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Activity is better
than expected in
short term, but great
uncertainty remains
The decline in economic activity
recorded in March, according to
the main indexes compiled by Brazil’s
national statistics agency, IBGE, was much
less intense than expected, given leading and
coincident indicators. We therefore now expect
strong GDP growth in the first quarter

Activity is better than expected in short
term, but great uncertainty remains
Armando Castelar Pinheiro and Silvia Matos
The decline in economic activity recorded in March, according to the main indexes compiled by Brazil’s
national statistics agency, IBGE, was much less intense than expected, given leading and coincident indicators.
We therefore now expect strong GDP growth in the first quarter: 1.6% in relation to the previous quarter and 1.4%
compared to the same period of last year. This forecast is in line with results indicated by FGV IBRE’s Economic
Activity Indicator and GDP Monitor.1
The indicators also point to strong GDP growth at the beginning of the second quarter, of 11.1% year-overyear. This high rate is largely due to the slump in activity in the same period of last year. Thus, despite this result,
a quarterly 1.0% drop in GDP is still expected.
The better-than-expected activity at the beginning of the year reflects the fact that the reopening process
and increase in mobility were much faster than expected. Among mobility indicators, the “Workplaces” segment
(which has already returned to the pre-pandemic level) and the “Transit Stations” segment both stand out. They
are the segments most closely correlated with economic activity.
Despite the more positive prognosis for GDP, the risks remain high. There is a considerable chance that
the pandemic will flare up again, with increasing numbers of daily infections and deaths. In fact, according to
Worldometers, the number of new daily cases has increased slightly and the weekly moving average is close
to 65,000, up from 56,000 three weeks ago. However, at least for now, the number of deaths is declining, hovering around 2,000, down from a peak of 3,000 recorded a month ago.2 The vaccination of high-risk groups
could lead to a drop in the relationship between deaths and cases, but it is still too early to say to what degree,
given Chile’s experience.
Importantly, both infections and deaths remain at uncomfortably high levels. Another concern is that delays
in the arrival of imported inputs for vaccine production could slow down immunization. As long as a significant
portion of the population remains unvaccinated, the risk of new waves remains on the radar.
If this risk does not materialize, the process of economic normalization will happen faster and growth this
year will be much higher than the current estimate at 4.2%. However, without a doubt, there are still many uncertainties regarding this situation. In addition to doubts regarding the pandemic’s evolution, the international situation has also been very volatile. Looking ahead, the evolution of fiscal policy, given the debt issue, and monetary
policy, given inflationary pressures, are of concern.
Now that the pandemic is under control in major developed countries and China, global activity is close to
the pre-pandemic level. Additionally, the risks of new waves of infection seem to be contained in these countries,
which allows us to anticipate a scenario of economic normalization. In particular, in the Euro area, after a con-

1
The GDP Monitor indicated quarterly growth of 1.7% (annualized growth of 1.6%) in the first quarter. The dispersion of forecasts widened
significantly. The median forecast in the Central Bank’s Focus Bulletin of May 14, 2021 was a decline of 0.1% year-over-year (0.5% quarterover-quarter).

