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The reorganization of Brazil’s economic environment since last year resulted in inflation expectations
becoming anchored to the targets and cleared monetary policy transmission channels. Add to this the
moderate recovery, a stronger BRL and a favorable food supply shock, and the result was a considerable
deceleration in IPCA consumer inflation, from 6.3% in 2016 to 2.4% y/y last month. Despite the contribution
from food inflation (which shaved 240 bps from headline inflation), disinflation is disseminated, totaling a
380bps reduction in headline inflation, including a 50bps contribution from service inflation. Disinflation is even
more widespread if we extend this analysis to the end of 2015. For the coming months, we expect IPCA
consumer inflation to accelerate slightly and end the year at 3.0%, the lower limit for the inflation targeting
regime. This low change will cause favorable inertia for the coming year, when we expect IPCA consumer
inflation to accelerate to 3.9%, remaining below the center of the target, even allowing for the effects of the
growth, which we forecast will climb from 0.9% in 2017 to 2.8% in 2018.

In addition to the lower inertia and falling inflation expectations, other factors point to a benign outlook for
inflation. These include: (i) a high degree of idle capacity in industry, which remains 7p.p. below the historical
average even with the recovery of industrial production; (ii) absence of pressure from the labor market –
although unemployment is falling sooner than expected, wage increases remain at historically low levels (4.9%)
and the expected increase of the minimum wage in 2018 (3%) will be the lowest since 1996; and, finally, (iii)
Brazil’s balance of payments situation is extremely comfortable, allowing imports to recover on the back of
stronger domestic demand without causing pressure on the BRL or on inflation.
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Inflation scenario will remain benign in 2018, even if the economy recovers faster
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Chart 1 – IPCA, 12-month change and contribution
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Despite the favorable outlook, there are risks to be monitored. The first is associated with the prospects for
the exchange rate. We forecast the BRL to end 2018 at 3.20/USD. However, an additional depreciation of about
10% would add about 60bps to our base-case forecast of the IPCA. The second risk is related to weather. A
strong La Niña could exert pressure on food prices and may add as much as 100bps to our forecast of headline
inflation. In addition, uncertainty about the persistence of low rainfall could affect electricity prices and add
another 0.25 p.p. in 2018. In fact, this risk materialized partially earlier this week with the adjustment of the so-
called red flag surcharge on consumer electricity bills, which will add about 10 bps to headline inflation in the
short term. However, our main concern regarding the outlook for inflation has to do with the response of
inflation to the narrowing of the output gap.

The pace at which the output gap closes will be crucial to assess for how long to determine the persistence of
low interest throughout 2018. The potential growth rate is the highest growth rate that, all else equal, does
not generate inflationary pressure, that is, it is the growth rate compatible with inflation remaining in line with
the Central Bank’s target. Some components affect this variable in the long run, with emphasis on productivity
and demographics, but capacity utilization in the manufacturing sector and in the job market are also important
factors in the short term, in addition to the economy’s overall investment rate, which in the case of Brazil, has
been low. Since potential GDP growth is not observed, estimating it involves considerable uncertainty. Without
going into methodological details, we simulated two scenarios for potential growth and the resulting output
gap. In scenario 1, growth approaches potential at the end of 2018, while in scenario 2, the gap continues in the
disinflation field until mid-20201 (Chart 3).

4,9

4,0

4,5

5,0

5,5

6,0

6,5

7,0

7,5

8,0

8,5

9,0

13 14 15 16 17

Chart 2 – Nominal wage adjustments, Bradesco Business Research (in %)
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Table 1 – Predicted impact of La Niña on international commodity prices and inflation, under three scenarios

Corn 8% 9% 10%

Soybeans 10% 11% 12%

IPCA food 4.5% 6% 10%

Contribution to headline IPCA (p.p.) 0.0 0.25 1.00

La Niña intensity No La Niña
Weak        

0.5°C

Strong              

-1.5°C

Source: NOAA, Bradesco

1 In the first scenario, the production function was used to calculate the potential GDP trend. In scenario 2, we used the AEROSA methodology.
References for consultation: scenario 1: “Estimating the Brazilian Potential Product: A Production Function Approach”, BCB Working Paper 17, Apr 2001.
Scenario 2: “Combining Hodrick-Prescott Filtering with a Production Function Approach to Estimate Output Gap”, BCB Working Paper 172, Aug 2008
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In the two simulated scenarios, inflation remains below the center of the target in 2018 and only rises above
the target in 2019. With a gradual narrowing of the output gap, inflation will likely remain below the center of
the target in 2019, reaching 4.1%. Under a scenario where the output gap closes more rapidly,, inflation
reaches 4.8%, requiring a monetary policy reaction at the end of 2018 or early 2019. In our base-case scenario,,
inflation will likely remain at the center of the target through the end of 2019, considering a tightening of 125
b.p. in the base interest rate from the beginning of that year, conditional on the evolution of the reforms
agenda and the investment environment. Progress on these factors could result in slower or more modest
tightening. Note that these scenario assume no weather-related shock on food prices, a relatively stable
exchange-rate and that inflation expectations remain well anchored.

Chart 3 – Output gap under two scenarios for installed capacity utilization growth

Source: IBGE, Bradesco
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Chart 4 – IPCA under different assumptions for the output gap
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What these simulations indicate is that, in the absence of shocks, inflation will tend to accelerate very
gradually over the coming months, allowing for a very accommodating monetary policy stance. The effects of
the government spending growth cap, the new BNDES interest rate and adjustments to fiscal policy may not be
properly incorporated in output gap estimates and extend the current low interest-rate environment. At the
same time, uncertainties regarding the global economy and the reforms agenda could pressure the exchange
rate and expectations, causing inflation to accelerate faster. Brazil’s relatively closed economy is also a risk, but
overall, the factors discussed above make us confident the inflation outlook remains benign, and that if
inflationary pressures materialize, they will do so in 2018.
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