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The 11/26/2002 issue of this Weekly Report festured an article entitled Inflation
Uncertainty from Eduardo Loyo. The athor persuasively argued thet, everything
remaining the same, more inflation variahility, as currently hgppening, would require
higher redl interest rates to achieve the same inflation target.

The data rdeased since then show that the Stuation is even worse than previoudy thought.

Despite the recent hikesin the Sdlic target rate, the redl interest rate has been nose-diving
given thefagt increase in inflation expectations. The Chart displays the rdevant data.

Thelinethat jumps discretely and sporadically is the target Sdlic rate set by the Monetary
Policy Committee of the Brazilian Centrd Bank, whose meetings occur usudly every
month. Thisinterest rate serves asafloor to al other interest ratesin the economy.

Theinflation target framework implemented by the Brazilian Central Bank requires thet the
red interest rate be raised when inflation expectation rises above the target. This, however,
isnot an exdusive property of the inflation target framework. Any macroeconomic policy
that delivers sableinflation is required to produce a higher red interest rate when inflation
isexpected to rise. For example, the gold standard, which precluded the possibility of
directly fixing interest rates, works thisway. When inflation expectation rises, there is
pressure to buy gold, snce inflation means that the same amount of money will be ableto
buy less gold in the feature. Asthe Centrd Bank sepsin to sdl gold to stisfy the higher
demand, the amount of money decreases, and the interest rate rises.

Inflation expectations may be measured or estimated in different ways. Here, we resort to
the data collected by the Brazilian Central Bank from more than one hundred financid
ingtitutions and economic consuilting firms.? Despite &l the deficiencies usually associated
with surveys, these data reved important changesin agents behavior. For example, the
inflation uncertainty addressed in the previous report may be confirmed by the fact thet the
dandard deviation (ameasure of variability) anong forecagtersin predicting inflaion
tripled snce the beginning of the year.

There are saverd ways to compute the red interest rate. For example, despite the high leve
of the Sdic nominal rate during 2002 (see Chart), the red rate computed by deducting the
actua 2002 inflation measured by the CPI (IPCA) from the cumuletive rate will probably
be around 7%, alevel much lower than previous years. However, this lower rate does not
convey theright idea of how redtrictive monetary policy redly was. The reason isthat
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forecast errors were very high this year. Nobody could think thet the exchange rate would
depreciate that much. Also, the amount of exchange rate depreciation thet is tranamitted to
domedtic inflation, the so-called pass-through coefficient, was aso underestimated.
Therefore, the ex podt red interest rate (the one computed with actuad numbers) will
underestimate the ex ante red interest rate (the unknown one that reflects agents
expectations).

Using the Centrd Bank survey to unvell the expected future path of both the Sdic Target
Rate and the CPI Inflation, we can congruct a meesure of the ex ante red interest rate,
which better reflects the rate rlevant for agents to make their decisons to consume, save,
produce and inves, just to name the most important ones.

The Chart showsthat until recently, the red rate has followed closed the nomind rete, i.e,
that when the Centrd Bank moved the Sdic Target Rate (LHS scde), it was able to modify
the ex ante red interest rate (RHS scale) in the same direction.

However, this has completdy changed in the lagt two movements of the Sdic Target rate.
Despite an overdl increase in the Sdlic Target of 400 badi's points (4 percentage points), the
ex ante red rate has dropped to itslowest leve (see Chart).

Thisisvery bad news for the monetary palicy. It meansthat not only the same red interest
rate isless effective in achieving the inflation target (remember Loyo's argument about the
effect of inflation uncertainty), but dso that depite the very high recent nomind rate
increasesin the Sdlic Target Rate, the ex antered rate hasfalen dueto theintenserisein
expected inflation.

Unfortunatdly, there was not much that the team currently at the hem of the Brazilian

Centrd Bank could do to avoid such outcome. Monetary palicy faced the joint force of two
very negative shocks. Frg, therisk avergon in internationd financia marketsincreased
subgtantidly, as the world economy remained in recesson and the US corporate scandas
deeply affected capitd markets. Second, the uncertainty about what economic policy would
be followed by the new adminigration increased alat the (option) vaue of waiting.

Now, the new team faces avery difficult chalenge, but dso a greet opportunity. Since
much of the effect on exchange rate and inflation was crested by the uncertainty regarding
the new palicies, aheads-on attack on the risng inflation would cregte a very pogdtive
credibility shock. This contractionary monetary policy coupled with consarvative fiscal
policy could pay off handsomdly in the future, as credibility for the new government is built
and long term cgpitd flows resume. I inflation isto remain controlled, thereis only one
way that nomind interest rates may follow in the near future, and it is not down.
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