Seven-day moving average figures as of May 19, 2021.
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traction of 0.6%, quarter-over-quarter, in the first quarter, indicators point to robust growth this quarter. In fact, the
COVID-19 crisis had the greatest impact on the most fragile and tourism-dependent economies. However, robust
and unified responses to the crisis have reduced the contractionary impact of the pandemic in these countries.
On the other hand, due to the large volume of public resources disbursed to minimize the pandemic’s impact, countries’ public debt has risen sharply. According to IMF data, the gross public debt of advanced countries rose from 104% of GDP in 2019 to 120% last year and it is expected to continue rising, reaching 122.5% of
GDP this year.
Due to the relatively quick recovery of the world economy and restrictions that remain on the consumption
of many services, there has been strong growth in global demand for goods. As there are supply restrictions for
some products, in addition to adverse weather effects, the prices of food and industrial goods are under severe
pressure. Only service inflation remains well behaved. We anticipate that global inflation will remain under pressure in the coming months, due to supply bottlenecks and high demand.
In this context, concerns are growing about how the prospect of greater inflationary pressures in developed
countries might be reflected in terms of monetary policy and financial asset prices. In particular, there is a fear
that higher inflation will lead to a reduction in monetary stimulus in the United States – a move that in the past has
brought down asset prices and brought volatility to emerging economies.
Another issue to be monitored is the conduct of Chinese economic policy. Recently, the Chinese government
has expressed concern about the soaring prices of iron ore and steel. There are signs that measures may be
taken to reduce these prices in the second half of the year. We will see.
In short, despite signs that the economic crisis caused by COVID-19 is on the way out, with the acceleration
of global growth, uncertainty remains high and the path back to normality will probably be very volatile. This is
especially true for the winds now favoring emerging economies, which may change direction at any time.
In Brazil, revisions to activity forecasts have been accompanied by increases in inflation projections, including
for utility prices and the prices of industrial goods. The projected inflation rate for 2021 is now 5.7%, above the 5.25%
upper limit of the Central Bank’s target range. In 2022, expected inflation is 3.7%, slightly higher than the target.
Regarding the fiscal situation, the economic and social effects of the pandemic have heightened the risk of
further easing of the spending ceiling regime. The economy is growing but the performance of labor-intensive
sectors is still far below pre-crisis levels, hampering job recovery and increasing pressure for more welfare
expenditure. Pressure for structural fiscal adjustments will only resume when the pandemic is under control in
Brazil. The upcoming elections may also lead to the adoption of a more expansionist fiscal policy.
As long as the world’s more optimistic conditions last, the sense of urgency to pass fiscal reforms will be weak.
With these multiple and non-trivial concerns in mind, this edition of Macro IBRE’s Macro Bulletin contains the
following highlights:
 Economic activity – page 7: After several positive surprises from high-frequency indicators, especially in
March, we revised our GDP growth forecast for this year to 4.2%. However, in the first quarter, growth was very
uneven, especially in the service sector, and this trend is expected to continue in April. While services provided
to households fell by 17.1% year-over-year in March, information technology services expanded at an annualized rate of 20.1%. Although the markets’ median growth projection is now higher, uncertainty about the
evolution of the pandemic has also increased. The risk of new waves of infection has increased considerably
and we cannot rule out the need for new measures to restrict the functioning of activities this quarter and next
quarter. For 2022, we have reduced our GDP growth forecast to 1.5%.
 Business people’s and consumers’ expectations – page 9: Business and consumer confidence indexes
partially recovered in April, but the net result in the March-April period is still negative. Preliminary data for May
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indicates an improvement in the mood of business people and consumers, suggesting a continuation of the recovery. Despite the recent positive numbers, care is still needed in interpreting these results, as there are obstacles that limit optimism, such as consumers’ caution and raw material shortages in industrial supply chains. The
continuity of this positive (or less negative) situation will depend on the progress of the vaccination program.
 Labor market – page 12: In February, the Continuous National Household Sampling Survey (PNADC) indicated that the unemployment rate fell to 14.4%, in both seasonally adjusted and unadjusted terms, 0.4 percentage points below FGV IBRE’s projection. This result may seem positive, but it derived not from expansion of the
employed population, which continues to grow slowly, but from unexpected stability in the participation rate,
which has remained the same in the last four months. In March, we therefore expect unemployment to increase to 14.9%, which in seasonally adjusted terms would represent stability. Finally, the General Employment
Registry (CAGED) pointed to roughly 184,000 extra job vacancies in March 2021, exceeding expectations,
despite more restrictions related to the pandemic. In April, we forecast net growth of 100,000 job vacancies.
 Inflation – page 15: The resurgence of inflationary pressures on raw material prices could intensify the rise
in consumer prices. The Central Bank’s latest Focus Bulletin says that the Extended Consumer Price Index
(IPCA) may stay above the top of the inflation target range in 2021 (5.25%). Our analyst estimates that it will
be well above this upper limit, possibly even above 6%. As inflation spreads and advances via cost pressure,
interest rate increases will be focused on 2022.
 Monetary policy – page 17: Analysis of recent monetary policy decisions leads our analyst to the conclusion
that the Central Bank’s behavior is far from “dovish,” as critics of the “partial normalization” strategy assume. In
his view, the Central Bank seems to be firmly committed to doing whatever is necessary to rigorously execute the
mandate assigned to it. Whether it will be successful or not is another story, as this does not depend only on it.
In response to those who believe the Central Bank has been overconfident in its inflation projections, our analyst
notes that due to the lag with which monetary policy operates, the only way a central bank can meet its targets
is to pursue a variable over which it has some control and that is well correlated with inflation. That variable is
inflation projections. There are no other ones. Any abandonment of the attempt to keep the projection in line with
the target would mean losing once and for all any expectation of having inflation under control.
 Fiscal policy – page 18: The fiscal section examines recent challenges to public debt management. In July
2020, the “liquidity cushion” – reserves that provide greater peace of mind when rolling over debt – was 41%
lower than in December 2019, causing concern, due to the well-known need for more spending to tackle
COVID-19 and the fact that many debt maturities were focused in the first few months of 2021. To deal with this
situation, the volume of bonds issued and inflows of extraordinary resources were increased, expanding liquidity reserves in Brazilian reais and in relation to maturing debt. Even so, the challenges of debt management
during the pandemic have not ceased. Bond terms were shortened, violating the minimum limits established
in the 2020 Annual Borrowing Plan. Therefore, the Treasury will need to roll over a larger share of debt in the
coming months than it usually would, increasing the exposure of debt financing to market conditions and
rates in the near future – amid rising interest rates and the maintenance of high risk premiums. As a result, the
pandemic period remains challenging for debt management, which would be facilitated by improved prospects for fiscal consolidation, which would reduce public finance risks.
 External sector – page 21: Recent methodological changes to trade balance calculations resulted in a reduction in balances and an increase in the current account deficit, with more noticeable results from 2017
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onward. Respecting the double-entry principle, sources of financing were adjusted, so the overall balance of
payments results are identical to those observed before the new methodology. We have adjusted our current
account balance forecast to a surplus of US$6.0 billion (+0.6% of GDP) in 2021 and we expect reserve assets
to grow US$24 billion. External constraints, which have so haunted us in the past, should not be a matter of
concern in the foreseeable future.
 International panorama – page 28: The subject of the section on the international economy is inflation in the
United States. In the second week of May, the U.S. consumer inflation results were released and the numbers
were high. Among the highlights, services (excluding those linked to energy) rose 0.54% in April and 2.48% in
the previous 12 months. According to our analyst, the service sector has been disrupted by the epidemic and
rebuilding supplies will take some time. Thus, the prices of these services will be under pressure. After these
shocks have reversed, the question that will be asked is whether the inflationary process will acquire its own
dynamics. The risk is that the shocks will be so strong and so extensive over time that, even without cyclical
conditions generating an acceleration of inflation, an inflationary process will be produced by the deterioration
of expectations. In this case, the Federal Reserve will have to start a cycle of interest rates hikes, even though
the labor market is operating with some slack, as the Brazilian Central Bank had to do.
 IBRE in focus – page 30: Finally, the IBRE In Focus section, written by researcher Lívio Ribeiro, looks at the
Chinese economy.
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Economic activity
Economy activity beats expectations in first quarter
but differences between sectors increase
Silvia Matos, Marina Garrido and Mayara Santiago
High-frequency indicators have provided positive surprises in recent months. In particular, in March, the
numbers were much less negative than expected, with positive year-over-year results well above leading indicators. The results were well above IBRE’s forecasts and the market’s median forecast. Despite the more positive
aggregate numbers, differences between different parts of the services sector widened during the month. Services provided to companies showed resilience, while services provided to households suffered strongly.
In March, manufacturing industry grew 11.9% year-over-year (-3.2% month-over-month), beating the forecast
of 7.6% year-over-year. At the margin, the fall in industrial production at the end of the first quarter points to a slowdown in the sector in the period, reflecting the worsening of the pandemic and shortages of inputs. Industrial production fell 2.4% month-over-month (10% year-over-year). This was the second consecutive decline at the margin,
according to IBGE data. Among different use categories, there was a negative contribution from consumer goods
production (-11.0% month-over-month). For the coming months, the low level of inventories means there will be
growth in industrial production, but shortages of inputs still pose challenges for industry in the short term. One highlight of IBRE’s surveys is that the slowdown in domestic demand has been partially offset by external demand.
For the second quarter, the slump last year means there will be a strong result in year-over-year terms for the
sector. For example, according to ANFAVEA figures, vehicle production excluding agricultural machinery grew by
more than 10,000% year-over-year. Even considering that production practically stopped in April 2020, the result was
remarkable. Such atypical annualized variations reduce the predictive capacity of the econometric models used.
Regarding retail, sales were also better than envisaged, with much less intense falls than expected following
the imposition of new lockdown restrictions. In April, the numbers are likely to remain strong, given indicators
compiled by FENABRAVE and the São Paulo Trade Association. In particular, an indicator that represents total
vehicles sales (not including agricultural and road machinery) went up 221.4% in April compared to the same
month of last year.
Finally, the service sector grew 4.5% year-over-year (-4.0% month-over-month) in March, also well above
forecast. Sectoral heterogeneity intensified in the first quarter of 2021 and should continue into April (see figure
below). The negative highlight occurred in services provided to families, which shrank 17.1% year-over-year,
with information technology services standing out positively, attaining annualized growth of 20.2%. As a result,
heterogeneity in the sector has increased, as services provided to families are 44.4% below the pre-crisis level
(February 2020), while the transport and other services segments are above the pre-crisis level, 1.4% and 4.7%,
respectively. For April, a partial recovery of services provided to families is expected. In year-over-year terms,
leading indicators point to positive growth, but not enough to offset the fall in April last year, which was 65%.
Differences between different parts of the service sector intensified in the first quarter of 2021 and they are likely to continue in April. (See the folowing graph) The worst performer was services provided to households, which shrank 17.1% year-over-year. On the other hand, information technology services grew 20.2% year-over-year.
As a result, services provided to households are now 44.4% below their pre-crisis level (February 2020), while the
transport and other services segments are 1.4% and 4.7% higher than before the pandemic, respectively. In April,
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we expect a partial recovery in services provided to households. In annualized terms, leading indicators point to
positive growth, but not enough to offset the 65% fall in April of last year.1
Graph 1: Monthly survey on services and selected subsectors
(2014=100, seasonally adjusted)
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Given the results for these different subsectors, the economic activity index compiled by the Central Bank
went up 2.3% quarter-over-quarter, another indication that the Brazilian economy improved in the first quarter.
Year-over-year, growth was 6.3% (-1.6% month-over-month) in March. In line with this result, FGV IBRE’s Economic Activity Indicator showed annualized growth of 1.4% in the quarter.
Regarding GDP growth in the first quarter, we have significantly revised our figures upward, from -0.2% to
1.6%, quarter-over-quarter. Due to the better performance of activity in the first quarter and beginning of the
second quarter, we have revised
Table 1: GDP Projections
our 2021 growth forecast from
3.2% to 4.2%.
As activities normalize, the
pandemic’s impact on the economy will tend to be smaller in
the second quarter. However, the
risk of a new wave of infection
has increased considerably. We
cannot rule out the need for new
measures to restrict the functioning of activities in this quarter
and the next one, since it will
take until three-quarters of the
way through the year for a significant portion of the population
be fully vaccinated.

2021.I
2021.I
2021.II
2021.II
2021
(quarterly) (annual) (quarterly) (annual)

Activities
Household Consumption

0.6%

-1.0%

-2.4%

8.4%

4.2%

Government Consumption

2.2%

-1.1%

-1.4%

5.4%

3.0%

Investment

-0.1%

8.8%

-5.4%

19.7%

9.3%

Exports

3.7%

0.9%

5.9%

10.8%

4.7%

Imports

10.3%

6.0%

-5.0%

10.6%

3.6%

GDP

1.6%

1.4%

-1.0%

11.1%

4.2%

Agriculture

5.2%

4.5%

-2.2%

1.5%

3.0%

Industry

0.3%

2.4%

-3.2%

12.8%

3.6%

Extractive

2.3%

-2.5%

2.0%

1.1%

1.7%

Processing

-0.3%

5.9%

-5.8%

20.9%

4.8%

Electricity and Other

1.1%

2.5%

-2.2%

3.0%

2.0%

Construction

-0.8%
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0.1%
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10.1%
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Services

Source: IBGE. Produced by FGV IBRE.
According to IGet Serviços in April 2021, published by Santander Brasil Macroeconomic Research.
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Regarding the main components of GDP, manufacturing industry is expected to shrink 0.3% quarter-overquarter but grow 5.9% year-over-year in the first quarter.2
We have raised our forecast for growth in the “services, trade, transport, other services and public administration sector,” in line with FGV IBRE’s Economic Activity Indicator and GDP Monitor. We now expect the sector
as a whole to expand 1.0% quarter-over-quarter, up from our previous forecast of -1.3% quarter-over-quarter.
On the demand side, household consumption is expected to shrink just 2.6% year-over-year (0.6% quarter-overquarter), as the pandemic’s effects appear to have been much smaller than last year. In terms of government consumption, we still expect it to decline by 1.1% year-over-year (2.2% quarter-over-quarter). Our forecast for investment is
much stronger following the revision of the ICOMEX series, which now excludes transactions recorded as oil platform
exports for accounting purposes under the REPETRO regime. These platforms did not actually leave Brazilian territory,
but they were accounted for as if they had done so, for tax purposes. The ICOMEX series is incorporated into our investment models via absorption of machines and equipment, which also underwent changes with the recent revision.
We now expect investment to grow 8.8% year-over-year (-0.1% quarter-over-quarter). In addition, the annualized import and export figures were revised to 6.0% and 0.9%, respectively. However, there is still a lot of uncertainty regarding
the investment and external sector figures, as IBGE’s past records have not yet incorporated the new methodology.
Regarding the second quarter, the main highlight is 11.1% annualized GDP growth, more than fully offsetting
the 10.9% drop in the previous year. However, we expect a 1.0% decline compared to the first quarter. All sectors
are expected to show significant growth in annualized terms, but they should decline at the margin, especially
manufacturing industry (-5.8% quarter-over-quarter).
Although we have raised our 2021 GDP growth forecast to 4.2%, the situation regarding the pandemic’s
evolution is more uncertain than ever. We now also expect greater monetary tightening in 2021, due to a more
unfavorable inflationary environment in the short term, and this will affect expectations for the next year. Additionally, the faster than expected economic recovery in the first half will reduce the carry-over effect next year, which
we now estimate to be 0.7%. In this context, we have cut our 2022 GDP growth projection from 2.0% to 1.5%.

