
   Economics

International Commentary — March 16, 2022

 

Brazilian Central Bank Preview
 
Summary
We expect the Brazilian Central Bank (BCB) will lift the Selic Rate 100 bps today; however,
the accompanying statement could lean more hawkish given the potential inationary
eects from Russia-Ukraine conict. Should the statement read hawkish, the Brazilian real
could experience near-term support. Despite a potentially more hawkish statement, we
believe BCB policymakers are close to ending the tightening cycle and are likely to stop
lifting interest rates in Q2-2022, an out of consensus view given how nancial markets are
currently priced.
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Slower Pace of Tightening, But Russia-Ukraine Complicates BCB Decision
Leading up to today's meeting, Brazilian Central Bank (BCB) policymakers have conducted one of
the more aggressive tightening cycles in the world. Since March 2021, the BCB has raised interest
rates 875 bps and lifted its Selic Rate to 10.75%, the highest local interest rates have been since 2017
(Figure 1). Elevated ination has been cited as the primary reason for such an aggressive tightening
campaign. And for good reason, as Brazil's CPI rose 10.5% year-over-year in February, well above
the BCB's ination target of 3.5% +/- 1.5%. At the same time, concerns over additional government
spending and a wider scal decit have resulted in sporadic volatility to local currency markets, which
has also contributed tighter BCB monetary policy over the last 12 months. However, in February BCB
policymakers signaled the pace of tightening may start to slow as the cumulative eects of previous
policy tightening should begin to have an impact. In our view, a slower pace of tightening makes sense
as the BCB has now established a positive real interest rate that, in theory, should attract capital ows
to the currency. Indeed, positive real interest rates are supporting foreign exchange sentiment as the
Brazilian real is one of the top performing currencies in the world. Renewed capital ows have reduced
the Brazilian real's overall vulnerability and, for the time being, has reduced the need for the central
bank to defend the value of the currency. Given this combination we believe the Brazilian Central
Bank will lift its Selic Rate 100 bps to 11.75%, a smaller increase than at recent meetings.

However, external conditions have changed signicantly since the BCB's February statement. The
Russia-Ukraine conict has sent commodity prices soaring, particularly energy and agriculture prices.
As we noted, Latin America, and more specically Brazil, is sensitive to sharp swings in commodity
prices. Energy prices make up close to 15% of Brazil's ination basket (Figure 2), and given oil prices as
well as most agriculture prices are up signicantly this year, we would expect inationary pressures to
build as a result of the conict. To that point, state-owned energy company Petrobras recently lifted
energy prices, which should also contribute additional inationary pressures. Against this backdrop,
we believe the risks around our BCB forecast for today's meeting is tilted toward an even larger
tightening. As mentioned, ination has been a concern in Brazil and should BCB policymakers chose to
remain proactive in the ght against ination, they could chose to lift the Selic Rate another 150 bps
later this afternoon. However, in our view, the nature and timeline of the conict is still very uncertain.
Should tensions de-escalate quickly commodity prices would likely decline rapidly and ination
pressures from the conict would recede. Given the uncertainties around how long the Russia-Ukraine
conict will persist, we believe the BCB will not alter its previously signaled plans to slow the pace of
monetary tightening.
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Forward Guidance Will Be Key
Today's meeting will be particularly interesting, and we will be focused on how the ocial COPOM
statement references the Russia-Ukraine conict and the potential impact on local ination. We
expect BCB policymakers to continue to highlight that the balance of risk around ination is toward

2 | Economics



Brazilian Central Bank Preview Economics

faster price growth than they currently forecast. In addition, we expect a nod to the recent sharp rise in
commodity prices and that the evolution of commodity prices skews the balance of risk toward even
more toward faster ination. In that sense, the Brazilian Central Bank's communication could be on the
more hawkish end of the spectrum. A more hawkish statement could result in short-term support
for the Brazilian real and the USD/BRL exchange rate could move below BRL5.10.

However, despite a potentially more hawkish statement, assuming the Russia-Ukraine conict
does indeed ease over the coming months and as the cumulative eects of BCB tightening start to
materialize, we expect BCB policymakers will end the tightening cycle in Q2-2022. To that point,
we expect BCB policymakers to raise the Selic Rate another 100 bps in May and take the Selic Rate
to 12.75%. After the 100 bps hike in May, we believe policymakers will signal the end of the current
tightening cycle. Right now, nancial markets are priced for the Selic Rate to reach 13.50% in the
next six months. As nancial markets adjust to a more gradual pace of tightening and a lower
terminal rate, we believe the Brazilian real will start to reverse course and weaken against the
U.S. dollar over the medium-to-longer term. In addition to a lower terminal Selic Rate, we also have
concerns surrounding political risk as it relates to Brazil's Presidential election later this year. Should
political risk build in the lead-up to the election, the Brazilian real could come under signicant pressure
later this year and unwind gains the currency has experienced year-to-date.
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