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We are revising our 2019 year-end Selic rate forecast to 7.5% from 8.5%.

In our view, four main factors are contributing to keep inflation expectations anchored, allowing for
expansionary monetary policy: (i) a deeper and longer-lasting-than-expected food price deflation; (ii) the
slow economic recovery; (iii) the transmission of current low inflation rates to future inflation, through
indexed contracts; and (iv) Brazil Central Bank’s improved credibility.

Assuming continuity of current policies, those factors are likely to allow for a longer period of expansionary
monetary policy, with overnight rates in real terms behind neutral rates estimates, and for a smooth
convergence toward a neutral stance.

We expect the Brazil Central Bank to cut the overnight rate to 6.25% next May and hold it until 2H19, when a
gradual hiking cycle should start.

Main risks to this scenario include a sharp deterioration in financial markets (rising country risk, weakening
exchange rate) and a reversion in the current responsible fiscal and monetary policies.

Forecast Revisions

Variable 2018 2019
Selic rate (%, year-end) 6.25 8575
Unemployment rate (%, year-end, seasonally adjusted) 108114 9.610.0
Unemployment rate (%, average) 11712.0 16:210.9

Source: Santander estimates.
Anchored Inflation Expectations Rely on Four Main Factors

Four main factors, in our view, have been driving current inflation and inflation expectations down, leaving room for
expansionary monetary policy. First, the positive supply shock in food prices has been having deeper and more long-lasting
effects than we anticipated. Second, a slow economic recovery has been translating into a high level of economic slack (with the
unemployment rate taking longer than we were expecting to converge to its “natural” level) and forcing down non-tradable
prices. Third, lower-than-expected current inflation has been feeding into lower expectations because of a base effect and lower
projected readjustments to indexed contracts (such as tariffs and rents). Finally, the credibility of Brazil’s Central Bank was
recently boosted by a successful disinflation cycle and improved communication, anchoring market expectations. Below we
look at each of these elements individually and conclude with the implications for our monetary policy scenario and associated
risks.

IMPORTANT DISCLOSURES/CERTIFICATIONS ARE IN THE “IMPORTANT DISCLOSURES” SECTION OF THIS REPORT.

U.S. investors' inquiries should be directed to Santander Investment at (212) 350-0707.
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The Long-Lasting Food Deflation

Food inflation continues to drag down headline inflation. As we described in a recent report (Food [Inflation] for Thought:
Relative Prices, March 7, 2018), most of the calendar-year’s food inflation is typically concentrated in the first and last quarters,
and the indicator for 1Q18 was exceptionally low (at 0.32%), especially considering that 12-month food inflation has been
running below a two-standard deviation from its long-term average since August 2017. (See Figures 1 and 2.)

Figure 1. 12-Month Food Inflation (%) Figure 2. Food Inflation by Quarter (%)
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*1Q18, 2Q17, 3Q17, 4Q17. Sources: IBGE, Santander.

The latest data added a downward bias to our 2018 year-end food inflation forecast (currently at 4% yl/y), probably helped to
reduce market expectations (see below), and will contribute to year-end headline inflation lower than the Central Bank’s main
projection. (We forecast 3.5% y/y, versus 3.8% as reported in the latest CB’s Quarterly Inflation Report.)

Indexation: Now a Tailwind

According to our estimates, about 30% of the rises in free market prices and more than 50% of administered prices’ inflation in
a given year are fed into the following year’s inflation, as many contracts (for example, tariffs and some rents) and wages in the
economy are somehow indexed to past inflation. 2017 and (probably) 2018 low inflation rates should help to keep inflation
under control in 2019, since most of the automatic readjustments in contracts are likely to be close to the inflation target
midpoint (4.25% for 2019). For instance, the legal national minimum wage rose, on average, 8.4% per year between 2014 and
2017, but only 1.8% in 2018, and the readjustment formula for 2019 (2018 inflation plus 2017 GDP growth) should yield less
than 5%. IGP-M inflation, which adjusts many rent contracts, was -0.5% y/y at the end of 2017 and, according to our forecasts,
should accelerate to 4.5% in 2018. If in the past indexation was always a concern, now it should carry forward part of the recent
unusually low inflation.