Business people’s and consumers’ expectations
Confidence remains at low level at end of quarter
Aloisio Campelo, Rodolpho Tobler and Viviane Seda
The April results and one-off preliminary results for May show that business people’s and consumers’ confidence has been recovering relatively quickly from the slump in March. Following the gradual relaxation of restrictions on the movement of people and the operation of establishments in March, the mood of businessmen
and consumers improved.
The Business Confidence Index rose 4.3 points in April and 7.4 points in early May, to 97.2 points – very close
to the number before the pandemic. The Consumer Confidence Index increased 4.3 points in April and 3.5 points
in May, to 76.0 points, less than the number recorded in February.

2
We have also raised our forecasts for growth in the extractive industry and agriculture sectors. Both sectors are expected to grow in relation
to the previous quarter (2.3% and 5.2% quarter-over-quarter, respectively).
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On the business side, the increase observed in the preliminary May figures was fairly widespread across
sectors, with greater intensity in trade and services – segments that are more sensitive to lockdown restrictions.
The improvement in the pandemic statistics and the progress of vaccination have had a positive influence and
created more optimistic expectations among businesspeople in relation to the coming months.
On the consumer side, this movement is occurring much more slowly, reflecting caution and concern about
prospects for employment and inflation.

Graph 2: Consumers’ and business people’s confidence
(seasonally adjusted, in points)
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Many obstacles to the full recovery of consumer confidence are difficult to overcome in the short term.
One-off questions included in our Consumer Survey help us understand what is going on. In April, more than
70% of consumers said they were postponing their consumption of goods and services, up from 61.8% in
October 2020. This is one of the factors limiting a more robust recovery. Other factors include great concern
about the worsening of the pandemic, fear of unemployment and concern about difficulties in getting a job
and loss of income due to lockdown restrictions, especially among the lower income classes. In addition, the
percentage of people saying they had exhausted their rainy-day savings and were finding it hard to pay their
bills doubled compared to October 2020.

1 0 M a c r o B u l l e t i n | M a y 2 021

Graph 3: Factors that have led to the postponement of purchases of goods or services
(percentages)
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Another factor limiting the economic recovery has a very different motivation because it is a problem on the
supply side. It is the scarcity of raw materials perceived by manufacturers: 25.3%3 of them say that shortages of
inputs are the main problem for business growth – the highest figure since records began 20 years ago. Among
different manufacturing segments, the highest results were recorded in cleaning and beauty products (55.7% of
manufacturers), vehicles (52.5%) and chemicals (47.2%).
Graph 4: Shortage of raw material as factor limiting business improvement
(percentages)
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In broad terms, the latest survey results point to a recovery in consumer and business confidence indexes,
but with some imbalances resulting from the pandemic’s effects. The continuity of this recovery still requires an
improvement in the pandemic’s statistics and the progress of the government’s vaccination program.

Labor market
Seasonally adjusted unemployment rate drops once again, mainly
due to stable participation rate in last four months, which is still 5
percentage points below pre-pandemic level. Employment continues
to grow slowly. General Employment Registry exceeds expectations,
despite greater restrictions on activities
Daniel Duque
According to the Continuous National Household Sampling Survey (PNADC), the unemployment rate rose
slightly in February, from 14.2% to 14.4%, although it fell 0.2 percentage points in seasonally adjusted terms. The
unadjusted result was 0.3 percentage points less than FGV IBRE’s projection. In March, we forecast a 14.9% rise,
which would represent stability in seasonally adjusted terms.

Graph 5: Unemployment Rate, 2019-21
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Source: PNADC (IBGE). Elaboração: FGV IBRE.
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As mentioned, the unemployment rate was significantly better than expected (14.7%). However, this was not
due to growth in employment. As the graph below shows, monthly growth in the economically active population
remains relatively low (under 200,000) and there was a considerable decline in the number of informal economy
workers last month, possibly influenced by new lockdown restrictions, so this number may fall even more in
March. It is worth noting that the informal economy accounted for most of the growth in the economically active
population in the last half year.

Graph 6: Monthly Growth in Economically Active Population, Seasonally Adjusted
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Source: PNADC. Produced by: FGV IBRE, converted into monthly data using Central Bank methodology.
Note: As each series was seasonally adjusted separately, the sum of formal and informal employment does not
necessarily result in the economically active population.

Thus, as unemployment depends on both changes in the economically active population and changes in
the number of job seekers, the unemployment rate’s good performance last month was in fact due to the stability
of the participation rate. When looking at the seasonally adjusted monthly series, shown in the folowing graph,
it can be seen that in the last four months, after a rapid recovery between July and November, the participation
rate remained quite stable. This disruption to the previous trend could cause the workforce to take even longer
to return to its pre-pandemic level.
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Graph 7: Seasonally Adjusted Monthly Participation Rate
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The reasons why the participation rate has been surprisingly stable at a level 5 percentage points lower
than before the pandemic – a phenomenon that has also been observed in other countries – are still unclear.
The main hypotheses include expectations of a resumption of emergency welfare payments (in fact, this
happened in April), the delay in restarting face-to-face classes and the possibility of a permanent increase in
the economically inactive population, including workers who have been a long time out of the labor market
so would have great difficulty finding another job.
It is therefore possible that the participation rate may not fully recover for a long time. The dynamics of
this variable this year will determine the trajectory of unemployment throughout the economic recovery.
In turn, in March 2021, the General Employment Registry (CAGED) indicated the creation of around 184,000
jobs, representing a gain of nearly 200,000 jobs in seasonally adjusted terms. The result once again beat expectations, as a significant number of formal jobs were created, despite renewed lockdown restrictions.
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Graph 8: Net Change in Employment According to CAGED, 2019-21
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On the other hand, FGV IBRE projected the net loss of 188,000 jobs, which in seasonally adjusted terms
would represent the loss of almost 200,000 formal jobs. The actual results have systematically outperformed the
forecasts of FGV IBRE and the markets in general. This phenomenon, together with the detachment between
CAGED and PNADC, is not yet fully explained. It may have something to do with a new methodology used by the
Labor Secretariat, which is not perfectly aligned with the one it used until 2019.
In April 2021, we forecast that around 100,000 formal jobs will be created, which in seasonally adjusted terms
corresponds to approximately 87,000 jobs

