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In the current global scenario marked by the conflicts in Ukraine, there is little doubt that rising
commodity prices will cause inflation to expand. The increase in inflation expectations, reported by the
Central Bank of Brazil’s Focus bulletin, is also a reflection of this shock.

However, the effect on economic activity is more uncertain. If on the one hand the rise in market
interest rates and the drop in the stock market should scale back economic growth, on the other hand the
rise in commodity prices could be a boost for the GDP. There is a high positive correlation between
commodity price changes and Brazilian growth, and statistical tests clearly indicate that there is causality
from commodities to growth. In other words, when commodity prices climb, economic activity becomes
more heated, and the reverse is also true.

Chart 1: GDP and CRB
% per annum

Source: IBGE and Bloomberg

In an attempt to measure the effect of financial asset prices on economic activity, we improved
our Financial Conditions Index (FCI) according to the OECD Composite Leading Indicator
methodology1. The idea is to look for a series of financial indicators that can anticipate the cyclical
movements of the IBC-Br. Financial variables, in addition to having daily periodicity, generally anticipate
movements of the real economy. The fact that they are daily is already an advantage, because the IBC-Br
for month t is only published in the second half of month t+2.
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Financial Conditions Index and Commodity Prices
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1https://www.oecd.org/sdd/leading-indicators/oecd-cli-detailed-methodological-information.htm.
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The variables chosen were the same used by the Central Bank to construct its FCI2. For all 26
financial variables, we removed the trend extracted using an HP filter and calculated the principal
components of this group of variables. In the case of the IBC-Br, we applied two HP filters, one with
high lambda (14400), in order to extract the trend from the series, and another with low lambda (10), in
order to smooth the series. We know that the HP filter is very sensitive to the tips of the series and to
reduce this problem we estimated ARIMA models for each one – the 26 financials and the IBC-Br – and
made the forecast twelve months ahead. The HP filter is applied to these extended series. The intuition is
that the financial series cycles have some predictive power over the IBC-Br cycle. In addition, we smoothed
the IBC-Br to remove possible noise and outliers from the series.

We then regressed the cyclical component of the smoothed IBC-Br3 against the first 4 principal
components of the lagged financial series and two dummy variables, one for the 2008 financial crisis and
one for the 2020 lockdown. With the coefficients associated with each principal component, we
constructed our FCI, which is presented below (negative values indicate tight financial conditions).

Chart 2: FCI and IBC-Br
In %

Source: Central Bank of Brazil, Bloomberg and Bradesco
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2 https://www.bcb.gov.br/conteudo/relatorioinflacao/EstudosEspeciais/EE076_Indicador_de_condicoes_financeiras.pdf. The

variables used were: 1-year and 5-year pre-DI swap, 3-month, 2-year and 10-year US, UK, German and Japanese interest rates,
VIX, Brazil 5-year CDS, BRL, DXY, dollar index against emerging country currencies, Brent and WTI oil, CRB food and metals,
Ibovespa and MSCI emerging and developed stock index.
3 That is, the difference between the HP filter used on the IBC-Br series with high lambda and with low lambda.
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At current market prices, our FCI is slightly positive. As this indicator is built with some lags, given that
financial conditions take some time to effectively impact the real economy, the March data are indications
of the behavior of activity mid-year. It is important to make it clear that an indicator close to zero does not
mean GDP stability. When the FCI is close to the neutral zone, the indication is that the IBC-Br will be
growing in line with its trend, which currently stands at around 1.5% per year.

Comparing the Brazilian case with that of other economies in the world, we see that asset prices
are generally more favorable to the domestic economy. In several countries, the financial conditions
indicator has plunged into the contractionary zone. An example is what has happened to the index
calculated by Bloomberg for the US, which has entered the negative field since the end of February. Of
course, we are not saying that the war is good for Brazil. If the world moves towards greater
protectionism, the conflict extends or spreads, world growth should be more moderate and this will impact
the potential for the Brazilian economy to advance. But in the short term, asset prices will not be a
headwind for our economic activity.

Chart 3: U.S. FCI
index

Source: Bloomberg

In summary, asset prices at the current level are not compatible with a contraction in activity, at
least until the first half of 2022. On the contrary, this shock from higher commodity prices tends to
favor the economy, despite the pressure on inflation as well as the interest rate later on. This is in
line with our scenario of moderate GDP growth in the first two quarters of this year.
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