
Macroeconomic Research Department 1

Inflation ended last year below the center of the target, and we do not expect significant changes to the
inflation outlook in 2019. Although IPCA inflation picked up speed in 2017 and 2018, from 2.95% to 3.75%,
inflation remained low and with a favorable composition. The improvement in the food at home group (-4.9%
to +4.5%) was the main driver behind this upswing seen last year. On the other hand, core inflation started to
recede, despite the 15% depreciation of the BRL. Low levels of capacity utilization and well-anchored inflation
expectations were the main factors limiting the pass-through of exchange rate depreciation to consumer prices,
keeping core inflation low.
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Core inflation will remain low in 2019

Chart 1: IPCA – Core Inflation*

Source: IBGE, Bradesco (*) Excluding regulated prices and food

Table 1: IPCA Services – groups

Source: IBGE, Bradesco
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Lower service inflation was an important driver for the overall inflation picture last year. The service IPCA
decelerated 117bps, ending 2018 at 3.35% – the lowest level of inflation on record for this group. By breaking
down this slowdown, we can see that the main drivers were household employment, formal education, labor,
and restaurant meals. These four items combined accounted for 70% of the slowdown in services between
2017 and 2018. The dynamics behind these prices are closely linked to the job market and consumer
confidence – the latter has already been showing signs of a steadier improvement, while the job market
remains idle, despite a gradual recovery.

Weight
Average

2005-16
2017 2018 2019

Contribution 

(2018 / 2017)

Serviços 35.5% 7.2% 4.5% 3.3% 3.9% -1.17

Restaurant meals 8.8% 9.7% 3.8% 3.2% 4.0% -0.16

Household labor 4.3% 10.9% 6.4% 3.8% 4.3% -0.31

Residential rent 3.8% 7.2% 1.5% 1.9% 3.0% 0.05

Formal education 3.2% 7.9% 8.4% 5.7% 6.0% -0.24

Miscellaneous courses 0.8% 7.6% 4.8% 4.5% 4.8% -0.01

Labor 1.5% 9.2% 6.4% 1.3% 4.0% -0.22

Air fares 0.4% 7.6% 3.1% 16.9% 5.0% 0.16

Other Services 12.6% 5.7% 4.2% 2.8% 3.4% -0.51
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This scenario will likely persist in 2019 – we forecast IPCA inflation to reach 4.0%. Although part of the
comfort margin was used up in 2018, the main drivers for inflation still point to a favorable environment. We
forecast GDP growth of 1.1% in 2018 and 2.8% in 2019, which will imply in a gradual narrowing of the output
gap of the economy and probably secure moderate wage growth, as expectations remained anchored,
besides continuing to hold back the main underlying inflation indicators from a faster upsurge.

Unemployment is still high and companies have adjusted their production and cost structures. Therefore,
for now, there are no major concerns regarding price pressures stemming from a tighter gap. The service
IPCA should end the year at 3.9% and industrial goods at 2.3%. The core by exclusion should reach a 3.3%
high in 2019. All comfortably below the center of the 2019 inflation target (4.25%). This will buy more time
for the Central Bank of Brazil to review the inflation scenario and the vectors of its risk balance, which we
believe is currently better balanced.

Table 2: IPCA – groups

Source: IBGE, Bradesco

On the side of upward pressures, the main vectors are linked to supply shocks. Namely: (i) the possibility of
a stronger El Niño in the second half of the year, which could affect grain crops in Asia and drive prices of the
main agricultural commodities worldwide; (ii) the African swine flu in China, which could lower the country’s
supply of pork products, pushing up the prices of different proteins in a more widespread scenario – our base
scenario forecasts a 4.5% high in food at home for 2019, underlining that more pressure could drive this
group to around 7.0% (impact of approximately 0.40% in the full IPCA); (iii) less progress on the reforms
agenda; and (iv) the global environment, which will likely remain challenging for emerging economies. The
latter two are not supply shocks, but could pressure inflation through BRL depreciation.

Among downside risks to inflation, growth and oil prices stand out. So far, the economic recovery has been
subdued, which could translate into less inflationary pressure. In addition, our inflation forecast assumes oil
prices at $55/barrel (WTI). Spot prices have been lower than that in the last few weeks. If this lower price is
sustained combined with our YE exchange-rate forecast of BRL3.70/USD would imply in 30bps lower IPCA
inflation in 2019.

Against a backdrop of subdued growth, this inflation scenario could lead the Central Bank to postpone the
beginning of the tightening cycle towards the end of the year. Yearly inflation rates will remain at about 3%
until the last four months of the year. We assume that as the output gap closes, the Central Bank will adopt a
preemptive stance to ensure that inflation remains low in the coming years. However, our forecast implies in
considerable uncertainty, as the Central Bank could prefer to adopt a more data-dependent mode,
particularly if there is progress on the reforms agenda that could lead to BRL appreciation or to the
perception that the neutral interest rate is falling (the persistence of very low growth appears to have had
the similar effect of lowering the neutral interest rates in other countries in recent years). For now,
considering all the uncertainty, we maintain our estimate of the neutral real interest rate in Brazil at about
4% and our forecast for monetary policy this year unchanged (a year-end Selic policy rate of 7.25%).

Average 

2005-16
2017 2018* 2019*

Market Prices 6.1% 1.2% 2.8% 3.5%

Food 7.3% -4.9% 4.5% 4.5%

Services 7.3% 4.7% 3.3% 3.9%

Industrial goods 3.7% 1.1% 1.1% 2.2%

Regulated 5.5% 8.4% 6.5% 5.2%

IPCA 5.9% 2.9% 3.8% 4.0%

Food and regulated prices 5.8% 2.9% 2.3% 3.3%
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projections. All data or opinions contained in the information herein is carefully checked and prepared by fully qualified professionals, but should
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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
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