Inflation
Commodity prices causes further acceleration in
Broad Producer Price Index
André Braz
The prices of various agricultural and mineral commodities rose again at the beginning of this month and
they are now putting pressure on producer inflation. IPA-10 in May rose 4.20%, up from 1.79% in April, caused
by the acceleration in the prices of iron ore (from -5.16% to 12.92%) and corn (from 6.40% to 11.73%).
Last week, the price of iron ore reached a record price of more than US$200 per metric ton. This movement,
combined with widespread increases among other commodities, accelerated producer inflation again, leading
FGV’s Broad Producer Price Index (IPA) to increase 48.61% in the last 12 months.
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The new inflationary pressure began with rises in the prices of various commodities used as raw materials to
manufacture numerous finished goods. The prices of these commodities have increased a lot since the second
half of 2020 and they are up 75.3% in 12 months. These constant and uninterrupted increases continue to squeeze manufacturers’ margins, mainly due to the strong drop in demand, which makes it hard to transfer all these
price increases to consumers.
The industrial exporting sector is taking advantage of the competitiveness gained by Brazil’s exchange rate
devaluation, a phenomenon that will ultimately increase inflationary tensions through shortages of supply in the
domestic market. On the other hand, the productive sector focused on domestic demand is suffering from a large
reduction in margins amid continued low demand.
This new pressure, which started in the middle of the second quarter of 2021, will tend to accelerate inflation
for intermediate goods and finished goods – groups that are decelerating at this time, but whose trend will be
reversed by the new rise in commodity prices. Iron coils, soy and corn-based feed and parts for vehicles and
machines are industrialized products that will tend to become more expensive.
These sources of inflationary pressure will gradually move closer to finished goods and contribute to the acceleration of consumer inflation. In April, IBGE’s Extended Consumer Price Index (IPCA) rose 0.31%, down considerably from March, when the increase was 0.96%. However, a closer look shows that inflation is accelerating
among durable goods, showing that not even low economic activity is helping to prevent transfers. According to
the Central Bank, the 12-month rate for durable goods as measured by IBGE’s IPCA rose for the eighth consecutive month and it is now up 8.4%, higher than 12-month IPCA inflation, which is currently 6.76%.
The acceleration of FGV’s IPA is increasing the chance of transfers to IPCA, whose expectation for 2021 are
continuing to increase, according to the Central Bank’s Focus Bulletin, driven by inflationary pressures in utility
prices, durable goods and food. By the middle of 2021, the 12-month IPCA rate could approach 8%, the highest
level since September 2016, when it was 8.48%.
The Focus Bulletin for the second half of May anticipates inflation of 5.25% for 2021, still within the upper
limit of the inflation targeting system. However, IPCA could easily reach 6% at the end of the year, according to
current price trends. If this happens, it will be the highest inflation rate since 2016, when the official index ended
the calendar year up 6.29%.
The benchmark Selic interest rate was recently increased to 3.5% and it is expected to reach 5.5% by the end
of 2021. This will help stabilize the exchange rate, which has greatly contributed to the acceleration of inflation
in the last 12 months. However, spreading inflation does not respond to demand but to cost pressure. Thus, the
move in Selic is focused on reducing inflationary pressures in 2022, even though higher interest rates are another
obstacle to the recovery of economic activity..
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Monetary policy
Controversy over “partial normalization”
José Júlio Senna
During its penultimate meeting, the Brazilian Central Bank’s Monetary Policy Committee initiated what it
called a “partial normalization” of monetary policy. As a result of signs that the economy’s spare capacity had
reduced and perceptions of a reversal in inflation expectations, the Central Bank’s leaders deemed that “the
current situation no longer warrants a degree of extraordinary stimulus.”
As well as raising the benchmark Selic interest rate by 75 basis points, the committee signaled another adjustment of equal magnitude at the next meeting. It said that “this view may change, given that at the moment, everything
depends on the evolution of economic activity, the balance of risks, and inflation projections and expectations.”
Despite this caveat, the committee’s strategy was harshly criticized by some analysts, who claimed that it did
not embed a sufficiently strong sign of commitment to the inflation target.
In the face of this criticism, the institution’s directors sought to (verbally) reinforce the idea that the approach
adopted “is not written in stone” and could therefore be modified. It should be noted that the disclosure of the 3.6%
inflation projection for 2022 (base scenario) alone justified the idea of partial normalization, as simulations indicated
that it was not necessary to take the Selic to the neutral level in order for the 2022 target of 3.5% to be achieved.
At the following meeting, that is, the most recent one, the Monetary Policy Committee raised interest rates by 75
basis points for the second time and signaled a third increase of the same size in June. It also reinforced the “partial
normalization” strategy, emphasizing the idea of lack of commitment to this type of guidance. It also pointed out
that “the future steps of monetary policy may be adjusted to ensure compliance with the inflation target.”
Once again, official projections supported the adopted strategy, since the inflation projection for 2022, in the
base scenario, is 3.4%, now that Selic’s estimated path, according to the Focus Bulletin survey has been adjusted upward. Reinforcing this idea, the committee added that projections based on the hypothesis of subsequent
adjustments to Selic, without interruption, up to the level considered neutral, indicated a drop in inflation to a level
“considerably below the target” in the relevant time horizon.
In view of this analysis, we conclude that the Central Bank’s message is far from “dovish,” as critics of the
partial normalization strategy assume. In a nutshell, the Central Bank seems to be firmly committed to achieving
its target and it has shown that it is willing to do whatever is necessary to rigorously execute the mandate assigned to it. Whether it will be successful or not is another story, not least because this does not depend only on
the monetary authority’s actions.
Finally, perhaps it is appropriate to comment on another type of criticism of the Central Bank. The idea
here is that inflationary pressures are very strong and the institution’s directors are overconfident in their inflation projections. In our opinion, this view overlooks the fact that an inflation targeting regime is the same
thing as an inflation forecast targeting regime. Due to the lag with which monetary policy operates, the only
way a central bank can meet its targets is to pursue a variable over which it has some control and that is well
correlated with inflation. That variable is inflation projections. There are no other ones. Any abandonment of
the attempt to keep the projection in line with the target would mean losing once and for all any expectation
of having inflation under control.
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Fiscal policy
Recent challenges for public debt management
Matheus Rosa Ribeiro
Amid the pandemic, new challenges for Brazilian public debt management have arisen, due to the need
to finance more spending related to COVID-19 and the increase in fiscal uncertainty. During the second half of
2020, there was some concern about the dynamics of debt rollover in the short term, given the reduction in the
“liquidity cushion” – the reserves that allow for greater peace of mind when rolling over debt. A larger volume
of bond issues and receipt of extraordinary resources alleviated this concern, increasing the liquidity cushion
even in the middle of the period with the highest concentration of maturities in 2021 (the first four-month period). However, other challenges in the pandemic period remain, given the shortening of the debt term, which
is especially risky in a context of high interest rates and fiscal uncertainty.
The government’s greater need for financing to cover its extraordinary COVID-19 expenses caused a
reduction in the Treasury’s liquidity cushion. The most critical level was in July 2020, when there were many
maturities and the liquidity reserve was 41% lower than in December 2019. The possible impacts of this reduction in the dynamics of public debt refinancing caused concern, especially due to demand for new COVID-19
spending and the volume of debt maturing in the first few months of 2021.4
To address this concern, there was an increase in the volume of bonds issued as of the second half of 2020,
making it the six-month period with the largest ever debt issuance5: R$956 billion of debt was issued, up 170% from
the same half of 2019. The value of bonds issued rose to R$1.029 trillion in the six months to March 2021. The inflow
of extraordinary resources was also important: R$ 325 billion was transferred from the Central Bank’s foreign currency
operation profits in August 2020, and so far in 2021, there have been transfers of around R$140 billion from the winding up of funds, as provided for in the Emergency Constitutional Amendment. There have also been approximately
R$32 billion of advance repayments from the national development bank, BNDES, to repay the bank’s debt to the
federal government.6
Thus, it was possible, even amid the pandemic, to expand the liquidity reserve in Brazilian reais, as can be
seen in Graph 9. This growth reversed the downward trend in the number of months ahead that the liquidity
cushion would be sufficient to cover, in relation to the payment of debt, as shown in Graph 10. The 2021 Annual
Funding Plan indicates that it was possible to end 2020 without exceeding the prudential limit of three months of
debt maturities.7

4
According to the 2021 Annual Funding Plan, 50.2% of the debt maturing in 2021 matured between January and April. Available at: http://bit.
ly/PAF_Divida_2021.
5
The Monthly Debt Report’s data goes back to 2007. The second half of 2020 is also the one with the highest issuance as a proportion
of GDP.

Figures mentioned in presentation of Monthly Debt Report (draft 14): http://bit.ly/RMD_Mar21_Video.

6

More specifically, the National Treasury’s 2021 Annual Funding Plan says, “In debt refinancing risk management, we seek to maintain a
liquidity reserve equivalent to at least three months of direct issues of domestic federal public debt in the market, plus Central Bank charges,
and this is the prudential level.” Available at: http://bit.ly/PAF_Divida_2021
7
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Graph 9: Debt Liquidity Reserve (R$ billion)
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Source: National Treasury’s Monthly Debt Report.

This does not mean that debt management challenges in the pandemic period have ceased. Although
the average cost of debt was reduced, due to the benchmark Selic interest rate being at an all-time low, debt
was issued for shorter terms. In the 2020 Annual Funding Plan, the Treasury established 23% as the maximum
limit for the percentage of debt maturing in up to 12 months. For the average term of the federal public debt, it
established 3.9 years as the minimum limit. At the end of the year, both limits were exceeded: 28% of the debt
would mature in up to 12 months and the average debt maturity was 3.6 years – levels that remained until March. This implies that the Treasury will need to roll over more debt in the coming months than it usually would,
increasing the exposure of debt financing to market conditions and rates in the near future.
Debt financing costs are likely to rise in the short term. This can be seen in the evolution of the term structure of prefixed interest rates, which at the end of April 2021, indicated an increase in interest rates in all maturity horizons compared to February 2020 (before the pandemic)8 and in December 2020. In addition, investment
risk is high. Credit default swaps for one, two and five years signal risk in Brazil above that observed in other
Latin American countries, such as Mexico, Chile and Colombia.9

Source: Anbima.

8

Source: Bloomberg. Consulted on May 17, 2021.

9
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Graph 10: Number of months ahead that the debt liquidity reserve
could pay maturing federal public bonds
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Source: National Treasury’s Monthly Debt Report. Shows the position at the end of each quarter and in
July 2020, which was the month in 2020 with the smallest liquidity reserve in Brazilian reais.

