Macro

BULLETIN
January 2022 • No. 127

Waiting for the
elections
This year promises to be different
from the previous two, with new
themes starting to dominate the
economic debate. The first is the prospect
of finally controlling the pandemic, even if
COVID-19 does not disappear completely. The
second is the emphasis to be placed on controlling
inflation, as the strong monetary stimulus implemented
at the height of the pandemic starts to be withdrawn

Waiting for the elections
Armando Castelar Pinheiro and Silvia Matos
This year promises to be different from the previous two, with new themes starting to dominate the economic debate. The first is the prospect of finally controlling the pandemic, even if COVID-19 does not disappear
completely. The second is the emphasis to be placed on controlling inflation, as the strong monetary stimulus
implemented at the height of the pandemic starts to be withdrawn. Finally, in Brazil, we will have elections, which
may result in major changes in national economic policy. This will consequently increase the level of uncertainty,
with significant impacts on activity and asset prices.
We expect the pandemic to finally be beaten in 2022, although uncertainties regarding the emergence of
new strains remain. The COVID-19 wave caused by the Omicron variant has manifested itself very intensely but
for a short duration, as shown by data from South Africa and the United Kingdom, the first countries that were
hit by it. Around a month after the number of cases starts to rise, the peak of transmission is reached. From that
period on, the wave loses strength and the number of cases drops rapidly.
On top of this, vaccination has progressed, with the application of booster doses, and this is expected to
prevent a significant increase in the number of deaths caused by Omicron, a variant that has rapidly expanded
in Brazil in recent weeks, due to its high transmissibility. Consequently, the relatively strong decline in mobility
indicators observed in January should be brief and it will not be necessary to take severe restrictive measures,
despite the very rapid growth in mild cases, which may have economic effects in the short term.
Thus, we believe there will be a permanent return of mobility this year, allowing the normalization of activities
that were most affected by the pandemic. In other words, Omicron may delay this process for a few weeks, but
the reopening of the economy should gather pace in the coming months.
In fact, the fourth-quarter data supports our assessment. As mobility increased, a strong resumption of demand for services was observed, especially services provided to families, which grew more than 60% between
April and November 2021, when the second wave of the pandemic cooled down. However, the November 2021
activity level was still 11.9% below the pre-pandemic level (of February 2020). As occurred in the third quarter,
services provided to families will be one of the main highlights of the last quarter of 2021, contributing to estimated growth of 1.3% in the aggregate services sector, compared to the third quarter.
As a result, we continue to project GDP growth of 0.6% in the fourth quarter (quarter-over-quarter) and 4.6%
in 2021. For 2022, we have reduced our growth forecast from 0.7% to 0.6%, due to a recent revision of agricultural output. The latest information shows a more negative situation for the sector, even though forecasts include
an increase in grain production in Brazil. However, despite this, and the setbacks at the beginning of the year, we
believe that the reopening of the economy, the resumption of public services and a still favorable outlook for the
agricultural sector will mean that Brazil will avoid a recession.
The year will also be challenging for the world economy. We expect global GDP to slow down but remain
above its potential, as a result of the monetary and fiscal stimulus adopted in the last two years and the return of
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an environment close to that of the pre-pandemic period. In the advanced economies, household consumption
remains very robust, due to savings accumulated at the height of the pandemic and the recovery of income from
work. Even though some countries have imposed new restrictions on mobility, hindering this more optimistic
scenario in the short term, we believe that the most adverse effects on the economy will be temporary. Even in
China, the authorities are concerned to avoid a sharp slowdown in activity, so stimulus policies will be adopted,
although sparingly.
In this context, the great challenge in 2022 for the advanced economies will be how to manage the inflationary pressures that emerged in 2021 and how to dismantle the strong monetary stimulus adopted in reaction to
the pandemic, including the issue of reducing central banks’ balance sheets. The global inflationary process has
become more persistent and intense, so the need to normalize monetary policy will not end and it will be one of
the main factors driving markets and expectations this year.
In short, we can describe 2022 as a year of transition for the world economy. After a period of very stable
and low inflation, inflation reached a historically high level in 2020 and a period of inflationary deceleration is now
expected. Additionally, issues associated with the normalization of production chains remain on the radar screen
this year, but it is not yet clear how much the economy will have to slow in order to reduce inflation to a level that
is still high, but more acceptable from the point of view of central banks. At any rate, we will have to measure
optimism in relation to the global situation.
That being said, we estimate that there will be a slowdown in commodity prices, but weather shocks and the
energy transition process will limit this.
We expect that the process of inflationary deceleration will be more painful in Brazil than in other emerging
countries. The deterioration of the fiscal situation and political risks make the disinflation process more costly for
society. Finally, the new wave of infections, albeit brief, in an electoral environment, together with a deceleration
of cyclical activities, could encourage fiscal policy reactions in the direction of further spending increases, which
could even more negatively affect the prospects for growth. There is no easy solution.
This illustrates how, without a doubt, this year will be challenging for Brazil and marked by the impact of
