
Highlights

• Brazil's economic outlook became more challenging, on

the back of higher fiscal and political risks and the

worsening of the energy crisis;

• Higher uncertainty spurs risk premium. We raised our

exchange rate forecast to 5.2 from 4.9 reais per dollar

at the end of this year, despite strong external

accounts. For the end of 2022, we adjusted from 4.9 to

5.1;

• Inflation pressures are proving more persistent and

widespread. We raised our terminal Selic rate forecast

to 8.50% (7.25% before);

• Tighter monetary policy should offset inflation inertia

and a weaker exchange rate. Thus, we kept our 2022

IPCA forecast at 3.7%. Full convergence to the target

path should happen only by 2023;

• In the face of growing headwinds, we reduced our 2022

GDP growth forecast to 1.3% from 1.7%. For 2021, we

expect GDP to grow by 5.3%.

Uncertainty drives Selic up and growth down
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XP Forecasts

2018 2019 2020 2021 (F) 2022 (F)

GDP growth (%) 1.3 1.1 -4.1 5.3 1.3

Unemployment rate (% s.a., end of period) 12.2 11.5 14.7 13.0 12.3

IPCA (CPI, 12m, %) 3.8 4.3 4.5 8.4 3.7

SELIC rate (% p.y., end of period) 6.50 4.50 2.00 8.00 8.50
FX (USDBRL, end of period) 3.9 4.0 5.2 5.20 5.10
Primary fiscal balance (% GDP) -1.6 -0.9 -9.5 -1.1 -0.8
Gross debt (% GDP) 75.3 74.3 88.8 78.6 81.7
Trade Balance (USD Bn) 46.6 35.2 50.4 67.4 46.3
Exports (USD Bn) 231.9 221.2 209.2 278.1 289.2
Imports (USD Bn) 185.3 185.9 158.8 210.6 242.9
Current Account (USD Bn) -51.5 -65.0 -25.9 -18.9 -48.7
Current Account (% GDP) -2.7 -3.5 -1.8 -1.2 -2.8
FDI (USD Bn) 78.2 69.2 34.2 45.0 60.0
FDI (% GDP) 4.1 3.7 2.4 2.8 3.4

Source: IBGE, BCB, Bloomberg. Forecasts (F): XP Investimentos.



On August 31, the government presented its budget proposal for 2022. The budget doesn’t consider the recent

acceleration of inflation (which spurs expenses for next year) nor accounts for political commitments difficult to

avoid. We estimate a gap close to R$70 billion that makes the bill’s path in Congress uncertain.

The rise in political tensions in recent weeks adds further pressure to the already challenging context. A possible

outcome could be a risky change to the spending cap framework to accommodate greater discretionary expenditures

next year.

If this materializes, the exchange rate will likely drift further away from fundamentals, pressuring inflation and

demanding greater effort from monetary policy. Last month, we estimated that the Selic would need to reach 9.50%

under these circumstances.

As if the fiscal risks were not enough, the hydrological crisis continues to pressure production costs, increasing

inflation and reducing economic growth prospects.

For now, we maintain the hypothesis that there will be no changes in the fiscal framework beyond the adjustments to

fit higher court ordered payments. Still, even in the baseline scenario, we forecast now weaker exchange rate, higher

inflation and lower growth.

We will monitor closely how this unfolds, as to assess whether the alternative scenario will become the most likely.
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Foreword – Budget deadlock meets rising political risks and hydrological crisis
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https://conteudos.xpi.com.br/wp-content/uploads/2021/08/Macro-Monthly-Aug21.pdf


The spread of the Coronavirus delta variant lead to a set of weaker

economic activity data in developed markets. Services and retail sales

indicators were affected the most, while manufacturing remained expanding

at a good pace.

In the US, the recent weaker labor market numbers suggest the Fed is in no

hurry to start tapering monetary stimulus. We expect the tapering to start in

December, with first interest rate hike only in the second quarter of 2023.

We maintain our 10-year UST forecast at 1.5%, an “out of consensus” view

that we have held since the beginning of the year.

In China, the Services PMI dropped to below 50 in August, as a result of the

country’s zero-tolerance policy against the delta variant. The slowdown is

expected to help moderate commodity prices, but not enough to trigger a

significant correction (only in some specific commodities, such as iron ore).