Brazil’s high risk premium is influenced by the country’s fiscal uncertainty. In our simulations, even if we
consider an increase in expenses in relation to the Extended Consumer Price Index (IPCA), as indicated by
the federal government’s spending ceiling, we will continue to have a primary deficit until 2025. Furthermore,
it is not possible to guarantee that the pace of expenditure growth will be as indicated by the ceiling, since
there are doubts about the possibility of maintaining the current rule until the deadline set by law (2026). Most
spending is mandatory, and low discretionary spending is already putting pressure on operating expenses
and investment. Although a change in prospects for the GDP deflator and advance payments by BNDES to
the federal government make it feasible to reduce general government gross debt as a percentage of GDP
in 2021, the evolution of indebtedness from then on, in a context of deficits and higher interest rates, points
to the leveling out of the general government gross debt at a high proportion of GDP, and only in 2026.
Uncertainty regarding the country’s fiscal adjustment thereby reinforces the difficulties to be faced in
debt management going forward. On the one hand, concern about debt rollover in the very short term has
abated, but on the other hand, the greater volume of debt to be rolled over, in a context of rising interest
rates and maintenance of high risk premiums, means that the pandemic period will remain challenging for
debt management.
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External sector
Methodological Changes
Lívio Ribeiro
In early April, the Economy Ministry’s Foreign Trade Secretariat announced a series of methodological changes to the calculation of Brazilian trade results. These changes were made to adapt the statistics to international
best practices, updating data sources, processes and the understanding of specific items related to Brazilian
foreign trade, and involving a review of past figures going back to 1997.
In particular, four significant methodological changes are highlighted. First, and most importantly, the
treatment of commercialized oil exploration and production platforms was modified (understood as an
exchange of ownership between residents and non-residents) under the REPETRO and REPETRO-SPED
special customs regimes.10 In practical terms, these platforms are no longer part of Brazil’s main trade statistics, and this will lead to changes to both exports (especially before 2017) and imports (between 2018
and 2020).
Second, there was a change to the way imports via the RECOF customs regime are accounted for,11 and
the main impact of this is on specific products, especially turbines and turbo reactors, including for aircraft. The
practical effect of this was to broaden the base for accounting for imports, increasing the number of operations
covered by Foreign Trade Secretariat statistics.
From the same perspective of expanding operations accounted for by the Foreign Trade Secretariat, the third
major change was the incorporation of electricity imports from Itaipu Hydroelectric Power Station (originating in
Paraguay) into official statistics. It is important to note, in this specific case, that imports were already accounted
for both by the Brazilian Central Bank – within the trade balance, part of the current account statistics – and by
the producer agent. In other words, they are accounted for in Paraguayan statistics.
Finally, the fourth change occurred in the treatment of statistical outliers observed in the historical series,
especially in imports. This change has had very limited effects, whether in terms of amounts or coverage of
operations, in terms of both Mercosur Common Nomenclature and IBGE’s National Classification of Economic
Activities (CNAE).
Combined with other less specific adjustments, largely accounting changes, the implemented changes have
had well-defined effects on the Foreign Trade Secretariat’s foreign trade statistics. Exports have fallen (in value),
removing accounting distortions – especially REPETRO’s accounting adjustment. Imports, in turn, have increased (in value), removing accounting distortions, such as in REPETRO, and expanding the base of operations
covered by the Secretariat’s statistics. Total trade is practically unchanged, but the trade balances have been re-

10
REPETRO is a special customs regime for the export and import of goods intended for research and exploration activities in oil and natural
gas deposits (IN RFB 1,415 of 2013, article 1). It allows the importation or acquisition in the domestic market, with federal taxes suspended,
of raw materials, packaging materials and intermediate products, as long as they are used in the manufacture of products for the oil and
natural gas industry.
11
The Special Customs Regime for Industrial Warehouses Under Computerized Customs Control (RECOF) and the Special Customs Regime
for Industrial Warehouses Under Computerized Control in the Digital Public Bookkeeping System (RECOF-SPED) allow beneficiary companies to import or acquire goods in the domestic market, with federal (and in some cases state) taxes suspended, provided that they are
turned into products for export or sale in the domestic market.
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duced – although without changing the historical trend of the series. A comparison between previous and current
trade balance results measured by the Foreign Trade Secretariat can be seen in the graph below.

Graph 11: Effects of methodological changes on trade balance as calculated by
Foreign Trade Secretariat
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Given such major changes to the statistics recorded by the Foreign Trade Secretariat, it would become
necessary to immediately modify the external sector statistics recorded by the Brazilian Central Bank, leading
immediately to smaller trade balances and higher current account deficits. However, it wasn’t that simple.
As already made clear in the previous paragraphs, there have always been differences between the trade
balances measured by the Foreign Trade Secretariat and the Brazilian Central Bank. This difference tended to
be small (less than US$5 billion per year) and it could be attributed almost entirely to the subject of energy imports – present in the Brazilian Central Bank’s statistics, but not accounted for by the Foreign Trade Secretariat.
Among the numerous changes made, this methodological difference was resolved, with both statistics – which
are official – now accounting for these imports.
However, a new accounting difference has been established. As operations carried out under the REPETRO
regime determine the exchange of ownership between residents and non-residents, ultimately the accounting
essence of balance of payments statistics, the Brazilian Central Bank’s trade balance statistics do not exclude oil
platforms traded under this special regime. As a result, the differences between the Foreign Trade Secretariat’s
trade balance and the Brazilian Central Bank’s trade balance became quite significant. As can be seen in the
folowing graph, this has been particularly clear in recent years.
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Graph 12: Trade balance (Foreign Trade Secretariat vs. Central Bank)
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In addition to this issue, other items in the current account underwent marginal changes, especially shipping
and equipment rental, reflecting not only issues related to REPETRO but also greater coverage of import statistics. The new values of the (larger) current account deficit can be seen in the graph below. It is clear that the
revisions have been especially large since 2017.

Graph 13: Current account balance (US$ billion)
0,0
-20,0
-40,0
-60,0
-80,0
-100,0
-120,0
2010

2011

2012

2013
Now

2014

2015

2016

2017

2018

2019

2020

Before methodological adjustment
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It should be noted, however, that according to the double-entry principle, there is a need to compensate
sources of financing to keep the aggregate balance of payments result exactly the same as the previous one,
even after a past increase in the current account deficit. This is a point that we always emphasize and that usually
goes unnoticed: evaluations of the external results must be made in their entirety, observing all the Uses (current
account and amortization) and Resources (the numerous sources of financing) headings in the balance of payments. As can be seen in the table below, this adjustment was made under “Other funding flows,” specifically in
the net balances of exchange contract advances.

Table 2: Adjustments to balance of payments in the last two years (US$ billion)
2019

2020

Previous

Current

Previous

Current

-122.5

-136.8

-66.6

-78.2

Current account

-50.7

-65.0

-12.5

-24.1

Trade balance

40.5

26.5

43.3

32.4

Net interest payments

-25.5

-25.5

-21.1

-21.1

International travel

-11.6

-11.6

-2.3

-2.3

Remittances of profits and dividends

-31.9

-31.9

-17.2

-17.2

Shipping

-5.9

-6.3

-2.5

-3.2

Other services and primary income

-17.4

-17.4

-14.9

-14.9

-14.6

-14.6

-11.7

-11.7

1.2

1.2

2.4

2.4

-71.8

-71.8

-54.1

-54.1

96.5

110.8

52.3

63.9

46.4

46.4

50.6

50.6

69.2

69.2

34.2

34.2

Share of capital (direct inward investment)

63.6

63.6

29.7

29.7

Inter-company loans (direct inward investment)

5.5

5.5

4.5

4.5

22.8

22.8

-16.4

-16.4

Share of capital (direct investment abroad)

20.8

20.8

-17.7

-17.7

Inter-company loans (direct investment abroad

2.0

2.0

1.3

1.3

Portfolio

-10.2

-10.2

-2.6

-2.6

New loans

56.8

56.9

50.1

50.2

3.5

17.8

-45.8

-34.2

-26.1

-26.1

-14.2

-14.2

Uses

Equipment rental
Secondary income
Amortization
Resources
Net direct investment
Direct inward investment