electoral uncertainties on the economy. Along with the less favorable external situation, the drop in real income
and high interest rates, the increase in economic uncertainty and the decline in business and consumer confidence will hinder Brazil’s growth in 2022, especially in the most cyclical activities, which are the most affected
by monetary policy tightening and worsening financial conditions, as we have highlighted in previous editions
of this Bulletin.
With these issues in mind, this edition of IBRE’s Macro Bulletin includes the following highlights:
 Economic activity – page 7: In November, high-frequency indicators revealed stronger demand and slowing
supply. Our GDP growth estimate for 2021 remained at 4.6%, with a slight expansion at the margin of 0.6% in
the fourth quarter. In 2022, we expect to see high interest rates and inflation and a greater degree of uncertainty, given the election year and the new COVID-19 variant. In January, we already saw a drop in mobility.
Omicron’s impact on activity is still uncertain, but we assume a small effect in our base case. GDP growth this
year is expected to be only 0.6% and there are many challenges ahead.
 Business people’s and consumers’ expectations – page 9: Our confidence indexes ended 2021 in an unfavorable zone, below the neutral level and lower than before the pandemic. Our preliminary survey results
indicate a deterioration in the situation, possibly associated with the impact of outbreaks of influenza and the
Omicron variant on demand for goods and services and on health. The difficulties encountered by economic
agents have been more intense than expected in recent months, affecting prospects. Controlling the pande-
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mic is still a key factor in sustaining expectations, but economic uncertainty, inflation and their harmful effects
are warning signs for 2022.
 Labor market – page 11: In September, the Continuous National Household Sampling Survey (PNADC) indicated another significant decline in the unemployment rate, from 12.6% to 12.1%, meaning a small reduction
in seasonally adjusted terms. For November, we project another drop, to 11.6%, equivalent to 12% in seasonally adjusted terms. The number of employed workers continues to grow strongly, but average income has
shown successive and strong drops, driven mainly by inflation and, until the second quarter of 2021, by a negative sector behavior of jobs. Meanwhile, according to the General Employment Registry (CAGED), 324,000
jobs were created in November, equivalent to 234,000 in seasonally adjusted terms, higher than expected by
FGV IBRE. For December, we expect that the pace of job creation will be maintained, at 240,000 in seasonally
adjusted terms, equivalent to around minus 150,000 in seasonally unadjusted terms.
 Inflation – page 16: Indexation, the elections, La Niña and fiscal fragility are some of the challenges to be faced by
the government to control inflation in 2022. With so many sources of pressure on prices, it is not easy to believe
that inflation will end the year without exceeding the upper limit of the inflation target tolerance range (5%, the sum
of the 3.5% target and 1.5 percentage-point tolerance range). Although monetary policy tightening will help reduce
inflationary pressures, energy prices and the La Niña phenomenon are likely to keep production costs and food
prices high. All this will make it hard for inflation to slow down in 2022, and it could end the year above 5%.
 Monetary policy – page 17: The Brazilian Central Bank’s objectives are clear: to meet its inflation targets
and anchor expectations around those targets. In 2022, that does not seem feasible, but it is quite possible
that it will be next year and beyond. In order to be successful, the Central Bank will need to keep real interest
rates in contractionary territory, as promised, and to subsequently adopt a strategy capable of leaving no
doubt about its commitment to anchoring expectations and meeting its targets. In the second half of 2016, the
Central Bank confounded market participants when the new administration kept the benchmark Selic interest
rate stable at the first two meetings and reduced it by just 25 points at each of the two following meetings.
As Brazil was then in a recession, many people expected a different approach. Our analyst argues that this
initiative was crucial to the process of reversing inflation expectations, which made lower inflation and interest
rates possible. Drawing inspiration from the experience of that period could be fundamental to the success of
the Central Bank’s future actions.
 Fiscal policy – page 18: The subject of the fiscal section is the federal government’s spending ceiling, which
was created in 2016 in order to curb the government’s expenditure growth trajectory, based on a real-terms
freeze. However, since then, the rule has faced difficulties in achieving the expected objectives and recent
changes in its design seem to have definitively buried it, paving the way for discussion of possible new fiscal
rules. Accordingly, remembering and understanding the trajectory of the ceiling represents an important input
for thinking about a new fiscal framework. Notwithstanding the different designs of possible fiscal rules being
debated in Brazil and abroad, it is important for any new fiscal rules to be simple, credible and viable.
 External sector – page 21: We expect a current account deficit of US$27.9 billion (1.7% of GDP) in 2021
and US$37.9 billion (2.1% of GDP) in 2022. Our 2022 forecast is significantly worse than the latest official one
(1.3% of GDP). The difference is mainly due to a lower trade surplus projection. Despite greater challenges
involving growing deficits and worse boundary conditions for external financing, it does not seem reasonable
to admit that we will have active external constraints in 2022.
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 International panorama – page 26: The recent evolution of inflation and employment data in the United States corroborates not only the acceleration of tapering, but also increases in Fed Funds rates in the first half of
2022. We are still not convinced that this interest rate adjustment will begin at the March meeting, but we are
sure that the 2022 interest rate increases will exceed the three hikes suggested in the December “dot plot.”1.
 IBRE in focus – page 30: Finally, the title of this month’s IBRE In Focus section, written by researcher Anna
Gouveia, is “Uncertainty Will Remain High in 2022.”

