% 0.47%

Healthcare 6.05% 5.01% 3.61% 3.57% 3.60% 3.59%

Transportation 1.73% -0.46% 0.00% -0.79% -0.48% -0.83%

Communications 0.97% -0.87% -1.01% -1.17% -1.16% -1.16%

Recreation and Culture 0.54% -0.37% 2.18% -0.23% 1.42% 0.83%

Education 5.25% 4.88% 4.37% 4.38% 4.41% 3.93%

Restaurants and hotels 6.65% 5.48% 3.89% 3.83% 3.89% 3.98%

Other goods and services 5.48% 7.91% 2.18% 1.94% 2.18% 2.46%
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