Direct investment abroad

Miscellaneous other flows fluxos diversos
Reserve assets

Source: Brazilian Central Bank.
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All that being said, how have our current account projections changed? In addition to the methodological
issues, which make comparisons with our previous projections spurious, the exceptional situation associated
with COVID-19 continues to set the tone: shocks in relative absorption (global growth vs. domestic growth), in
the terms of trade and in the exchange rate are the most relevant factors – the “boundary conditions” on which
our assessment of Brazil’s external situation will be constructed.
In terms of growth differential, there is a clear acceleration of external absorption that combines sanitary
normalization and ample fiscal and monetary stimulus packages, especially in the developed world. There is a
certain heterogeneity, with a more vigorous recovery concentrated in China and the United States, a faltering
normalization in the Eurozone and a clear delay in normalization in the emerging world excluding China. One
way or another, global growth is expected to accelerate throughout 2021, with a more homogeneous second
half – and more robust growth – than in the first. It should also be remembered that the specific external demand
for Brazil’s goods is governed by different conditions, and Brazil is performing better than average due to the
unmistakable relative acceleration of China.
In the domestic field, on the other hand, it was observed that the economic effects of the pandemic’s second
wave were significantly smaller than expected by analysts. As a result, we are in the midst of a strong process
of upgrades in growth projections for the year, with a clearly stronger first half than previously estimated and
impacts on annual projections, which will rise from 3.0% to at least 4.0% in 2021.
Regarding the terms of trade, we have been highlighting for some time that our trade agenda offers some
protection against the COVID-19 shock. Initially, the great relative acceleration of Chinese demand boosted the
prices of some significant Brazilian export commodities (such as soybeans, ores and proteins), while import
prices were contained. With a more vigorous resumption of global growth and increasingly clear evidence of a
mismatch between supply and demand in the world, we are in the midst of a reflation process that is affecting
both exported and imported goods. However, this does not change the fact that Brazil’s terms of trade are likely
to rise sharply in 2021.
Finally, we continue to see the Brazilian currency as being detached from the behavior of its peers, with evidence that idiosyncratic issues explain this underperformance. Many analysts have hypothesized that the rise in
the interest rate differential will imply currency appreciation. As highlighted in previous articles,12 we understand
that restricting the debate to the interest rate differential is naïve. The fact that it ends up strengthening the currency does not necessarily imply that this is the result. We continue to see a currency under pressure in the short
term, and there are scenarios in which exchange rate appreciation is possible.
An overview of the boundary conditions for the Brazilian external sector can be seen in the folowing graph.
Compared to what was said in our previous update (in January 2021), we now have clearly higher terms of trade
in 2021, an exchange rate that is only slightly weaker and a more moderate increase in the growth differential.

https://blogdoibre.fgv.br/posts/taxa-de-cambio-e-diferencial-de-juros-indo-alem-das-visoes-parciais

12
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Graph 14: Fundamentals of Brazilian external sector (2006=100)
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Incorporating recent data and the methodological changes that have taken place, we revised our current
account projections to a surplus of US$6.0 billion in 2021, which would be consistent with +0.6% of GDP. This
number is quite different from our previous projection (a deficit of US$12.9 billion), but they are not comparable
since they were constructed under different statistical regimes.
Among the different components, we estimate a trade surplus – using the Central Bank’s concept – of
US$56.8 billion. When it comes to exports (US$255 billion in 2021), strong growth stems from positive shocks
in the terms of trade and global growth. Regarding imports (US$199 billion in 2021), the recovery reflects the
progressive economic recovery and a “transition hypothesis” between imports measured by the Foreign Trade
Secretariat and those accounted for by the Brazilian Central Bank.
We understand there is a positive upward bias for this projection, as in the Foreign Trade Secretariat’s
concept,13 our estimated balance is approximately US$75 billion in 2021. For the balance of services and income
(deficit of US$50 billion), the effects of COVID and the slow economic normalization are more present, mainly
affecting the dynamics of remittances of profits and dividends, as well as international travel spending.
Table 3 compiles our most recent forecasts and the update provided by the Central Bank in its latest Quarterly Inflation Report (March 2021). It is noteworthy that the Central Bank’s numbers were constructed before the
methodological changes described at the beginning of this section and they are not therefore directly comparable to ours.

13
In the first quarter of 2021 alone, there was a trade deficit of US$3.7 billion according to the Brazilian Central Bank’s method, while according to the Foreign Trade Secretariat there was a surplus of US$7.9 billion.
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Table 3: Current account in 2021 (US$ billion and % of GDP)
Central Bank**

Current

Current account

2.0

6.0

Current account*

70.0

55.8

Exports

256.0

254.8

Imports

186.0

199.0

Interest payments

-23.0

-17.2

Travel

-3.0

-1.9

Profits and dividends

-24.0

-15.0

Shipping

-4.8

Other services and primary income

-18.0

Secondary income

-13.6
2.7

Current account (% of GDP)

0.2%

0.6%

*Concept used by Brazilian Central Bank. **Forecast in Quarterly Inflation Report, March 2021.
Source: Brazilian Central Bank and FGV IBRE.

With a current account surplus and more consistent signs of normalization in global financial flows – even
prior to health advances leading to the progressive normalization of the real economy – we will have a year without any problems in external financing.
Our latest estimate is for an accumulation of US$24 billion of reserve assets in 2021, with more positive dynamics than those seen last year in portfolio flows and new external borrowing (higher rollover rate). On the other
hand, we do not see particularly auspicious prospects for net direct investment inflows, due to the high degree
of uncertainty in the Brazilian economy. Table 4 compares our projections with the latest official update (March
2021 Quarterly Inflation Report), clearly with fewer details available.

Table 4: Uses and resources of balance of payments (US$ billion)
Central Bank*

Current

-60.7

-59.5

2.0

6.0

-62.7

-65.5

Resources

-

83.5

Net direct investment

-

41.5

10.0

6.2

Borrowing (rollover)

-

68.2

Other flows

-

-32.4

Reserve assets

-

24.0

Uses
Current account
Amortization

Portfolio

*Forecast in Quarterly Inflation Report, March 2021. Source: Brazilian Central Bank and FGV IBRE.

M a y 2 021 | M a c r o B u l l e t i n 2 7

In conclusion, no external restriction is expected in 2021, in a context of a current account surplus and accumulation of reserve assets in the balance of payments. As the economy progressively returns to normal and the
pandemic improves, both globally and locally, we are likely to return to a small current account deficit in 2022 –
the natural result for an economy with a low level of internal savings. External constraint, which has so haunted
us in the past, should not be a matter of concern in the foreseeable future.

International panorama
Inflation result proves a surprise
Samuel Pessôa
In the second week of May, the U.S. consumer inflation results were released. The headline number was
high. Inflation in April was 0.77% and in 12 months the indicator amounted to 4.16%. The most concerning thing
was that the month’s core inflation was 0.92%, even higher than the headline number. In 12 months, the core
result was 3%.
There was inflation in the service sector – something that had not been forecast by many analysts. Services
excluding those linked to energy rose 0.54% in April and 2.48% in 12 months. A number of services have been
disrupted by the epidemic and rebuilding supply will take some time. This is the case with air travel, for example.
Airlines returned some of their leased aircraft and many lines have been scrapped. Rebuilding will take some
time. During this period, the prices of these services will be under pressure.
The economic recovery, since the sharp drop in the second quarter of 2020, has produced several price
shocks. One of them is associated with the disruption of production chains linked to goods, mainly durable
ones, whose consumption has risen a lot during the lockdowns. Due to social distancing, families have heavily reduced their consumption of services outside the home. Instead, they have consumed more services
at home.
Thus, there has been strong demand for home renovations, the refitting of home offices for teleworking and
remote classes, kitchen utensils, bicycles and other equipment to replace closed gyms, cars to get away from
public transport, and so on.
In other words, the domestic production of services has generated strong demand for purchases of goods.
Manufacturing industry has benefited from this.
The phenomenon of industrial recovery has been universal. After a very deep drop in the second quarter of
2020, the very fast recovery in the second half caught global manufacturers with low inventories. There are shortages of raw materials and commercial lines are operating at maximum capacity. There are not enough containers.
As mentioned at the start of this article, recent data regarding the U.S. economy indicates a shock in the
service sector, linked to the reopening of the economy.
These shocks are likely to pass, but it will take some time. New highs in consumer inflation will not be surprising. Inflation is likely to hover around 7% in June and then fall back. Most of the shocks will be over by the
end of the year.
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Thus, after these shocks have reversed, the question that will be asked is whether the inflationary process
will acquire its own dynamics. In order to find this out, it is necessary to employ an indicator that closely matches
the cyclical condition of the American economy.
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As is well known, inflation is described by the Phillips Curve, which breaks inflation down into four components: inertia, expectations, exchange rate and idleness (or cyclical condition).
Many people think that the Phillips Curve has stopped working. In fact, due globalization, the cyclical
conditions of the economy no longer describe the inflationary process well. However, there is evidence that
some sources of inflation are more associated with cyclical conditions in the U.S. economy than others. A
recent paper by Lawrence Ball et al argues that medium core inflation (see the graph) is the best indicator
of inflation.14
Thus, after the shocks are over, we will have to monitor the behavior of median core inflation. Will it get
out of control?
The risk is that the shocks will be so strong and so extensive over time that, even without cyclical conditions generating an acceleration of inflation, we will have an inflationary process produced by the deterioration of expectations. In this case, the Federal Reserve will have to start a cycle of interest rates hikes, even
though the labor market is operating with some slack, as the Brazilian Central Bank had to do.

14
“US inflation: Set for take-off?” Laurence Ball, Gita Gopinath, Daniel Leigh, Prachi Mishra, Antonio Spilimbergo, May 7, 2021, https://voxeu.
org/article/us-inflation-set-take.
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IBRE in focus
What to expect of China in the rest of 2021
Lívio Ribeiro
In the IBRE In Focus section of IBRE’s Macro Bulletin in January 2021, we highlighted our expectation of a
decoupling of the Chinese economy in 2020 and 2021. After growing 2.3% last year (making it the only major
economy in the world to grow), we expected that China would emerge from the COVID-19 shock relatively stronger, with even more importance to global growth and greater scope to impose its strategic agenda of economic,
financial and geopolitical power projection.
In the central scenario, our forecast was for growth of approximately 9.0% in 2021, higher than median market expectations and reflecting both the favorable base effect of last year and the lagged effects of the stimulus
policies that were implemented in 2020. To achieve this, it would be necessary for growth of the beginning of
2021 to be no less than spectacular, with an all-time annualized growth rate, bolstering the 2021 carry-over effect
and driving the year’s average growth to our forecast.
In line with our expectation, GDP grew at an annualized rate of 18.3% in the first quarter of 2021, the highest
year-over-year rate since quarterly figures were first officially released in 1992. As can be seen in the graph below,
the comparative base was certainly relevant – in the first quarter of 2020, there was a record drop of 6.8% – but
there was also an unmistakable acceleration of growth in early 2021. The recorded expansion by far exceeds the
fall at the beginning of last year.