This text was originally published as a BRCG “highlight” piece. Available at https://bit.ly/3nFuZTP.
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Economic activity
As expected, the economy will have a final
respite before a challenging year
Silvia Matos, Marina Garrido and Mayara Santiago
Although the Brazilian economic situation has been negative in recent times, the end of 2021 seems to have
been good for the service sector. At the same time, the retail sector appears to be stalled and the industrial sector is still suffering from bottlenecks in the international supply system. In particular, manufacturing recorded a
month-over-month decline of 0.4% in November (minus 5.6% year-over-year). This was the 10th decrease in the
last 11 months, based on seasonally adjusted data. However, we expect a positive result for the sector in December, according to leading indicators. In any case, bottlenecks associated with shortages of industrial inputs are
expected to last until mid-2022, caused by the disruption of global production chains. In this context, added to
strong monetary tightening, manufacturing is expected to remain on a downward trend until the end of the year.
It is worth remembering that in November, manufacturing was 7.8% below the level of February 2021, before the
effects of the second wave of infections, which brought about not just extreme health impacts but also damage
to this sector, which had not yet been recovered from the effects of the first wave.
In turn, the extended retail sector showed moderate growth in November (0.5% month-over-month and minus 2.9% year-over-year), after three consecutive declines. Despite Black Friday, the clothing, furniture & appliances and books subsectors posted month-over-month declines (1.9%, 2.3% and 1.4%, respectively). People seem
to have taken advantage of discounts by consuming more basic products, given double-digit inflation, which has
squeezed the disposable income of families, especially those with lower purchasing power. The hypermarkets
subsector rose 0.9% at the margin in November, while pharmaceuticals grew 1.2% in the same month compared
to October. Finally, other personal items rose 2.2% at the margin.
The growth in services was quite diffuse in November and the sector once again positively surprised: it expanded 2.4% in relation to October (10% year-over-year). This positive surprise reinforces our prediction of the
normalization of the subsectors hardest hit by the pandemic, such as services provided to families. As expected,
this subsector was the positive highlight of the month, growing 2.8% compared to October, the eighth consecutive monthly increase. It also grew 21% compared to November 2020. When we compare the level of services
provided to families at the peak of the second wave (March 2021), activity is 60.4% higher. Compared to the prepandemic level (February 2020), it is 11.8% lower, so there is still room for growth.
Finally, the Brazilian Central Bank’s activity indicator, IBC-Br for November increased 0.7% month-over-month (0.4% year-over-year). This indicator has now presented nine year-over-year increases in 10 months and it is
2.3% below the February 2021 level, prior to the effects arising from the pandemic’s second wave in Brazil. The
November results indicate a certain amount of respite in the fourth quarter, led by the services sector. In addition,
FGV IBRE’s GDP Monitor showed annualized growth of 2.2% and month-over-month growth of 1.8%, in line with
the scenario of economic recovery. This result was higher than Central Bank data.
As the data supported our fourth-quarter growth forecast, we did not revise our aggregate growth projection
of 0.6% compared to the third quarter (1.7% year-over-year). We continue to expect a recovery in the services
sector in the fourth quarter. However, as highlighted in previous editions of this Bulletin, industry is unlikely to do
well. Consequently, for the full year, our growth forecast remains 4.6%. (See Table 1.).
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On the supply side, industry is expected to end the year at a negative level, minus 2.1% quarter-over-quarter
(minus 2.4% year-over-year). This is due to manufacturing.
Still on the supply side, the service sector is

