
Highlights

• The government proposed changes to the constitutional

spending cap, which led to an increase in risk perception

and a worsening of macroeconomic outlook;

• The change in the fiscal framework affects long term debt

dynamics. Our simulations suggest that, under the new

rules, the debt-to-GDP ratio does not stabilize before 2030;

• On economic activity, although supply constraints hamper

industrial production, services should help keeping GDP

growth at 5% this year. In 2022, in turn, sluggish growth

should stand at 0.8%;

• On inflation, recent developments suggest that the

disinflation process in 2022 may be slower than expected.

We forecast IPCA at 5.2% next year, after a 9.5% print this

year.

• We forecast the Selic rate at 11.0% at the end of the

tightening cycle, in March 2022. The Copom may choose

to go beyond this level if the fiscal deterioration continues

to affect longer-term inflation expectations.
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With growing public debt and persistent primary deficits, Brazil adopted in 2017 a constitutional spending cap.

The cap limits annual expending growth to inflation. Considering Brazil’s high debt-to-GDP levels, we believe

the measure was key to reducing interest rates and inflation in Brazil in recent years.

Since its implementation, however, the cap has suffered opposition by those that believe in fiscal expansion

as an important engine of growth. Many were the attempts to change it.

This time around, it looks like the attempt will succeed, given that the proposal is endorsed by the government

itself. In theory, the proposed adjustment is not so critical: the cap will be adjusted yearly by YoY IPCA inflation

in December, rather than in June (as it currently is). The change opens room for increased spending in 2022,

but that tends to be partially reversed in the 2023 – in 2022, inflation by year end should be slower than by

June.

The problem, however, lies on the signaling. The message seems to be: we are free to adjust the existing rule,

if under pressure. The new methodology lacks credibility. As a consequence, Brazilian assets risk premium

deteriorated materially.

We believe these events suggest that the fiscal risk we have been monitoring since the end of last year has

materialized. Thus, on October 22nd we published a note revising our projections. We now see weaker

exchange rate, higher inflation and interest rates, and lower growth for 2022.

What are the alternative scenarios now? On the one hand, if there is no additional change to existing fiscal

rules, a positive alternative scenario is possible, one in which risk premiums recede. We still believe that the

exchange rate is undervalued, allowing for part of the recent depreciation to be reversed. Economic activity

would continue to benefit from the reopening, the improved hydrological outlook and (still) high commodity

prices. The Central Bank’s approach would prove effective to control inflation, driving prices to the target

range.

It seems a less likely scenario for an election year, but one should nonetheless keep it on the radar.

On the other hand, it is also possible to glimpse a scenario in which new market-intervention measures take

place, especially through banks and state-owned companies. These quasi-fiscal measures would add risk to

public debt sustainability and require additional effort by the Central Bank in fighting inflation. The reference

for macroeconomic variables in this scenario would be that seen in the second half of the last decade.
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Global backdrop – We’re not facing 

stagflation   

Are we heading towards stagflation? The materially higher-than-

expected inflation prints, coupled with less robust economic data out 

of US, Europe, and China, have increased market concerns over a 

sustained period of low growth tied with higher inflation.  

     

We understand this discussion is premature. Yes, economic growth is 

slowing down, but not as a function of deteriorating aggregate demand 

fundamentals or lacking employment opportunities, but rather 

because of complex aggregate supply dynamics that should improve 

gradually next year.   

 

We still believe that most of the inflationary overshoot will prove 

transitory. The current inflationary shock in the US remains mostly tied 

to specific pandemic-related and economic reopening developments. 

According to our numbers, those shocks explain around 75% of what 

is taking place in headline inflation dynamics at this time (see table).  

                                
The Fed will start tapering in November, and the process should last 

until mid-2022 (eight months). We believe that the first interest rate 

hike will take place in 4Q22.  

     

In China, GDP expanded 0.2% during the third quarter of the year, softer 

than expected. Still, our models continue to yield that the Chinese 

economy is set to expand 9% this year. For 2022 we are now 

forecasting that the Chinese economy will grow 5%. Our forecast 

includes an expectation of the government deciding in favor of 

introducing additional stimulus measures on the fiscal and monetary 

fronts in the relative short-term. 

 

On the Evergrande debacle, we still believe it is unlikely that the 

authorities would allow a Chinese “Lehman-like” moment to take place, 

but rather that they would take the “pragmatic” route out of this 

quandary.  

 

Brazil 

Fiscal – When risks materialize   

In our previous monthly report, we brought attention to what seemed 

like an incipient improvement in the acute fiscal risk perception. By 

then, representatives of the Three Powers walked the first steps into a 

common strategy to the long pending court-ordered payments budget 

issue.  

September data strengthened the positive scenario for public accounts 

in the short-term. Tax collection continues to post all-time high prints, 

while regional governments also maintained the robust performance. 