Graph 15: GDP Growth
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In terms of demand, the result was marked by the great influence of consumption, although it is not possible
to separate the public and private components. Investment and the external sector also contributed positively to
the result. The graph below compares these demand-side contributions to year-over-year GDP growth in the first
quarter of each year since 2009.

Graph 16: Contribution of demand components to GDP in first quarter (percentage points)
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A preliminary reading of these results suggests that after the shock observed last year, the Chinese economy would have already returned to its structural transformation process, with the growth driver migrating
from the investment/external sector (known as “Old China”) to consumption (“New China”). In proportional
terms, New China contributed 63% of the growth observed in the first quarter of this year, comparable to the
numbers recorded in the first quarter of 2020 (in a downward direction, of course) and only slightly below
the contributions registered in 2019 (66%) and 2018 (68%).
An analysis of growth from the perspective of supply tells a slightly different story – and it is much less
positive for the hypothesis of a resumption of the Chinese structural transition. There was indeed a significant contribution from services to growth (the “mirror” of consumption in terms of supply), but the contribution of industry was greater (graph 17). “Old China” was the main driver of growth in early 2021. Services’
proportional contribution to growth was only 45% – higher than that observed in early 2020 (41%), but much
lower than that recorded in the first quarter of each year between 2015 and 2019, when the transition from
growth to services accelerated (on average, it was 61%).
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Graph 17: Contribution of supply components to GDP in first quarter (percentage points)
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There are three additional details that deserve specific comments. First, most of industry’s contribution took place
in manufacturing, driven by a recovery in demand, both internal and external. Construction contributed much less to
the fantastic growth in the first quarter of the year than common sense might suggest:15 the resumption of infrastructure and building work was important in the immediate post-COVID period, but there were signs of moderation in this
segment as early as the second half of last year.
Second, and as already suggested by the comments about the tertiary sector’s contribution, there have been difficulties in the service sector’s recovery. Among its components, there was no crisis in the “Information and Communication Technology” and “Financial Services” subsectors, whose current levels already far exceed pre-COVID levels.
The same does not apply to “Commerce” and “Accommodations and Food,” which performed particularly poorly at
the turn of the year. There has been discussion about persistent changes to the consumption basket of Chinese families, which would imply a slower recovery of certain services.
In parallel, and unlike the West, we must remember that China prioritized transfers to companies and not to families, and the latter needed to use their savings to get through the most restrictive period of the pandemic. Accordingly,
we are likely to face a period of “over saving” to restore the pre-COVID savings level and therefore slower growth in
the consumption of goods and services in 2021.
Finally, it is worth noting that the growth in the first quarter was, at the margin, quite weak: up only 0.6% from
the previous quarter, in seasonally adjusted terms. This result incorporates a review of the seasonal parameters of
Chinese GDP, with a revision from the second half of 2020 onward, and more importantly, it shows that the Chinese
economy, after exuberant acceleration since the middle of last year, showed the first signs of slowdown at the
turn of the year (Graph 18).

Construction contributed just 14% of the secondary sector’s growth in the first quarter of the year.

15
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Graph 18: Seasonally adjusted GDP growth (December 2010 = 100)
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Qualitative analysis of the first-quarter results suggests that the fantastic growth observed should be interpreted
with caution, due to the huge importance of the favorable base effect, a certain sector imbalance, difficulties in the
recovery of services and weak marginal expansion.
In this sense, it seems very unlikely that the government will completely withdraw its economic stimulus,
even though there is fine tuning in progress. There will be more neutral monetary and fiscal policies this year (especially monetary), maintaining stimulus directed at the neediest sectors (notably services) and reducing support to
traditional sectors, which accounted for the bulk of the recovery observed since the COVID shock.
Our understanding is based on the hypothesis, which we deem perfectly in line with the government’s most
recent comments, that the economic model transition will resume, prioritizing the relative growth of domestic consumption and services. At the same time, the prudential agenda will regain prominence, dealing with the excesses
committed (in the remote past and possibly in the fight against COVID) and avoiding the growth of systemic risks.
Looking ahead, we now forecast year-over-year growth of 8.2% in the second quarter and 9.1% growth in
202116 – Both estimates are higher than median market expectations, which are respectively 7.9% and 8.5%. However, there will be two very different dynamics this year. The first half will be quite strong, with an average annualized
growth rate of just above 13%, while in the second half it will fall to an average of “only” 5.5%, which is more normal
by Chinese standards. So, the Chinese economy will slow down in the second half of 2021.
Even though our central projections are higher than those of the markets, we recognize that the balance of
risks has become more asymmetric in recent months. There are a number of issues that could lead to higher
growth than we expect this year, but we understand that today they are eclipsed by mounting downside risks.
On the positive side, we highlight three asymmetries for our central projection. First, the health management of the pandemic stands out positively in China, even compared to other relevant Asian countries such
as Japan and South Korea. The number of cases has been lower17 and vaccination has accelerated significantly

The carry-over effect in 2020 was 6.3 percentage points for average growth in 2021.

16

91-DIVOC, with reference to May 17, 2021. Available at: http://91-divoc.com/pages/covid-visualization/.
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in recent months.18 In absolute terms, more people have been vaccinated in China than in any other country. In
all, 422 million doses have been applied. In relative terms, China is leading the BRICS countries, with 29.3 doses
per 100 inhabitants.19 Health conditions are normalizing in China at a fast pace, and this may aid the economy’s
performance in the coming quarters.
Second, the international environment remains positive for China. At least for now, the dovish communications of the U.S. Federal Reserve and European Central Bank have managed to contain the escalation of
global long-term interest rates, maintaining stimulating financial conditions in the developed world, and to some
extent also in the emerging world.
Even more importantly, the United States’ strong fiscal expansion this year is having positive effects on other
economies that are strongly interconnected with the U.S. (especially Mexico) and large suppliers of goods and
services consumed by American citizens. Although the relationship between the two powers has been shaken
by the trade dispute of recent years and growing geopolitical opposition, further growth in the U.S. is, at least in
the short term, good news for China.20
Finally, we must recognize that China still has a degree of freedom for countercyclical measures.
On the monetary side, consumer inflation remains contained and its composition is benign, and although
it is expected to rise over the course of the year, there are no indications that 2021’s inflation target of 3.0%
is at risk.21
On the fiscal side, budget execution figures indicate that the deficit is near 5.5% of GDP, higher than the
government’s target for 2021 (a deficit of 3.2% of GDP) but easily manageable in an economy with a high level
of savings and low implicit cost of debt. Prudential issues limit a strong structural expansion of spending or a
recurrent leakage of expenses to parafiscal instruments, but there is room to accommodate any short-term shock
if necessary. It is hard to imagine a scenario in which, face with difficulties, the Chinese government would be
forced to remain inert.
Having discussed the positive asymmetries, let us look at the negative ones. At this time, we highlight five
things that could lead to lower growth over the course of 2021. Some of them are already facts, and the debate
is about their intensity and ability to lower growth this year. Others are increasing risks, derived from government
signals and problems, especially in the financial markets, which have occurred in the recent past.
First, it seems clear that there was a reduction in the economy’s momentum between the first quarter and
the second quarter of 2021. It is important to recognize that the particularly favorable base effect makes it hard
to say that the high annualized growth rate necessarily means the economy is strong. Likewise, it is difficult for
analysts to maintain the quality of their projections amid such pronounced shocks. Therefore, it is prudent to
relativize the deviations that have been observed between the announcements and market projections.
This being said, the high-frequency data in March and April has underperformed expectations, with lower
annualized growth rates than envisaged. This was particularly clear in (broad and banking) credit indicators,
(qualitative and quantitative) industrial indicators and fixed asset investment. Retail sales growth was also lower

Our World in Data, with reference to May 17, 2021. Available at: https://ourworldindata.org/covid-vaccinations.
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In mid-May, Brazil had applied 25.2 doses per 100 inhabitants. China’s leadership among the BRICS countries is a recent phenomenon,
which began in the first week of May.
19

20
A study by Aberdeen Standard Investments suggests that the American fiscal shock could boost Chinese growth by just over 0.5 percentage points and exports by up to 4.0 percentage points in 2021.
21
Due to the base effect, it is possible that 12-month inflation will exceed 3.0% at time moment as of the middle of the year. However, there are
very benign dynamics in food and services, suggesting at this time that there is little structural pressure on prices.
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than expected in April, and there has a significant year-over-year decrease in the construction of new properties.
(There is no median market projection for this indicator.)22
The argument that the economy has lost some momentum becomes clearer if we construct variables based
on the last quarter of 2019 (i.e., immediately before COVID in China). In terms of industrial output and retail sales,
it is possible to observe a clear relative acceleration of industry at the turn of the year – even though there was
some moderation at the end of the first quarter, it was still 20 percentage points higher than before the pandemic. The same cannot be said for retail, as the recovery has been slow and impetus has declined. The serious
is particularly serious in the “food outside the home” subsector, which still has not yet returned to its pre-COVID
level (Graph 19).