Table 1: GDP Projections

expected to grow 1.0% quarter-over-quarter (4.1%
year-over-year), with public administration activities and other services as the main vectors. These
activities are in the process of normalization after

2021.IV
2021.IV
(quarter-over- (year-over- 2021
quarter)
year)

Activities

2022

Household
Consumption

1.1%

2.6%

3.7%

0.8%

Government
Consumption

5.2%

6.3%

2.9%

2.7%

Investment

-2.4%

-0.9%

16.0%

-2.4%

tion is expected to grow 1.1% quarter-over-quarter

Exports

0.7%

5.7%

6.4%

2.1%

(2.6% year-over-year) in the fourth quarter, and

Imports

9.1%

15.0%

15.4%

1.1%

3.7% in the year as a whole. In other words, due

GDP

0.6%

1.7%

4.6%

0.6%

to higher inflation, household income is likely to

Agriculture

8.6%

2.8%

0.4%

3.5%

Industry

-2.1%

-2.4%

4.2% -1.1%

which is harming household consumption. On the

Extractive

-2.6%

3.2%

2.7%

3.5%

other hand, investment is expected to decline less

Manufacturing

-2.5%

-7.0%

4.5%

-3.2%

than previously forecast, as the machinery and

Electricity and
Other

-1.7%

-1.0%

-0.6%

0.7%

December. We forecast that investment will drop

Construction

-1.3%

8.0%

8.6%

0.0%

2.4% in the last quarter (minus 0.9% year-over-

Services

1.0%

4.1%

4.9%

1.3%

a steep drop in the crisis period. In the full year,
services are expected to grow 4.9%, equal to the
carry-over effect.
On the demand side, household consump-

be lower. In addition, because of higher interest
rates, credit has become increasingly expensive,

equipment absorption rate will be less negative in

year), compared to our previous predictions of

Source: IBGE. Produced by: FGV IBRE.

minus 4.8% and minus 4.0%, respectively. Imports
are expected to outperform exports: we forecast growth of 9.1% quarter-over-quarter (15.0% year-over-year),
versus 0.7% quarter-over-quarter (5.7% year-over-year), respectively.
For 2022, we project GDP growth of just 0.6%, slightly more than the year’s estimated 0.3% carry-over
effect. We revised our forecasts for the agricultural sector, given that the end of 2021 seemed more positive for
the sector and there was a reduction in the year’s forecast grain harvest. Consequently, we have reduced our
forecast for the sector’s growth in 2022 from 5.0% to 3.5%. We believe that industry will continue to struggle and
the expected growth in interest rates until the middle of the year will have an impact on demand for goods. Manufacturing is expected to shrink 3.2% this year. However, we expect that the service sector will grow faster than
aggregate GDP, or 1.3%.
The outlook for 2022 is of high interest rates. We estimate that the Central Bank will raise interest rates to
12.25% this year, adding to the decline in real income due to the high level of inflation. We estimate that inflation
will be 5.2% in 2022, lower than last year but still high. The elevated level of uncertainty is another concern for
2022, given that we are in an election year and the pandemic has recently worsened due to the new Omicron
variant, making the situation more volatile. Such challenges jeopardize the expansion of private demand. An
example of this is the new variant’s impact on activity, which may be greater than previously anticipated. Mobility
data already shows a strong effect in January, but this phenomenon could be short lived. Furthermore, we expect
to see a continuation of the trends of late 2021, with industry still suffering from delays in normalizing international supply chains. On the demand side, given rising interest rates, investment is likely to decline and household
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consumption will slow down, while government consumption will tend to grow. With stagnant domestic demand,
still-moderate world growth and a devalued currency, external demand will probably make a positive contribution
to Brazil’s GDP this year.