The later reduced the twelve-month accumulated primary deficit to 

0.63% of GDP (from 1.57% in the previous month).  

Nonetheless, the substantial worsening of the political-fiscal scenario 

was enough to overshadow the primary surplus registered by the 

consolidated public sector in the month. The government’s proposal to 
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alter the spending ceiling legislation – which we discuss in more detail 

in our recent report “Change in fiscal framework puts pressure on FX 

and monetary policy” – was the main driver for the substantial hike in 

risk perception.  

We now include in our base scenario that Congress will approve the 

Constitutional Amendment altering the court-ordered payments 

framework (PEC dos Precatórios) as discussed today. The legislative 

piece will also include a change to the spending ceiling’s adjustment 

methodology.  On court-ordered payments, our projections include that 

the total spending outside the ceiling will be undertaken through the 

40% waiver payment condition.  

Therefore, the legislative changes open room for additional BRL 103.7 

bn in spending within the new constitutional ceiling (see table).  

 

That said, the increasing political demands can put to risk even this 

expanded budget room. As detailed in Table 2, even within the 

spending room created by the Constitutional Amendment, the 

government would still need to compress discretionary spending as 

detailed in the budget proposal (at BRL 98.6bn).  

  

The change in the fiscal perspective deteriorates Brazil’s debt 

dynamics in the coming years. Not only due to the expected worsening 

in the primary deficit, but also because of the Central Bank’s monetary 

policy reaction to this new “fiscal balance”. We recently revised our 

Selic terminal rate to 11% (from 9.25%).  

Indeed, higher interest rates on gross debt respond to more than half 

of the worsening seen in our long-term indebtedness projection – if 

compared to our previous projection (before the change in the fiscal 

scenario). The direct impact of fiscal deterioration through primary 

deficits is responsible for the remaining.  

With the new fiscal and monetary policy scenario, our models 

suggest that the debt/GDP ratio should not stabilize before 2030.  For 

2021, we expect a primary deficit at 1% of GDP (from 1.1%, thanks to 

the mild improvement in tax revenue), and gross debt at 79.8% by 
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year end (from 80.4%, thanks to a higher nominal GDP). For 2022, we 

project primary deficit at 1% of GDP (from 0.7%), and debt/GDP at 

83.5%. It’s worth noticing that the worsening in the projections lead by 

higher primary spending and interest burden next year was partially 

offset by the rise in nominal GDP (thanks to higher expected 

inflation).  

External Sector – Fiscal uncertainty 

continues to drive our forecasts 

In our last scenario review note we raised our exchange rate forecast 

for 2021 and 2022 to R$5.70 from R$5.30 and R$5.10, respectively. 

The weaker currency is explained by the increase in risk perception 

driven by developments on the fiscal front (as discussed above).  

Considering the new FX forecast, we revised our 2022 trade balance 

numbers from $58.7 billion to $64.1 billion. On the export side, lower 

iron ore future prices limit the improvement generated by the weaker 

exchange rate. The recent rise in oil prices, in turn, keeps imports 

elevated. The current account balance for 2022 was revised to a deficit 

of $15.6 billion.  

For 2021, our numbers remain unchanged: trade balance at $67.4 

billion and current account deficit at $18.7 billion. 

Economic Activity – Robust Recovery in 

2021, sharp slowdown in 2022. 

Recent data continues to show a steady recovery of economic activity, 

in line with our expectation for 2021 GDP growth at 5%. Supply chain 

constraints prevent an even higher growth rate. Nonetheless, 

economic fundamentals signal a significant slowdown ahead.    

The service sector remains on a robust recovery path. Economic 

reopening and increased mobility have boosted tertiary sector’s 

activities, especially those linked to household consumption. The 

rebound in services GDP should exert an important contribution to total 

GDP growth in the second half of this year.  

Meanwhile, supply constraints persist and hamper industrial 

production. Industry has shown unfavorable results and limited the 

recovery of total GDP this semester. The main reason is the same seen 

globally:  supply chain bottlenecks, which have proven more persistent 

than initially anticipated, and the sharp rise in production and 

distribution costs (illustrated by the increase in energy prices).   

Weaker industrial output in recent months – not negative surprises on 

the demand side – led us to reduce our 2021 GDP growth projection to 

5% from 5.3% (details included in macro review note mentioned 

above). We estimate that total GDP grew moderately in Q3 (0.3% QoQ; 

4.6% YoY). On the supply side, the steep increase in services GDP (1.6% 

QoQ) should have more than offset the weak performance of industry 

(-0.8% QoQ) and agriculture and livestock (-2.9% QoQ) last quarter. 

Official GDP figures will be released on December 02.  