In all, we believe the global backdrop remains favorable to Brazil, with

continued recovery, delta variant under control and still-abundant liquidity.
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Global Backdrop – No rush for the Fed to tight

Brazil

Fiscal Policy – Skating on thin ice

Fiscal results went back to the positive surprise territory in August. Tax

revenue again registered stronger than expected figures, with 11.5% real

growth as compared to 2019 (pre-pandemic levels). The robust performance

drove down the twelve-month accumulated primary deficit to 3.8% of GDP,

while gross debt continued its downwards path, to 83.8% of GDP (from

83.9% in the previous month).

The recent worsening in risk perception, however, falls far from the short-term

positive performance. Rather, it can be traced back to the government’s

budget proposal for 2022 – an electoral year. The proposal was sent to

Congress (PLOA) with not just a few, but multiple political and budgetary

challenges.

First, the draft bill doesn’t incorporate the recent price hike. Official projections

for the INPC (inflation index, which adjusts most of the government’s

mandatory spending) at the end of this year are much lower than market

forecasts. In theory, it would be feasible to rationalize the resulting R$ 19bn

additional within discretionary spending.

Strong Tax Revenues and spending cap 
stabilized primary deficit 
(General gov. primary balance, % GDP)

Source: BCB
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Still relevant spare capacity in US labor market

Source: Bloomberg and XP



However, the legislative piece brings further challenges. It doesn’t include

budget room for political commitments that will be hard to reverse and/or

to negotiate in Congress. These include the new social transfer program,

Auxílio Brasil (extended version of Bolsa Familia) and the individual

parliamentary inquiries – a recent Congress ask, which squeezed even

further the budget room for government policies.

We estimate that the budget gap present in the current proposal adds up

to R$ 70 bn, as described in the table below. Such shortcomings make

the bill’s path in Congress uncertain.

As discussed in last month’s report, due by the Union next year. most of

this pressure was driven by an unexpected increase in court ordered

payments (precatórios)

In this context, the budget issue could be addressed with the approval of

the Constitutional Amendment (PEC) proposed by the Executive or a

similar alternative which allows the government to postpone such

spending or remove these from the constitutional spending ceiling.

For now, we understand the alternative for the removal of court ordered

payments from the spending ceiling seems the most likely to progress.

Although this incurs the same impact on public debt in the long run, if

compared to postponing part of the ongoing debt, this alternative leads to

a higher primary deficit next year.

Therefore, we expect next year’s primary deficit at 0.8% of GDP, driving

gross debt to 81.7% of GDP. On the other hand, the R$ 50 bn budget room

resulting from this alternative would ease the growing political pressures

described above.

Nonetheless, approving any of these supposed alternatives for the court

ordered payments issue will require robust political coordination between

the Executive, Congress and the Judiciary. The recent political events

(particularly the 7th September street protests) have made such

coordination even more challenging.

Therefore, we don’t disregard a scenario of further fiscal deterioration.
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Rising interest rates and primary deficit to
put pressure on Debt-to-GDP ratio ahead
(Gross Debt / GDP)

Source: BCB and XP

Court ordered payments accelerate, restraining
expenses subject to cap (R$ billions)

Source: Ministry of the Economy.

R$ Billions

Expenditures under Const. Cap Budget Proposal (PLOA 2022) "Realistic" Budget B-A Obs

Social Security and other benefits 902.5 921.7 19.0 Unrealistic 2021 inflation forecast (6.2% vs 8.6%)

Public Sector payroll 329.1 329.1 0.0

Bolsa Família (Cash-tranfer program) 34.7 60.0 25.3 Based on Bolsonaro political promise

Payroll tax breaks program 3.5 9.3 5.8 Bill extending the program will likely be approved

Parliamentary budget amendments 16.0 33.0 17.0 Based on 2021 budget negotiation

Other mandatory exp. under the cap 136.6 138.6 2.0 "Electoral fund" will likely be raised

Court Ordered Payments (Precatórios) 89.0 89.0 0.0 "PEC dos Precatórios" in Congress

Other discretionary exp. under the cap 98.6 98.6 0.0 Can be somewhat reduced 

Total (Constitutional Cap) 1610.0 69.1

Source: Ministry of the Economy, Marcos Mendes, and XP calculations.
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Higher Selic rate to bring IPCA to the target 
path in 2023 
(% y/y)

Source: BCB
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Our analyses continue to suggest that Brazil’s exchange rate remains

undervalued. The real effective exchange rate - against a basket of

currencies and deflated by the CPI – stands at a level consistent with what

could be a current account balance even more favourable than the one

observed today (graph).