Business people’s and consumers’ expectations
Prospects for confidence in 2022
Aloisio Campelo, Rodolpho Tobler and Viviane Seda Bittencourt
Our confidence indexes ended 2021 in an unfavorable zone, below the neutral level and lower than before
the pandemic. The Business Confidence Index closed at 95.2 points, after three consecutive declines, and the
Consumer Confidence Index closed at 75.5 points, a historically very low level. Our preliminary survey data,
going up to the 17th day of this month, indicates a deterioration of this situation, with an additional drop in business and consumer confidence.
Our preliminary business confidence figures for January show worsening perceptions of the current business situation, signaling a possible relationship with the impact of the influenza and Omicron outbreaks on demand for goods and services, and on the health of employees. The increased pessimism regarding the coming
months seems to reflect uncertainties that hang over the economic and political outlook for 2022.

Graph 1: Consumers’ and Business People’s Confidence
(seasonally adjusted, in points; preliminary data for January 2022)
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Source: FGV IBRE.

J a n u a r y 2 02 2 | M a c r o B u l l e t i n 9

The commerce and industry sectors recorded the biggest drops in confidence between September and
January: 17 and 9.9 points, respectively. The worsening trend in the business environment, which had been
affecting other sectors, seems to also have become stronger among service providers, which had been hopeful
about the easing of restrictions in the last quarter of 2021. Because of the outbreak of new cases in December,
New Year’s Eve events was cancelled in many cities, as well as carnival parties, which had been scheduled for
the end of February. As consumers became more cautious, expectations in the segments that are most sensitive
to on-site consumption, such as services provided to families, were seriously affected. The construction sector,
the only one that presented a positive result in December, also experienced a drop in confidence, according to
our preliminary results.
On the consumer side, evaluations are very unfavorable, about both the present moment and future prospects. Our preliminary January survey results indicate a slight improvement in consumer satisfaction regarding
the current moment, which may be influenced by the resumption of the Brazilian Aid Program and its impact on
consumption perspectives among the lower-income classes. In aggregate terms, however, this timid movement
is insufficient to offset worsening inflation expectations, the feeling of financial difficulties in light of growing household indebtedness and the economic slowdown expected in 2022.
Our survey results show that the difficulties encountered by economic agents have been more intense than
expected in recent months. Despite the reduction in the economic uncertainty indicator in December, its level is
still high in historical terms and there are signs from daily data that it may rise again in January. The change in
themes that influence the indicator every month suggests growing concern about inflation, the political situation
and the pandemic.

Terms that appear the most in news stories classified as uncertainty

Source: FGV IBRE.
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According to a special question included in our December surveys, 63% of companies say they have positive expectations for the next six months, up from 57.1% in April 2021, during the second wave of COVID-19, but
down from 69.8% in October 2020.

Graph 2: Expectations for the Next Six Months
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Source: FGV IBRE.

The factors influencing more favorable expectations include vaccination and control of the pandemic, global
economic recovery prospects and sector-specific recoveries. On the other hand, economic uncertainty, high
inflation and the slower economic recovery were mentioned as important factors that are reducing optimism
among Brazilian business leaders. In the construction and industry sectors, a significant proportion of companies cited lack of confidence in the government’s economic policy.
In short, getting the pandemic under control is still a crucial factor to sustain companies’ expectations for the
first half of 2022. Economic uncertainty and inflation are also subjects of concern, harming the financial conditions
of companies and consumers, whose high indebtedness has been reducing the scope for more purchases.

Labor market
Emprego continua se recuperando com força, mas renda
média cai por influência da composição setorial e inflação
Daniel Duque
In October, the Continuous National Household Sampling Survey (PNADC) indicated another significant
decline in the unemployment rate, from 12.6% (in September) to 12.1%, meaning a slightly smaller reduction in
seasonally adjusted terms, to 12.2%. This was a little higher than the 12.3% figure projected by FGV IBRE. For
November, we expect another drop, to 11.6%, which in seasonally adjusted terms would mean a reduction to
12% in the next three-month period.
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Graph 3: Unemployment Rate, 2019-21 (%)
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Source: PNADC (IBGE). Produced by: FGV IBRE.

