
Highlights

• The fiscal risk has intensified with the discussion of tax reform, the

significant increase in expenses with court-ordered payments and

the desire to expand the Bolsa-Família program.

• Despite recent mixed activity data, we believe the recovery will

continue into the second half. We keep our GDP growth forecasts at

5.5% in 2021 and 2.3% in 2022.

• Higher production costs and the reopening of the economy continue

to put pressure on inflation. We raised our IPCA forecast to 7.3%

from 6.7% this year and to 3.7% from 3.6% in 2022.

• We continue to believe that inflation will return to close to target next

year due to the monetary adjustment, more stable exchange rate

expectations and commodity prices, and the reduction of the fiscal

impulse with the end of aid linked to Covid.

• We reduced our trade balance forecast for this year from USD 81.6

bn to USD 67.4 bn. For a good reason: the stronger economic activity

will increase the imports. We keep our exchange rate forecast at 4.90

reais per dollar this year and in 2022.

• The Central Bank stepped up the pace of monetary tightening and

kept a hawkish tone. We forecast the Selic rate at 7.25% for this year

and next. The main risk is the fiscal outlook. Our simulations suggest

that a fiscal expansion in 2022, including a change in the spending

ceiling framework and a significant tax cut, would demand the Selic

rate above 9% to bring inflation back to the target path in 2022/2023.

Fiscal risk might push Central Bank harder 
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The Coronavirus pandemic is once again a concern for global recovery. The spread of the delta variant has led to a

drop in business confidence in developed countries and some decline in commodity prices.

Our assessment, for now, is that the new variant will not cause a relevant acceleration in hospitalizations and deaths,

and, therefore, should not represent a risk for economic recovery.

In any event, the accommodation of commodity prices may contribute to a reduction in inflationary pressures for

2022, which is positive.

In Brazil, fiscal risks reemerged, putting pressure on the exchange rate and future interest rates. Spending pressures

have grown, with the government aiming to boost income-transfer programs and the Judiciary indicating a sharp

acceleration in court-ordered payments (writ of payment) for next.

A proposal for a constitutional amendment is in Congress to accommodate this reality. If the adjustment is limited to

fix the writ of payments problem, the deterioration of fiscal outlook would be limited.

However, if Congress seizes the moment to change the fiscal framework allowing further expenditures, it could

seriously hit credibility. Another risk on this front is the income-tax reform, which could end up reducing tax revenues

too much.

An excessive fiscal expansion would affect inflation through two channels. First, it would keep domestic consumption

heated, making room for the current inflation shock to spread to next year. Second, it would bring a deterioration in

the risk perception, leading to a more depreciated exchange rate.

In our base scenario, we project the Selic rate at 7.25%, slightly above the level considered neutral. But if this risk of

fiscal deterioration materializes, our simulations suggest a policy rate above 9.0% at the end of the monetary

adjustment cycle.
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Foreword – Delta variant and Fiscal in  Brazil: New (old) risks
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The US Fed’s FOMC decided to keep interest rate and asset purchase

policy unchanged in this July meeting. The main message out the

meeting/statement/QA was that the US economy had continued to make

progress towards the goals laid out to taper. But with no indication that it

will happen very soon.

We believe that something more tangible on the tapering front will be

coming out in September and not in August at Jackson Hole. That said,

our base case on future policy remains the same and implies that the Fed

will initiate the tapering process in December 2021 (via purchasing 10

billion less per month, 5 billion in MBS, and 5 in USTs). We are still

penciling that the first rate hike will take place in Q323.

In China, July PMIs showed some deceleration. Supply constraints are a

lingering issue, but demand seems to be cooling as well. New orders fell

in July, and the export index remained below 50 last month. It is quite

possible that August may continue to deliver further deceleration on the

back of the renewal of Covid cases.

The economy should slow down further as the year moves forward, which

is already contemplated in our 9% growth forecast. Otherwise, the Chinese

economy would easily grow north of 10% in 2021 because of a favorable

comparison base and the very strong performance that was seen in the

second quarter.

We don’t expect the spread of the delta variant to have any material effect

on China or the US recovery trends.
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Global Backdrop – No rush for the Fed
to tight

Brazil:

Fiscal – Short-lived relief

The first half of this year was (surprisingly) marked by positive news

coming from public accounts. By one end, the late approval of this year’s

budget drove down government spending. By another, inflation and

economic recovery boosted revenue beyond pre-Covid levels. Throughout

the first six months of the year, government’s primary deficit (12-month

accumulated) fell from 9.4% to 3.8% of GDP, driving down gross debt to

84% of GDP – a 5pp reduction from January.

Total federal revenue registered 24.1% real growth compared to the same

period last year, or 5.8% as compared to 1H19 (before Covid-19). By the

same token, regional governments’ accounts have remained strong, not

only on the back of last years’ financial support by the Union and federal

government’s debt renegotiation programme, but also thanks to equally

strong tax revenue, especially from regional VAT (ICMS).