Graph 19: Industrial production vs. retail sales (2019.T4 = 100)
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In particular, the behavior of real estate and construction market indicators is concerning. We must
recognize that data series are much more volatile for industry and retail, so the results should be interpreted cautiously. This being said, new construction work and real estate sales are only just above the pre-COVID level and
they are slowing down (especially sales). Fixed asset investment is also showing signs of moderation in growth
after its strong acceleration at the beginning of 2021 (Graph 20).

22
The main results observed in April were as follows: (i) industrial production: +9.8 year-over-year (expectation: +10.0%); (ii) nominal retail
sales: + 17.7% year-over-year (expectation: +25.0%); (iii) fixed asset investment: 10.9% year-over-year (in line with projections); (iv) broad
loans taken out: RMB 1,850 billion (expectation: RMB 2,290 billion); (v) bank loans taken out: RMB 1,470 billion (expectation: RMB 1,600
billion); (vi) NBS manufacturing PMI: 51.3 (expectation: 51.6); (vi) NBS services PMI: 52.4 (expectation: 55.0).
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Graph 20: Investment and real estate indicators (2019.T4 = 100)
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Second, the behavior of the credit market calls for caution. Much of the stimulus implemented in 2020
came through loans to corporations, whether via bank credit or broad credit (including shadow banking). The
year-over-year expansion rates were huge between March 2020 and October 2020, reaching the 80%-100% range in the second quarter. It is highly unlikely that the effects of such an unfavorable base will be mitigated, and
this will imply a major reduction in loans issued up to the fourth quarter of this year. In fact, this can already be
seen in the results released for March and April 2021 (Graph 21).

Graph 21: Broad credit vs. bank credit (year-over-year)
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In addition to debate about loans, there are increasingly clear signs of deceleration in the economy’s credit
stock. This is particularly evident in the shadow segment, with annualized stock growth of only +2.6% in April
2021 – the lowest since the beginning of 2019. Even though the broad credit stock has maintained a more robust
growth rate (11.7% year-over-year in April 2021), there are signs of a major slowdown ahead. There will be discussion about a “credit cliff” in the coming months.
The third negative asymmetry is closely related to the countercyclical measures taken last year and possible side effects resulting from them: the regulatory and prudential agenda has regained the government’s
attention. There is renewed attention to structural imbalances, which could lead the economy to poor performance and hamper medium-term strategic plans. This includes a new round of concern about indebtedness
– with increasing attention to the behavior of household debt, which gains more attention as of 201923 – and
regulatory adjustments in the financial markets. The latest episode involving Huarong Ltd was a bitter reminder
of the risks that exist in the Chinese corporate market.24 There are also new concerns about China’s position
as a creditor in the international markets, especially with regard to loans granted as part of the One Belt, One
Road Initiative.25
At the same time, since the beginning of this year, and especially after the National People’s Congress
in March 2021, a series of comments, statements and texts have emerged from government-related bodies,
expressing concern about the formation of bubbles in asset markets. This brings us to the fourth negative
asymmetry for 2021 growth: there have been growing calls to curb real estate prices. This may have the
potential to slow construction growth (and GDP growth) this year and weaken the balance sheets of the sector’s companies.
In the case of real estate prices, the government has been clearly concerned about the rise in land and real
estate prices since at least the middle of last year. To curb developers’ demand in land auctions, at the beginning
of the fourth quarter of 2020, new rules were established that limit the indebtedness capacity of these companies.
In practical terms, major players such as China Evergrande Group, Greenland, Sunac China and China Vanke
have had their capacity to take out loans, and therefore to demand land, severely restricted.
In the case of home prices, new credit requirements were approved by the PBoC and the China Banking and
Insurance Regulatory Commission (CBIRC) in early 2021, limiting the possibility of granting mortgages and other
types of mortgage loans. At least for the time being, the effects on prices have been minor, and land and property
prices have continued to rise (especially in the residential segment) in China’s 70 largest cities (Graph 22).

23
Household indebtedness (as a proportion of GDP) doubled in size between 2014 and 2020, approaching 50% of GDP. According to our
estimates, the total gross debt of the Chinese economy was approximately 320% of GDP at the end of last year.
24
Huarong Ltd is a financial conglomerate that has its origins in a bad bank created in the mid-1990s to clean up the balance sheets of the Industrial and Commercial Bank of China (ICBC), whose main shareholder is the Finance Ministry. Years of bad management and underhanded
accounting practices weakened the company’s equity position, culminating in the arrest of its former CEO. At the end of the first quarter of 2021,
the conglomerate failed to present its financial statements for 2020 and it provided guidance for a 92% drop in net revenue in the first quarter of
last year. This led to a sharp drop in the face value of its bonds and created major doubts about short-term bond defaults (approximately US$17
billion with of debt will mature up to 2022,). The central government is currently injecting capital and reorganizing the balance sheet, due to
Huarong Ltd’s systemic importance and the fact that the central government is its majority shareholder.
25
A paper by Horn, Reinhart and Trebesch (China’s Overseas Lending, NBER 26050, May 2020) sheds light on debate surrounding China’s
position as a creditor in the international market. It notes that many of the loans granted as part of the One Belt, One Road Initiative are poorly
regulated and are not included in international multilateral indebtedness databases. Debate about the solidity of China’s position as a creditor
has increased, as numerous debtors have been unable to honor their commitments.
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Graph 22: Home prices
(percentage of cities with monthly prices declines)
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This suggests to us that new regulatory measures will be taken in the coming months, possibly including
administrative restrictions on real estate transactions. In fact, we can already see clear negative effects on the real
estate market: new construction starts are well below sales, leading to a reduction in implicit inventories in the
construction industry, and defaults on corporate bonds linked to the real estate segment have multiplied.26 The
imbalances in the real estate market are clear and growing, and they will be tackled.
Finally, the government has frequently expressed concern about the acceleration of production costs, in
particular the prices of certain commodities, and it has signaled regulatory measures to limit price rises it considers “unreal.” According to a program broadcast in mid-May on CCTV, a state-controlled broadcaster, China will
accelerate adjustments in trade flows and strategic commodity stocks, as well as increasing inspections of operations in the spot and future markets to curb speculative practices.
There is clear concern about the recent acceleration in producer prices and their strong correlation with
international commodity prices (Graph 23). At least for the time being, the acceleration in wholesale prices has
not been passed on to consumer prices. If this were to happen, it would have further negative implications for
monetary management and the ability to support the post-COVID recovery. Finally, it should be noted that the
international prices of certain commodities are not simply imposed on China: changes in the relationship between Chinese demand and supply of goods such as iron ore, steel, copper, animal feed, coal and pork
have the ability to affect global prices, with impacts far beyond Chinese borders.

In the first quarter of 2021, 27% of defaults on corporate bonds happened in the real estate sector – an all-time record.

26
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Graph 23: Producer prices vs. commodity prices (year-over-year)
15

75

10

50

5

25

0

0

PPI (left axis)

jan-21

jan-19

jan-20

jan-18

jan-17

jan-16

jan-15

jan-14

jan-13

jan-12

jan-11

jan-10

jan-09

jan-08

jan-07

jan-06

jan-05

jan-04

jan-02

-50
jan-03

-10
jan-01

-25

jan-00

-5

CRB (right axis)

Source: NBS e Bloomberg.

In conclusion, the performance of the Chinese economy was spectacular in the first quarter of 2021, but from
now on, the situation will tend to be more restrictive. Marginal expansion has been very low, signaling that the
economic momentum already started to weaken in early 2021. There are increasingly consistent signs of moderation in the high-frequency data, including slow recoveries in the retail and service sectors. There are indications
that the normalization of Chinese growth, understood as a resumption of the structural growth transition process,
is still incomplete.
It is also noteworthy that the balance of risks has become more negative in the short term, with negative
asymmetries (decreased momentum for the economy, credit market, prudential agenda, containment of real
estate prices and growth in production costs) outweighing the positive asymmetries (good management of the
pandemic, a constructive external scenario and maintenance of freedom for countercyclical action).
The situation will require a fine adjustment of government policies to cope with multiple challenges over the
course of this year. Even so, given the favorable comparative base and the lagged effects of the stimulus policies
implemented last year, we continue to have a central scenario in which the Chinese economy will grow 9.1%
in 2021, which is higher the median market projection. We continue to see 2020-2021 as a period of significant
relative strengthening of the Chinese economy.
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