In turn, our preliminary estimate for Q4 GDP growth stands at 0.7% QoQ 

(2.5% YoY), still reflecting the solid recovery of services. Recent 

https://conteudos.xpi.com.br/wp-content/uploads/2021/10/Scenario-review-ENG-1.pdf
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readings of business confidence reinforce the large sector 

heterogeneity observed at present.  

We expect GDP to grow by 0.8% in 2022. On average, total GDP growth 

should be virtually zero throughout next year, as we calculate that 2021 

GDP will imply a statistical carryover effect of 0.7pp. In our view, 

domestic activity will shrink in the second half of 2022, following a 

modest rise in Q1 and stability in Q2. (For details, see New Baseline 

Scenario for Economic Activity, October 29). 

The sharp deterioration in financial conditions lead by increased risk 

perception and monetary policy tightening will likely reduce investment 

and private consumption (particularly of durable goods) in 2022. We 

highlight the steep increase in the ex-ante real interest rate - it jumped 

3.5pp in the last three months (nearly 2pp in the last two weeks).    

That said, positive signs amidst 2022 headwinds maintain our 

expectation for the full-year 2022 GDP growth in the positive territory. 

The recovery of the employment level should provide some support for 

domestic demand, especially in the first half of next year. The rebound 

in employed population has recently become more widespread. We 

note the strong expansion in informal categories (more sensitive to 

social interaction) in recent months. Accordingly, we estimate that the 

real household disposable income will expand by around 2% in 2022. 

 

On the supply side, we believe that the gradual normalization of supply 

chains will allow an inventory replenishment process. This should drive 

output in important manufacturing activities that have been severely 

hit by input shortages (the automotive sector as the main one).  

Our baseline scenario also considers the very favorable prospects for 

agricultural production next year. The grain harvest is likely to reach all-

time high levels in 2022, with widespread expansion among main 

crops.   

Inflation – Input costs and inertia pressure 

prices in 2022 

In our previous monthly report, we discussed the challenging 

inflationary scenario this year, lead by successive supply shocks and 

acceleration of services prices. By then, our view was that interest rate 

hikes by the Central Bank and weaker economic activity supported our 

scenario of substantial disinflation throughout 2022.  

However, the recent developments suggest that this process may be 

slower than initially expected. 

https://conteudos.xpi.com.br/wp-content/uploads/2021/10/XP-Macro-_-New-Baseline-Scenario-for-Economic-Activity.pdf
https://conteudos.xpi.com.br/wp-content/uploads/2021/10/XP-Macro-_-New-Baseline-Scenario-for-Economic-Activity.pdf
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Supply chain disruptions, which have been a problem since the eve of 

the covid-19 pandemic, appears to have increased in recent months. 

Input shortages restrict production and adds pressure to global 

inflation (see chart). Higher logistical and energy costs have also 

contributed to higher inflation in industrial goods. We expect a slow 

normalization of global supply chains throughout next year - what 

should keep industrial prices on an upwards trend. 

Additionally, current inflation has proven more pressured and 

disseminated domestically. This was illustrated by the worse than 

expected prints of the IPCA in September and the IPCA-15 in October. 

Finally, and very relevant, the deterioration of the fiscal framework 

impacts the exchange rate, further de-anchoring inflation expectations 

– which have risen even for longer horizons, as shown in the Focus 

survey (table).  

These factors have recently led us to raise the IPCA projection for 2022 

to 5.2% (from 3.9%). Next year, services inflation and administered 

goods, groups with a higher inertial component, will be heavily 

impacted by high current inflation.  

For 2021, we project inflation at 9.5% by year end. Until September, the 

IPCA accumulated in the year stood at 6.9%. The Central Bank 

expected this to be the peak of the twelve-month accumulated figure 

(+10.3%). However, after the release of the October inflation preview 

that surprised by more than 0.20 p.p., we are now expecting the peak 

to occur in October (10.5%), heavily influenced by the rise in fuel prices. 

Monetary Policy: Still far from what is 

necessary 

Copom’s wording and moves have become increasingly hawkish. The 

tightening cycle started at a pace of 75 bps per meeting, having moved 

to 100 bps in June and to 150 bps in October. 

The approach has been able to keep medium-term inflation 

expectations relatively close to the targets, even amid intense and 

long-lasting short-term pressures. 

However, we are still far from where is needed to bring inflation back 

to the target path. Particularly with the renewed rise in global 

production costs and the growing risk of fiscal easing.  

Our baseline scenario sees the terminal Selic rate at 11%, in March 

2022. Our models indicate that this level is consistent with the 

convergence of inflation to the target by 2023. The likely slowdown in 

aggregate demand in Brazil and worldwide next year should contribute 

to this.  

The Copom, however, may choose to go beyond this level if: i) it 

chooses for a faster convergence to the target (2022); or ii) the change 

in the fiscal framework leads to an even greater hike in inflation 

expectations. Especially if this scenario also includes “quasi-fiscal” 

measures through state-owned companies.  
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