Thus, the labor market is showing a robust recovery in the number of people working. In the last three months,
employment grew 0.8% in relation to the previous three-month period, and it is now less than 1 million below the
figure of March 2020, the pre-pandemic peak.
On the other hand, effective average income has been much weaker, with strong real losses, making the current level lower than that of September 2017.

Graph 4: Average Monthly Income Effectively Received
Annual moving average
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Source: PNADC. Produced by: FGV IBRE.
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Inflation was indeed one of the biggest factors in the fall in the purchasing power of wages in 2021. As the
graphs below show, real income would not have fallen had the rise in prices not accelerated last year, and it
would have reached more than R$2,700 per month.

Graph 5: Price Index, 2017 to 2021
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Source: Quarterly PNADC results. Produced by: FGV IBRE.

Graph 6: Actual Average Income and Simulated Average Income, Based on Lower Inflation in 2021
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In addition to inflation, there is a potential sector-related factor that could be negatively impacting wages.
As the graph below shows, the breakdown of employment by sector and formality/informality has changed a lot
since the pandemic began. Furthermore, there has been uneven behavior of income in each category. Notably,
income from formal jobs in the industrial sector has dropped almost 10%.

Graph 7: Sector Breakdown of Employees and Average Employment Income by Sector/Formality
Sector breakdown
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Source: Quarterly PNADC. Produced by: FGV IBRE.

We then carried out a decomposition exercise between the level effect and the composition of the real annual
change in average income, based on the categories specified in the graphs above. It appears that the compo-
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sition effect (sector changes) made a small contribution (just under 1%) to the decline in average income, while
the level effect accounted for the remainder, and it was especially predominant in the last quarter.

Graph 8: Sector Breakdown of Employees and Average Employment Income by Sector/Formality
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Source: Quarterly PNADC. Produced by: FGV IBRE. Note: 2021.2 presented income growth because of
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On the other hand, in November, the General Employment Registry (CAGED) once again indicated robust job
creation. During the month, 324,000 formal jobs were created, equivalent to 234,000 in seasonally adjusted terms,
higher than FGV IBRE’s forecast of 200,000. For December, we expect that the pace of job creation will be maintained, at 240,000 in seasonally adjusted terms, equivalent to around minus 150,000 in seasonally unadjusted terms

Graph 9: Net Change in Employment According to CAGED, 2019-21
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Source: CAGED (Labor Ministry). Produced by: FGV IBRE.
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Inflation
Inflation to remain persistent in 2022
André Braz
In December 2021, inflation was widely disseminated. All component spending classes of the Extended
Consumer Price Index (IPCA) accelerated. The diffusion index, which measures the percentage of IPCA items
with a positive rate, reached 75%, the highest level since February 2016, when 77.21% of surveyed products and
services rose in price.
The Brazilian economy is highly indexed. Salaries, rents, school fees and government service fees are adjusted in line with the previous year’s inflation rate, which in 2021 was 10.06%, the highest since 2015.
Aside from indexation, there are other risks on the horizon that could put even more pressure on inflation
in 2022. The La Niña phenomenon is back, so southern Brazil’s drought is likely to continue, while rainfall
is expected to increase in the rest of the country, affecting agribusiness. Because of this phenomenon,
there has been little rainfall in the regions where Brazil’s main reservoirs are located, so the level of these
reservoirs has not recovered enough to guarantee cheaper power generation in the dry season. As a result,
it may be necessary to raise electricity charges to curb demand. More expensive power not only squeeze
family budgets, but also puts pressure on production costs in the industrial and service sectors, causing
inflationary pressures to spread.
Changes in rainfall distribution also impact food prices. For example, raw foods went up in price in December,
reflecting the impact of the weather. On the other hand, crops with a longer production cycle could be seriously
harmed and their prices will rise more persistently, increasing food’s contribution to inflation in 2022. Soybean,
corn and rice crops are the most threatened. The damage may extend to livestock, given that dry pasturelands
make meat, milk and dairy products more expensive.
The elections could also leave their mark on this year’s inflation. Excessive spending on welfare policies tends to increase fiscal uncertainty, weakening the currency and favoring pass-throughs to inflation, mainly through
higher prices of fuel and imported machinery and equipment.
The Omicron COVID variant, despite its low lethality and vaccines’ effectiveness at preventing severe cases
of the disease, may lead to more cases and new lockdowns to contain its transmission. Paralyzed production
chains could generate new supply shocks, which would cause further inflationary impacts.
Oil prices may be pushed up by growing demand for fuels caused by the reopening of the economy and
the summer car travel season in the Northern Hemisphere. However, the spread of Omicron, combined with the
withdrawal of fiscal stimulus in the United States, could contain some of this upward pressure.
Although the oil price in 2022 is uncertain, Petrobras raised its gasoline price almost 5% and its diesel price
8% in the first half of January. These increases, on top of those made in 2021, will put pressure on haulage charges and bus fares.
Given these expected sources of inflationary pressure in 2022, increases above the inflation target ceiling are
expected in the following major IPCA groups: Durable Goods (6.2%), Utilities (5.7%) and Services with Unregulated Prices (6.4%). On the other hand, before the drought in southern Brazil, we expected Non-Durable Goods
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and Food at Home to rise less than the ceiling (2.5% and 2.6%, respectively). As a result, our inflation projection
was close to 5%, the ceiling of the tolerance range around the 3.5% target.
However, the change in the weather has put some important crops at risk, which could push up food prices
and put IPCA above this year’s inflation target ceiling. Thus, inflation may be more persistent than might appear
at present.