Furthermore, Brazil’s international reserves remain robust, while the interest

rate differential is widening in our favor.

Empirical evidence, however, shows that the exchange rate may remain

misaligned with fundamentals for many years. In the short term, the risk

premium usually prevails, especially in an emerging economy with fragile

fiscal structure as Brazil.

Thus, given the rising uncertainties (which will likely not dissipate in the

foreseeable future), we raised our exchange rate forecast for this year to 5.2

from 4.9 reais per dollar. For 2022, we adjusted to 5.1 from 4.9.

For the balance of payments, we maintain the same forecasts presented in

our last monthly report.

External sector – Higher risk premium, weaker 
exchange rate 

Monetary Policy – A growing challenge

Current inflation was again beyond expected, revealing widespread impacts.

August IPCA inflation came out above market expectations, at 0.84% (vs

0.67%). What really worried, though, was that the numbers show inflation

spreading throughout the economy (see graph).

The role of monetary policy, in the face of a supply shock, is to avoid the

secondary effects. The spread of inflation shows that, for now, we are not

out of the woods yet.

The risk of an excessively expansionary fiscal policy – and its impacts on

aggregate demand and on the exchange rate – make finding our way out

even harder.

Under this scenario, we now see the Copom taking the Selic rate to 8.50%

(previously 7.25%). We expect two more hikes of 100 bps, followed by 1 hike

of 75 bps and a final one of 50 bps.

Our models indicate that this move is enough to bring inflation to the target

path in the relevant monetary policy horizon, namely, by mid-2023.

Market participants are discussing whether the Copom should step up the

tightening pace. It would make sense, given that i) the spread of inflation

may suggest a prompter action; and ii) the Selic today is still relatively far

from the market consensus endpoint (between 8% and 10%).

Real exchange rate remains undervalued

Source: BCB and BIS

Rising diffusion index suggests inflation is 
spreading throughout the economy  
(% monthly)

Source: IBGE



We believe, however, that Copom will choose to keep the same pace given

the still uncertain scenario.

Unfavorable inflation today is the result of excessively expansionary

monetary and (mainly) fiscal policies in the past. Economic policy

operates with lags.

Going forward, we see Brazil and global economy slowing down, the

exchange rate and commodity prices more stable, and unemployment

rate at home still at high levels. Thus, inflation in 2022 and 2023 will face

the impacts of both monetary and fiscal policies closer to neutral levels.

Last but not least, if fiscal policy proves to be more expansionary and

unsustainable than envisaged in our baseline scenario, the burden on

monetary policy will be greater.
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Inflation – Tighter monetary policy and IPCA in 
target path

We’ve recently revised our 2021 IPCA forecast to 8.4% from 7.3%. The

revision was pushed by to the worsening of the hydrological crisis, the

above-expected August IPCA and producer price inflation suggesting that

cost-push inflation remains on the pipeline (more details here).

High inflation this year would spur 2022 forecast as well… The inertial

effects are clearer in regulated prices, which have the previous year's

inflation as a component of the readjustment rule. And in services, where

inflation from the previous year is still used to adjust contracts and

wages.

Higher 2021 inflation, added to a weaker exchange rate (see the external

sector section above), would bring the 2022 IPCA to 4.1%.

…But tighter monetary policy offsets these effects. We now see the Selic

at 8.50% at the end of the tightening cycle (see monetary policy section).

High unemployment and low household income growth limit the demand

for services in 2022.

Therefore, we maintain our 2022 forecast at 3.7%.

Important drivers for next year’ disinflation process include a drop in

energy prices and more moderate increases in food and industrial goods

prices, which have shown an increase of almost 10% so far this year.

We continue to monitor the risks associated with our scenario. Especially

those associated with political and fiscal uncertainty, which would lead to

weaker exchange rate and a possible rise of inflation expectations.

IPCA peaking. Long and gradual disinflation 
ahead (% YoY)

Source: BCB

Cost-push inflation still on pipeline 
(Industrials)

Source: IBGE and FGV

Source: IBGE and FGV

Cost-push inflation still on pipeline 
(Foodstuff)

https://conteudos.xpi.com.br/wp-content/uploads/2021/09/Higher-inflation-tighter-budget-1.pdf
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Rising real interest rates will reduce investments 
next year

Source: IBGE, Funcex, BCB

GDP QoQ SA change in GDP tends to zero in 2022 

Source: IBGE
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Economic recovery remains on track, although some sectors have slowed

down.

