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CHILE — The last inflation mile

P The risk of higher domestic demand in Chile— driven by a swifter investment-related recovery, as well as resilient
private consumption— has raised questions regarding the output gap and the pace of inflation convergence to the
target. In this context, we assess the inflation outlook using Phillips Curve models.

P Our baseline scenario foresees inflation ending 2025 at 3.9% converging to the 3% target by Q2 2026. In our risk
scenarios with activity outperforming, inflation convergence is more gradual, warranting a cautious path in the final
stages of the BCCh’s cutting cycle.

Quo vadis short-term inflation? We estimate a Phillips Curve model for Chile that posits a positive relationship
between economic activity and inflation expectations. Our model considers annual headline inflation as the dependent
variable, with explanatory variables including the average of one-year-ahead inflation expectations from the Central
Bank’s analyst survey and inflation-linked swaps, as well as our output gap estimate as a proxy for economic activity.
The table below presents the estimated coefficients, confirming the positive link between activity and inflation, as well
as the role of expectations’.

Phillips Curve Estimation

Estimate Std. Error t-value Pr(>|t|)

(Intercept) 1.4072 0.1572 8.25 .000 el
CPI (-1) 0.5474 0.0440 12.44 .000 x
Output Gap 0.1486 0.0542 2.74 .008 *
1-year Inflation Expectations 1.3193 0.1554 8.49 .000 el

minus target

Residual standard error: 0.682 on 82 degrees of freedom
Multiple R-squared: 0.945,Adjusted R-squared: 0.943
Wald test: 451 on 3 and 82 DF, p-value: <2.2e-16

Diagnostic tests: df1 df2 Statistic p-value
Weak instruments 2 81 37,83 2.2e-13***
Wu-Hausman 1 81 1,03 0,31
Sargan 1 NA 0.26 0.61

Signif. codes: 0 **** 0.001 *** 0.01 * 0.05°0.1 *" 1

Note: Estimated using quarterly data starting in 2002, where economic activity is measured by
the output gap—estimated using the HP filter.

We then explore three upside risk scenarios related to the output gap and its impact on inflation dynamics.
The risk scenario considers the alternative domestic economic activity scenarios presented in the Central Bank’s
3Q25 Monetary Policy Report that considers upbeat domestic demand reinforcing agents’ expectations, hence adding
an additional boost to spending, in a context in which nominal wages continue to grow above historical averages.

" Following Medel (2016), we address the simultaneity issue between inflation and expectations by estimating the model using
Generalized Method of Moments (GMM), instrumenting expectations with their two lagged values. Consistent with Medel's
findings, we observe no significant differences between the GMM and OLS estimates.
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Each scenario differs in the intensity and persistence of inflationary pressures to assess potential paths for
convergence. The first scenario simulates a positive shock to the output gap of around 0.9 and 1.2pp peaking
between 4Q25 and 1Q26 and partially 2Q26. With this, 2025 and 2026 GDP growth would reach 2.9% and 2.4%,
respectively (Ital’s forecast: 2.5% and 2.2%)?. The second and third scenarios introduce a positive output gap shock
in 4Q25 that decays at a constant rate. The second assumes a shock of 1.2pp (highest peak of the first risk scenario),
and a decay consistent with an AR(1) process with a coefficient of 0.4, following the calibration used in the Central
Bank’s MSEP model. The third scenario uses the peak output gap increase from the first scenario but assumes a
more persistent shock, with an AR(1) coefficient of 0.9. These scenarios help illustrate the sensitivity of inflation
convergence to varying degrees of intensity and persistence of the economic activity shocks.
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The results reveal markedly different speeds of inflation convergence across the risk scenarioss. All scenarios
show a downward trend in CPI, indicating a general expectation of inflation deceleration. However, the pace of
convergence toward the target and the accumulated inflation resulting from each path differ. The graph and table
below show how the convergence path and accumulated inflation from 3Q25 to 4Q26 would play out. First, Itad’s
baseline scenario predicts that annual inflation would reach 3% around 2Q26. Risk Scenarios 1 (black) and 2 (blue)
show a relatively slower decline, in line with the increase of the output gap. In these scenarios, inflation would still
reach 3% in late 2026, but with a higher price level. Risk Scenario 3 (yellow) shows inflation not reaching the 3% goal
by 2026 with the consequent higher accumulated inflation.

2 The shock is calibrated to be consistent with the 70% bound of the GDP growth confidence interval published by the Central Bank
in its September 2025 IPoM.

3 Is important to mention that we assume stand-alone shocks to cleanly isolate the Phillips curve mechanism.
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What will the final stretch of inflation
convergence look like?
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Accumulated inflation 3Q25 - 4Q26

3.87%
4.01%
4.12%
4.17%

The last mile of the disinflation process is in sight, yet uncertainty prevails. Our baseline forecast foresees
inflation at 3.9% by end-2025, reaching the 3% target by 2Q26, supported by a stronger CLP, favorable base effects,
and a balanced economy (see our inflation forecast table of October scenario below). However, our exercises suggest
that risk scenarios in which the output gap drifts considerably higher could delay the disinflation process. The Central
Bank’s caution is warranted: aggressive easing could threaten credibility if inflation persistence endures, while
excessive restraint could weigh on activity. We expect the policy rate to decline gradually to 4.5% by end-2025 and

4.25% by during 2026, contingent on the speed of convergence.

Itad inflation forecast YoY

Andrés Pérez M.

Marcus Cobb

Andrea Tellechea Garcia
Ignacio Martinez

4Q25
1Q26
2Q26
3Q26
4Q26

3.82%
3.22%
3.41%
3.07%
3.00%

*Growth rate calculated as quarterly average
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