Unemployment Falling Slowly, Adding to Economic Slack

1Q18 economic activity data released so far added a downward bias to our 2018 GDP growth forecast (currently at 3.2%).
Furthermore, latest job market data, pointing toward an increasing participation rate and job creation growing at a slower pace,
is leading us to revise upward our 2018 and 2019 unemployment rate forecasts. We now expect the average monthly 2018
unemployment rate at 12.0% (from 11.7%), with the same indicator falling to 10.9% (from 10.2%) in 2019. In terms of year-
end (seasonally adjusted rates), we now expect 11.4% and 10.0% in 2018 and 2019, respectively (from 10.8% and 9%). This
implies that it will take longer than we initially expected (see our report In Search of Lost Growth: What Is the Extent of Spare
Capacity in Brazil’s Economy?, from October 20, 2017) for the output gap to close and to start triggering inflationary pressures,
which allows for the Central Bank to keep the policy rate in a stimulative level for longer. We now expect the unemployment
rate to stay above its “neutral” level (NAIRU) until 2Q20. (See Figure 3.)
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Figure 3. NAIRU and Actual Unemployment Rate (%) Figure 4. Potential versus Actual GDP (Level, 1Q13 = 100)
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Sources: IBGE, Santander estimates.
The Fruits of Regained Credibility

One important indicator of the current Central Bank board’s credibility is how expectations for future inflation remain anchored
around its targets while the overnight rate, in real terms, is significantly below any estimate for the neutral rate. (For such
estimates, see our report Monetary Policy and the Last Crusade, from August 30, 2017.) Market participants seem to agree with
how the Central Bank has been assessing the economic cycle and are, in our view, confident that monetary policy will be
adjusted according a relatively predictable reaction function. This, in our view, is the fruit of the recent success in leading a
deep disinflation process and several improvements in communication and transparency. Those gains could be further
consolidated if Congress approves the Central Bank’s formal independency in a bill that is ready to be voted in the Lower
House floor.

Figure 5. Median Inflation Expectations (%) Figure 6. Selic and One-Year Real Ex-Ante Rate (%)
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Assuming continuity of the current policies, we believe that inflation expectations will remain well anchored over the
next 18 months or so, supported by the scenario we describe above coupled with the Central Bank’s credibility. This
should allow for (i) a longer period than we initially expected of real overnight rates below their neutral level (which we
estimate at around 4%); and (ii) a smooth convergence of monetary policy toward neutrality as the output gap closes,

3



S

adding upside risks to future inflation. With that in mind, we are changing our year-end 2018 Selic rate forecast to 7.5%
(from 8.5%). We now believe that the Central Bank will keep the policy rate at 6.25% from next May until 2H19, when
a gradual hiking cycle should begin. We maintain our view that, in the years ahead, a Selic rate at 8.50% will be
compatible with inflation at the target’s midpoint (4.0% in 2020, to be defined, but possibly lower, in the following
years).

The most relevant risks to that scenario, in our view, are (i) a sharp deterioration in financial markets (leading to BRL
weakening and increasing country risk) and (ii) a reversion in the current sound macroeconomic (fiscal and monetary)
management. The Central Bank included in its most recent Quarterly Inflation Report an interesting study* on the effects of
rising economic uncertainty and country risk in the exchange rate and inflation. CB’s estimate for the exchange rate pass-
through (a 10% depreciation in the nominal exchange rate adding 0.9 pp to headline CPI inflation in one year) is higher than
other recent estimates?, reflecting probably BCB’s preference for a more complex model, which captures secondary effects of
the currency movement, and the impact of the recent liberalization of fuel prices. On the other hand, the resurgence of the fiscal
consolidation agenda could contribute to a lower neutral real rate and lower feasible future inflation targets, both leading to
lower nominal policy rates, whereas a return to more lax practices would probably lead to higher and more unstable inflation
expectations, which would require tighter monetary policy

! “Internally consistent conditioning paths for the exchange rate, economic uncertainty and country risk premium.” Box in Inflation Report, VVolume
20, Number 1, March 2018.
% See, for example, “Exchange Rate Pass-Through in Latin American,” in IMF Regional Economic Outlook, April 2016.
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