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Shocks have driven up consumer inflation in recent months. Most of them were associated with supply
constraints, impacting food and fuel prices. These factors pushed the IPCA up 1.5% in the first quarter, the
strongest shift since 2016. Given that Brazilian inflation remains persistently high, with past rates strongly
influencing future ones, the question arises whether these higher rates – even if they are inflated by temporary
shocks – could generate a secondary impact and affect core inflation as well.

We do not believe that this contamination will occur. A simple statistical model1 shows that headline inflation
tends to anticipate the direction of core inflation with a two to three month lag. However, there have been
some false signals since 2005 where headline inflation suggested a rise in core inflation but this never
materialized. Two such recent episodes were: i) in the second half of 2017 and ii) in the second half of 2018.
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Chart 2: Core inflation as suggested by headline inflation 
6-month changes, seasonally adjusted and annualized

1 Granger Causality.
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These two episodes share common factors in both the origin of the shocks (food and fuel) and the conditions
of the economy (high idleness and anchored expectations). These factors remain present at this time. In
periods of sharp increases in core inflation, economic activity was characterized by low idleness and
unanchored inflation expectations. In the following table, we illustrate some periods when core inflation was
under pressure or rising and compare them to the current situation. We defined three scenarios: i) core equal
to or above the target for the period ii) core + 0.50 point above the target and iii) 1.0 point growth in the three
subsequent months. It can be observed that when core inflation rises more than 1% in a three-month horizon,
the gap was close to zero (-0.1%) and expectations were unanchored (+0.78 p.p. above target), a situation that
does not currently exist in the Brazilian economy.

The three scenarios presented are quite different from what we see at present, meaning it is unlikely that
the core rate will be contaminated, even with high headline inflation. To strengthen this model, we tried to
identify core measures that could serve as “beacons” for the others and for their recent behavior. As such, it is
possible to identify signs of increased pressure on core rates looking forward. For the model, we selected the
seven core inflation metrics2 and used the Granger causality test as a methodology (with 2- and 3-month lags).
The results of the two lags are quite similar.

The result showed that the cores recently created by the BCB (EX2 and EX3) were the best early indicators of
the other rates (anticipate 100% of cases). However, we found a few points worth highlighting: i) between
these two core metrics, it is not possible to determine which leads the other. The model indicates that both can
serve as an early indicator of the other; ii) non-smoothed trimmed averages core IPCA (IPCA-MA) can also be
defined as an early indicator of these two measures. These results make it difficult to identify only one
“beacon” index. As such, we have selected these three measures as early indicators for the others.

Table 1: Median indicators in periods of pressured core inflation and current situation

Source: IBGE, BCB, Bradesco
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Core equal to or greater than target

Current 4.25% 2.3% 4.6% 2.5% 8.9% -2.1% -0.36

Median 4.50% 6.4% 6.5% 6.5% 7.1% 0.1% 0.73

Core +0.50 points above target

Current 4.25% 2.3% 4.6% 2.5% 8.9% -2.1% -0.36

Median 4.50% 6.3% 6.4% 6.6% 8.3% 0.7% 0.80

Core growth: +1.0 point in the following three months

Current 4.25% 2.3% 4.6% 2.5% 8.9% -2.1% -0.36

Median 4.50% 7.6% 6.7% 7.5% 6.6% -0.1% 0.78

2 IPCA-EX0, IPCA-EX1, IPCA-DP, IPCA-MS, IPCA-MA, IPCA-EX2 and IPCA-EX3. For more details, please see the June/2018 Inflation Report. 
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Chart 3: Different core inflation measures
Seasonally adjusted and annualized 6-month changes

Source: IBGE, Bradesco

Taking into account these three measures, we see that all have slowed down in recent months. That is,
considering both the “beacon” indicators as well as the main drivers of core inflation – growth and expectations –
we did not observe any pressure in the making. Taking into account our baseline scenario3, we predict a 3.0% rise
in core inflation for the end of the year (below the center of the inflation target of 4.25%).

To strengthen our outlook, we analyzed two subgroups of the IPCA: food at home and away from home4. We
selected these two groups because food at home tends to be an important component of the total cost of food
away from home. That is, in an environment of reduced idleness, high food costs tend to be passed on to
restaurant prices, for example. However, in an environment like the current one, with the job market in slow
recovery, even though there is strong pressure on food prices, they have not been passed on to the end
consumer (as shown in the following graph). This is a typical case where idleness has limited the transfer of
shocks (food) to the cores (food away from home).

0%

1%

2%

3%

4%

5%

6%

7%

8%

9%

10%

05 06 07 08 09 10 11 12 13 14 15 16 17 18 19

Non-smoothed trimmed averages

EX2

EX3

3 GDP growth of 1.9%, BRL/USD 3.70 exchange rate and anchored expectations. 
4 The “food away from home” group shows inflation in restaurants and snack bars, for example.

Chart 4: Food at home and away from home
Seasonally adjusted and annualized 6-month changes

Source: IBGE, Bradesco
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As such, we maintain the scenario that these recent food and fuel shocks tend to have very limited side
effects. Last year was a clear example: strong depreciation of the exchange rate (about 15%) and the pass-
through to consumer prices remained in the lower range of the cycles (similar to that observed in 2008/2009).
According to our estimates, this pass-through to IPCA market prices was 0.15 p.p. for every 10% change in the
exchange rate last year, compared to a historical average of 0.40 p.p..

The main risk to this inflation scenario is an economic disarray. In that case, even in an environment of
elevated idleness, we should observe some undocking of expectations. This combination could arise in a
scenario in which fiscal reforms are not approved, making it more difficult to address one of the country’s main
problems: the high public deficit. As a result, confidence among business owners would be compromised,
leading to postponed investments and lower growth. This would potentially lead to an unsustainable debt-to-
GDP ratio and the devaluation of the Brazilian real (a result of the less favorable macroeconomic scenario).

We consider this scenario as be unlikely now. The debate on the need to correct the Brazilian public finances
deficit seems more mature, which favors the adoption of a positive reform agenda, with emphasis on social
security. Despite moving forward slower than expected, we still believe in the adoption of a reform that will
maintain the spending cap in the coming years, which should stabilize the debt-to-GDP ratio at a more
comfortable level. In this scenario, we see reduced risks associated with the Brazilian economy, facilitating
investment recovery and creating a sustainable growth environment for the country in the long run.

Chart 5: Pass-through of exchange rate fluctuations to inflation (IPCA)
By depreciation cycles, accumulated in the period

Source: Bradesco
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