After remaining stable in Q2, GDP should resume growth in the second

half of the year, driven by the continuing normalization of the services

sector – namely, services rendered to families and public services.

Meanwhile retail sales have lost steam, as high inflation weighs on

private consumption, especially for low-income households.

Manufacturing continues to struggle with input shortages. Supply chain

issues have hampered manufacturing output since late 2020. We do not

expect this scenario to be reversed anytime soon, particularly for vehicle

producers. Hence, industrial production should contribute modestly to

GDP growth in the short term.

Agriculture and livestock, in turn, should be a drag on GDP in the second

half of the year, owing to the poor performance of sugarcane, corn, coffee

and orange crops.

All considered, we maintain our expectation that Brazil’s GDP will expand

by 5.3% in 2021. We expect 0.7% average QoQ growth in 3Q and 4Q. If our

estimates prove accurate, the statistical carryover for 2022 will be 0.8%.

Prospects for 2022 GDP, nevertheless, continue to deteriorate. Tighter

monetary policy, higher energy costs and political instability weighs down

on business and consumer confidence. Real household disposable

income should grow only modestly next year, around 1.5% - what should

be offset by the end of Covid-19-related emergency benefit payments.

On the bright side, we expect stronger agricultural results and solid

expansion in exports next year (albeit at a more moderate pace

compared to 2021 for the latter).

Still, we reduced our 2022 GDP growth forecast to 1.3% from 1.7%.

The hydrological crisis now features as the top risk in our radar. Our

scenario considers the effects of the water crisis and subsequent rise in

electricity costs on production and consumption levels. But we do not yet

account for an energy rationing (i.e., mandatory reduction in

consumption). If this materializes - and the likelihood is not negligible –

GDP growth may easily dip into negative territory.

Other risks to our baseline scenario include (i) an additional deterioration

of domestic political and fiscal conditions, which would further increase

uncertainty and reduce liquidity, and (ii) a more intense slowdown in the

global economy, due to the spread of the Covid-19 Delta variant or to

sooner than expected monetary tightening in developed economies.

GDP Breakdown (annual change - %) 2020 2021 (F) 2022 (F)
Agriculture and Livestock 2.0 1.6 1.9

Industry -3.5 5.7 1.0

Services -4.5 5.1 1.4

Total GDP -4.1 5.3 1.3
Household Consumption -5.5 3.8 1.5
Government Consumption -4.7 1.3 1.0
Gross Fixed Capital Formation -0.8 13.9 0.7
Exports -1.8 9.0 2.0
Imports (-) -10.0 12.1 1.2
Source: IBGE. Forecasts by: XP.  

Economic Activity – Tighter monetary policy 
and reduced growth 
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XP Forecasts

2018 2019 2020 2021 (F) 2022 (F)

GDP growth (%) 1.3 1.1 -4.1 5.3 1.3

Unemployment rate (% s.a., end of period) 12.2 11.5 14.7 13.0 12.3

IPCA (CPI, 12m, %) 3.8 4.3 4.5 8.4 3.7

SELIC rate (% p.y., end of period) 6.50 4.50 2.00 8.00 8.50
FX (USDBRL, end of period) 3.9 4.0 5.2 5.20 5.10
Primary fiscal balance (% GDP) -1.6 -0.9 -9.5 -1.1 -0.8
Gross debt (% GDP) 75.3 74.3 88.8 78.6 81.7
Trade Balance (USD Bn) 46.6 35.2 50.4 67.4 46.3
Exports (USD Bn) 231.9 221.2 209.2 278.1 289.2
Imports (USD Bn) 185.3 185.9 158.8 210.6 242.9
Current Account (USD Bn) -51.5 -65.0 -25.9 -18.9 -48.7
Current Account (% GDP) -2.7 -3.5 -1.8 -1.2 -2.8
FDI (USD Bn) 78.2 69.2 34.2 45.0 60.0
FDI (% GDP) 4.1 3.7 2.4 2.8 3.4

Source: IBGE, BCB, Bloomberg. Forecasts (F): XP Investimentos.

(1) Remember that last month the Central Bank, through an ordinary review, released new figures for the current account deficit

for 2020, from $24.1 billion to $25.9 billion. In 2021, the gap between January and May was $9.8 billion, down from $6.2 billion in

the old series.
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