Monetary policy
An opportunity to repeat the strategy of 2016
José Júlio Senna
The Brazilian Central Bank has been explicit about its objectives. The minutes of the last Monetary Policy
Committee meeting provide a good example of this. Given the increase in inflation forecasts and the risk of
longer-term expectations being de-anchored, it became appropriate to move significantly into contractionary
territory. On top of this observation, Central Bank officials added that “the Committee will persevere in its strategy
until the disinflation process is well established and expectations are anchored around its targets.”
Based on the available information, what can be said about the feasibility of meeting these objectives? We
certainly cannot be sure they will be achieved. The Brazilian economy is expected to be stagnant in 2022 and in
principle that ought to help cool down inflationary pressures, but it will probably not be enough to guarantee that
the targets are met. After all, there is still enormous discomfort about the country’s fiscal situation and it is not
reasonable to rule out more expansionist measures in an election year.
Furthermore, the possibility of some further currency depreciation over the course of the year, whether due
to the aforementioned fiscal concerns or something more directly linked to the campaign speeches of the main
candidates in the presidential elections, is not off the radar screen.
In a nutshell, it can be said that meeting the Central Bank’s goals does not depend exclusively on its signals
and actions. However, of course, that does not mean that the bank’s hands are completely tied. What exactly can
be done to help achieve the official objectives?
Before risking a more direct answer, it is worth gathering a little more information about the prospective inflationary picture. Regarding inflation projections for 2022, for example, current estimates oscillate around 5.0%.
Disaggregating IPCA projections, starting with services with unregulated prices, we can see modest dispersion
between the estimated numbers for the three main items in this segment (food at home, manufactured goods
and services). Extending our analysis to goods with regulated prices, we find much lower levels of price growth
projections for the items that contributed the most to inflation’s rise in 2021, namely electricity, gasoline, cooking
gas and ethanol. In the case of electricity, lower prices are forecast.
The median estimate in the Central Bank’s latest Focus Survey indicates 5.09% inflation. In general terms,
analysts assume that in 2022, we will not see a repetition of the upward shocks observed in 2021, involving food,
manufactured products and energy. To the extent that this is confirmed, the inflation rate will not be far from the
official target of 3.5%. Achieving the goal to the letter certainly does not seem feasible. In fact, it will be a signifi-
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cant achievement if we get inflation at around 5.0%, that is, half the rate recorded in the previous year. After all,
we cannot forget how adverse the macroeconomic environment has been in recent times. In any case, even that
is far from certain.
Regarding 2023, the most recent Focus Survey information indicates a median rate of 3.4%, i.e., close to
next year’s target. Implied inflation at market prices, however, still shows a high number, well above the target
of 3.25%. According to an estimate by consulting firm MCM, based on prefixed interbank deposit rates and real
interest on public bonds, the market projects around 5.7%. In short, analysts are skeptical of the Central Bank’s
ability to reach its numerical target in 2023, while market players show even greater distrust.
Therefore, to successfully carry out its task, the Central Bank will have to act firmly, both in administering real
interest rates and in the area of signals. Moving real interest rates into contractionary territory is certainly essential.
At some point, however, it will be necessary to stabilize real interest rates and start the process of reversing
the monetary tightening. This is likely to be an excellent opportunity to reinforce the official commitment to meeting the targets and to try to ensure that expectations are anchored.
The experience of the second half of 2016 may serve as inspiration for the Central Bank’s future actions. At
that time, a new board had been appointed and the economy was in recession. In general, a lower interest rate
policy was expected (the nominal benchmark Selic interest rate had reached 14.25%) and perhaps even a change in inflation targets. Despite this, the new leaders chose to keep the Selic rate stable at their first two Monetary
Policy Committee meetings and to reduce the base rate by just 25 points at each of the two following meetings.
By dashing the expectations of analysts and market participants, the Central Bank gave very strong signals
about its priority, more precisely, its commitment to controlling inflation. In our view, this initiative was crucial in
consolidating the reversal of inflation expectations. This was what made it possible for inflation and interest rates
to both fall for a long time. Drawing on that experience could be fundamental to the success of the Central Bank’s
future actions.