Primary Balance- subnational governments

Source: BCB
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The dynamics above strengthens the argument that tax revenue in Brazil

might be in the process of becoming structurally higher, contrasting to

the view that recent surprises on the revenue end have mostly inflation to

thank for.

Nonetheless, the improvement was short-lived, as it was soon

overshadowed by growing uncertainties on the country’s long-term fiscal

path. More specifically: discussions over financing a new social transfer

program (larger than today’s Bolsa Família), and an unexpected increase

in court ordered payments weighting on next year’s budget.

As we mentioned earlier this month, inflationary pressure and the

increase proposed to the electoral fund have reduced the budget space

projected within the spending ceiling for next year. With the updated

projection at R$ 25 billion, an “enlarged Bolsa Família” would therefore

use all the available budget space.

As such, the increase in court ordered payments due next year (which

would sum up close to R$ 90 bn) meant that the fiscal framework would

have to be altered, regardless of the final decision on how these would be

finally paid and on the size of a new social program.

In this context, the government chose to propose an instalment plan for

judicial payments through a Constitutional Amendment. The alternative

being an increase debt issuance for paying up the full amount next year –

adding approximately R$ 40 bn to gross debt and primary deficit next

year.

As illustrated on the table on the side, the government’s proposal reverses

the 2022 budget back to where it was before the unexpected increase in

court ordered payments. That means: the additional budget space within

the constitutional spending ceiling would revert to close to R$ 20 billion –

therefore, enough to finance a proportional increase to an “enlarged Bolsa

Família”, with no changes/breaches to the spending ceiling rule.

It’s worth noticing that the reality of a larger debt can’t be reversed, as

these court ordered payments are legally biding and, therefore, part of the

federal government’s liabilities – meaning, public debt. Therefore,

whichever payment method (instalments or new debt) only differs in

timing – for the payment and, as such, for impacting public accounts.

Considering that the proposed Constitutional Amendment is approved

(noting the great uncertainty on this hypothesis), we altered our

projections for gross debt and primary deficit based only on the

(aforementioned) stronger than expected tax revenue. As such, we expect

primary deficit to end this year at 2% of GDP (from 2.23%), and gross debt

to come down to 79.9% of GDP (from 82.2%).
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Total Real Federal Tax Collection

Source: Brazil Internal Revenue Service (RFB)
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However, we underline the risks of further deterioration to the fiscal

scenario. Especially if discussions on the Constitutional Amendment lead

to permanent changes to the spending ceiling directed at creating

additional room for spending in the electoral year.
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Economic activity – Fluctuations around 
a recovery trend 

Brazilian economic activity remains on a recovery path, despite mixed

signals seen in recent weeks. In the wake of the loosening mobility

restrictions and the new round of government programs to fight the

pandemic, retail sales and services provided to families showed solid

performance over the second quarter.

These activities should continue to grow in the coming months, reflecting

the economic normalization. That said, we note that some retail

segments are losing steam (mainly durable goods segments), as

household spending pivots from products to services.

Meanwhile, the industrial sector has shown poor performance since the

beginning of the year, especially due to pandemic-induced supply

constraints. Most manufacturing activities face higher costs for raw

materials, whereas some industrial chains (automotive sector as the

main example) continues to struggle with input shortage. We expect a

gradual normalization of supply over the next quarters.

On the bright side, investment-related industrial activities have registered

robust figures, and this scenario should persist until 2022. In addition to

the strong expansion in machinery and equipment production, important

civil construction segments have shown a solid rebound (particularly the

residential real estate and logistic structures).

In short, we maintain the scenario that domestic activity will continue on a

recovering trend throughout the second half of 2021, albeit with very

heterogeneous pace of growth across sectors.

Combining the factors mentioned above with the sharp increase of

consumer and business confidence, we expect total GDP to expand by

1.0% in Q3 and 0.7% in Q4 (QoQ sa). Accordingly, we forecast a 5.5%

growth for 2021 GDP.

We also continue to expect Brazil’s GDP to grow 2.3% in 2022. This

estimate already incorporates the effects of the new cash-transfer

program to be implemented by the federal government by the end of this

year (the so-called Auxílio Brasil, an expanded version of the existing

Bolsa Família program).

Vehicle Production and Inventories

Source: Anfavea

Economic recovery during pandemic –
Sectorial Breakdown

Source: IBGE
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Two other factors work in opposite directions in 2022. On the one hand,

the proposal to reform income taxation presented to Congress –

especially the initiative that raises the threshold for income tax

exemptions from monthly earnings of BRL 1,900 to BRL 2,500 – may

represent an additional boost to household consumption next year. On

the other hand, we recently revised our baseline scenario for the Selic rate

trajectory (from 6.75% p.a. to 7.25% p.a. at the end of 2021 and 2022),

which exerts a contractionary effect on economic growth. According to

our simulations, the larger sum of individuals exempt from income

taxation would add 0.2 p.p. to 2022 GDP growth, while the higher level of

the Selic rate would imply a reduction of 0.2 p.p. (all else equal).

