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The Central Bank of Brazil’s IPCA inflation forecasts, published in the recent Inflation Report, suggested that
the BRL at 4.15 or weaker would have been consistent with the beginning of a gradual monetary policy
tightening cycle, possibly as early as in the last meeting, depending on the overall balance of risks. Since the
Inflation Report was published at the end of September, the BRL strengthened significantly, which ultimately
pushes the CB’s inflation forecasts significantly lower. We replicated the results of the CB model below,
simulating the 2019 IPCA inflation forecast under different monetary policy paths and different exchange-rate
levels.

The results suggests that BRL appreciation to about 3.70 allowed the Central Bank to buy time before
starting to tighten. In fact, with the BRL at 3.70, the model suggests that interest rates do not need to rise at
all to meet the 2019 inflation target. That said, one should keep in mind that inflation forecast models are not
very accurate because of the high level of uncertainty regarding the model’s inputs, such as the exchange rate.
Anticipating the behavior of inflation forecasts over time is also not a trivial task. In addition, these models are
highly dependent on current data, often rolling over many short-term surprises to the annual forecast. Finally,
inflation and growth surprises are typically auto correlated over time, which means that they are persistent.
What this doesn’t mean, however, is that such inaccuracy renders the models useless; quite the contrary: they
can be used to simulate alternative scenarios, which are particularly relevant at times of inconsistency among
the scenario’s risks or inputs.

For these reasons, the CB’s estimates should be seen more like a snapshot at given moment in time rather
than a forecast written in stone. This may be why the CB refrains from committing itself to a given policy path.
In fact, in its last decision, the Central Bank acknowledged that board-members “(...) agreed that the current
scenario warrants more flexibility to steer the monetary policy, which implies not providing an indication
regarding the next steps.”
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Table 1: Simulations of IPCA inflation in 2019 (%)

Source: Bradesco 
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Returning to the overall economic scenario, current exchange-rate levels will likely only be sustained if there
is progress in the fiscal reforms agenda. Indeed, recent appreciation of the BRL seems, at least to some extent,
related expectations regarding the reforms agenda. Public debt dynamics are arguably Brazil’s most important
vulnerability, and addressing this implies in implementing reforms that lead to slower government spending
growth – particularly with the social security system. If the reforms effort fails, Brazil’s public debt will continue
to rise, reversing the recent BRL appreciation trend.

The pace of recovery is also an important factor to keep the inflation compatible with the center of the
target. Brazil’s economy has low levels of capacity utilization, and the effects of the stimulus associated to the
disbursement of FGTS and PIS/Pasep funds suggest that there is no structural constraint on consumer demand
(unlike what was observed in several economies in the aftermath of the 2008 crisis. In addition, bank lending
has accelerated while leverage among firms and households has declined. These vectors all point towards a
cyclical upturn in the economy.

On the other hand, there are also some constraints on growth. For example, fiscal constraints means regional
governments have little capacity to invest, there is little fiscal room to stimulate demand, exports to Argentina
have slowed down considerably, BNDES lending is still contracting, and the global economy appears to be
slowing down, particularly in the second half of 2018.

On the inflation side, the main upside risk for next year is the fact that a faster economic recovery may
encourage firms to try to boost margins, which appear to have been compressed during the recession. In our
view, the dynamics of industrial wholesale prices and pass-through to consumer prices also point to a
compression in retail margins. Considering the still sluggish economy, the pass-through of costs has not been
happening. The question is whether the cyclical recovery triggers the process of margin re-composition,
resulting in slightly higher inflation than originally estimated. That said, these risks are partially offset by the
recent appreciation of the BRL.

Chart 1: Brazil GDP growth and the OECD Leading Indicator

Source: Bradesco 
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On the bright side, other determinants of inflation have evolved more favorably: international oil prices fell;
the risks for electricity price increases receded; and the impact of the recent truck drivers’ strike on costs
appears to have been subdued (although here too, a cyclical recovery could lead some firms to restore
margins).

In short, the overall outlook gives the Central Bank some time before embarking on a tightening cycle. We
forecast that the Central Bank will start to tighten policy sometime in the first half of 2019, with the Selic policy
rate reaching 8.0% by year-end. But the risks for this scenario appear to be to downside, especially if the
economy’s recovery is not as fast as expected or in case of more BRL strength, both of which could push the
beginning of the tightening cycle to 2H2019 or even to 2020.

Since the 2008 crisis, the lower escape-velocity of developed economies from recessions has been associated
to a decline in the neutral interest-rate. One cannot rule the possibility that a similar phenomenon (weaker
growth) manifests itself in Brazil. Progress on the reform agenda may also be a factor contributing to a lower
neutral interest, which we estimate to be lightly below 4.0%. Note that estimating the neutral interest rate is
inherently uncertain, as this is a variable that can only be observed indirectly, through its effects on growth and
inflation.

Chart 2: neutral real interest rate estimates
Line: average estimate
Grey area: 1 standard deviation of estimates

Source: Bradesco 
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