
Highlights

• With August's IPCA higher than expected and new cost
pressures, we raised our 2021 IPCA forecast from 7.7% to
8.4%. For INPC, we estimate 8.6%.

• Higher inflation makes the budget for 2022 even more
challenging. We estimate that the current budget proposal will
face pressure of nearly 70 billion reais, due to higher inflation
forecast and political commitments not included in the budget
piece.

Higher inflation, tighter budget
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Upward surprises continue: we raised our 2021 IPCA forecast to 8.4%

Due to the surprise in the August IPCA released today – the index rose 0.87%, while our forecast pointed to

0.65% – we raised our forecast for the year. The main deviation from the forecast was in vehicle fuels

(0.08pp) and the remaining 0.14pp was spread among the other items, revealing more challenging inflation

dynamics in the short term. By incorporating only the monthly surprise into our forecast, the impact would be

+0.22pp.

In addition, the revision also takes into account the IGP-DI result for August released yesterday, which

revealed even stronger pressure on producer prices with a correspondence in the IPCA for both industrial

goods and foodstuffs, which should translate into higher transfers already in September (see graphs). We

can already see this increase in high-frequency surveys of food prices (FGV) and fuels (ANP).
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As a result, our forecast for the 2021 IPCA rose to 8.4%, above the previous forecast of 7.7%.



Higher inflation this year generates greater inertia for 2022, posing an upside risk to our forecast of 3.7% for

2022. On the other hand, we are undertaking a more comprehensive review of the scenario - to include the

latest political and economic developments. – which will likely include a more intense reaction from the

Central Bank.

This review should be completed and posted early next week.
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Higher inflation turns fiscal outlook even more challenging
Higher inflation today means higher public expenditures tomorrow.

The majority of the central government’s mandatory spending is linked to previous year inflation. In

particular, social benefits, including pensions. According to the National Treasury, for each 1pp increase in

INPC inflation, expenditures increase by R$ 7.9 billion.

The government’s budget proposal, sent to Congress in August, projects the INPC at 6.2% by the end of the

year. As discussed above, we now forecast the 2021 INCP at 8.6%.

Therefore (all else equal), mandatory expenditures should be R$ 19 billion higher than that contemplated in

government’s budget proposal, squeezing other expenditures – as total spending is limited by the

Constitutional cap. But the budget challenges don’t stop there. Important political commitments, such as

boosting the cash-tranfer program Bolsa Familia and rapporteur amendments, are not included in the current

bill. Besides, Congress will also likely approve an extension for the payroll tax-breaks program for selected

sectors.

The table below summarizes the budget proposal and its gaps. We estimate that the difference between the

official proposal and a “realistic budget” sums R$ 69.1 billion.

The lacking budget could be fixed by approving the Constitutional Amendment (already in the Congress) or a

similar legislative alternative that allows the government to postpone part of the court-ordered payments bill.

And by reducing other discretionary expenditures (highlighted in the table below).

This, however, would require strong coordination between the Executive, the Judiciary and Congress. The

recent political events (in particular the Sept 7 demonstrations) have reduced the likelihood of such an

agreement between the Three Powers.

An unrealistic budged proposal amidst growing political turmoil, therefore, features as the main risk for the

economic scenario going forward.
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Appendix: IPCA forecasts breakdown
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