Last but not least, several risks to domestic activity remain on the radar.

Among them, we highlight the: (I) spread of the Covid-19 Delta variant

(with potential impact on the pace of global economic recovery); (II)

persistence of inflationary pressure (leading to a lower real disposable

household income and a tighter monetary policy stance); (III) water crisis

(risks of electricity rationing); and (IV) additional expansion of

government spending combined with uncertainties surrounding the

current fiscal framework.
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Inflation – Short-term pressure continues. 
For 2022, risks seem more balanced

Short-term inflation remains under pressure, due to production costs,

electricity and foodstuff. The reopening of the economy is also leading to

higher services prices.

Drought and low temperatures affected many crops, especially grains.

With lower supply and strong demand, prices rose. Higher grain prices

put pressure on animal protein costs. Thus, we raised our food-at-home

inflation forecast to 8.3%. from 7.0% in 2021.

We adjusted the services inflation forecast from 3.6% to 3.9%.

All considered, we revised our forecast for the IPCA from 6.7% to 7.3%, well

above the upper bound of the target range (5.25%). In addition,

aforementioned to food at home and services, industrialized goods

should register a 7.8% increase and regulated prices of 11.0% in 2021

(see chart).

For 2022, we raised our forecast to 3.7%, from 3.6%. The higher inflation

this year generates inertia for the following year, especially in services

and regulates prices.

Still, we remain confident that inflation will converge to the target path

next year, as a result of tighter monetary policy, normalization of global

supply chains, more stable exchange rate and some decline in

international commodity prices.

IPCA breakdown

IPCA vs inflation target
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External Sector – higher imports 
reduce our trade balance forecast

This month, we brought new projections for the Brazilian external

accounts. We cut our trade balance result from $81.6 billion to $67.4

billion. We reduced exports slightly, by just $2 billion to $278.1 billion, as a

result of marginally lower commodity prices. Imports, however, were

revised upwards by $12.2 billion, reaching $210.6 billion, due to stronger

domestic growth.

Accordingly, we increased our current account deficit forecast from

US$3.8 billion to US$18.9 billion (1.1% of GDP). Even though, the 2021

current account result should be the lowest since 2017 and much lower

than that recorded in 2019 (3.46% of GDP).

For 2022, we see a partial return to the pre-pandemic levels, with a deficit

of $48.7 billion (2.7% of GDP).

The balance of payments financial account has been weak this year. Still,

the FDI easily cover the current account deficit. Additionally, the recent

acceleration in portfolio investments brings even more comfort to the

Brazilian external position. We keep our 2021 FDI forecast at $45 billion.

For 2022, our forecast a slightly higher level, at $60 billion.

Regarding the exchange rate, we keep our forecast at 4.9 reais per dollar

for 2021 and 2022.

Trade balance (US$ bi)

Exports and Imports (US$ bi)

Source: Secex

Source: Secex
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The BCB’s monetary policy committee – Copom - step up the pace of

policy-rate hiking to 100 bps in its August meeting and kept a hawkish

tone in the official communications (statement, minutes).

The Copom said that it will take the Selic rate to above the neutral level –

which is broadly estimated at 6.5%.

Our models suggest that, under our baseline scenario, the Selic at 7.25%

brings inflation to the target path in 2022-2023 horizon. This scenario

contemplates the exchange rate at 4.9 reais per dollar, slightly lower

commodity prices and domestic consumption gradually decelerating.

We see the fiscal outlook as the main risk for our baseline scenario (see

the discussion on the Fiscal session above).

An excessive fiscal expansion would affect inflation through two

channels. First, it would keep domestic consumption heated, making

room for the current inflation shock to spread to next year. Second, it

would bring a deterioration in the risk perception, leading to a more

depreciated exchange rate.

We estimate the Copom's reaction in this scenario. The hypotheses are

that the spending cap is adjusted to accommodate more expenses in

2022 and that the income-tax reform is approved with a loss of revenue

of around R$ 30 billion (as in the first draft of the rapporteur). The

implications would be a stronger consumption in 2022, the exchange rate

settling at 5.5 reais per dollar (compared to 4.9 in our baseline scenario)

and the Brazil risk (5-year CDS) rising from 182 to 254 base points.

Under those circumstances, obtain the IPCA convergence in the relevant

monetary policy horizon (2022/2023), the Selic rate will need to rise to

around 9.50% by the first half of next year. And go back to around the

neutral level in 2023.
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Monetary Policy – Looser fiscal, tighter 
money: Selic may go beyond 9%

August 2021

Scenarios for Selic: The central bank 
would react to the fiscal expansion with 
higher interest rate 
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