Fiscal policy
Spending ceiling: origin, trajectory and future
Bernardo Motta
The 1988 Constitution expanded the list of duties of the Brazilian state and consequently generated great
pressure to increase public spending. Over the years, this increase in expenditure has been financed in a variety
of ways, including inflation, growth in the tax burden, an increase in potential revenue resulting from accelerated
economic growth and, finally, expanding public debt.2 Structurally, however, revenue did not grow as fast as
spending, resulting in primary deficits from 2014 onward. A new fiscal rule called the spending ceiling was then
created in 2016, with the aim of freezing real-terms expenditure for two decades. However, since then, the rule

2
This movement is described in: MENDES, Marcos. Regras fiscais e o caso do teto de gastos no Brasil. INSPER. 2021. https://www.insper.
edu.br/wp-content/uploads/2021/09/Regras-fiscais-e-o-caso-do-teto-de-gastos-no-Brasil-2021_Marcos-Mendes.pdf.
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has faced difficulties in achieving the expected objectives and recent changes in its design seem to have definitively buried it, paving the way for discussion of possible new fiscal rules. Thus, remembering and understanding
the trajectory of the ceiling is an important input for thinking about a new fiscal framework.
In 2016, Brazil was going through a political and economic crisis. That year, the primary deficit was
2.5% of GDP and the government’s gross debt stood at 70% of GDP, up more than 10 percentage points
from two years before. Furthermore, it was understood that the current fiscal rules were no longer capable
of guaranteeing the sustainability of the public finances, namely the “Golden Rule,” Fiscal Responsibility
Law and primary result target. In this context, in June of that year, the government submitted Constitutional
Amendment Proposal 241 of 2016 to Congress, in order to institute the New Fiscal Regime, the spending
ceiling’s formal name. Based on the diagnosis that the main cause of the fiscal imbalance was the constant
expansion of federal public spending, the new rule determined that for the next 20 years, primary expenditure could only grow at the rate of inflation. The (arithmetic) logic was simple: by fixing expenditure in real
terms, the expenditure-to-GDP ratio would decrease over the years, as the economy grew, resulting in a
gradual fiscal adjustment. Consequently, a reduction in interest rates and control of the public debt trajectory were expected. From then on, better expectations and increased credit would boost investment and
economic growth would follow. In a virtuous cycle, this would reinforce fiscal consolidation by improving tax
revenue and cutting debt.
In practice, however, things did not go as expected. From 2017 to 2019, public expenditure at a proportion of
GDP practically stabilized, decreasing by an average of 0.1 percentage points per year. At this rate, the desired
adjustment of 5 percentage points of GDP would take almost 50 years to achieve. Thus, we had only a small
reduction in the primary deficit, which went from 2.5% of GDP at the end of 2016 to 1.2% of GDP in 2019. In
turn, public debt growth became less intense. From the macroeconomic point of view, there was a reduction in
the inflation rate, confidence indicators reversed their downward trajectory and there was a timid resumption of
economic growth. In general, there was also a reduction in the economy’s base interest rates. It should be noted,
however, that not everyone believes the spending ceiling directly led to the reduction in interest rates, as other
factors also contributed to this movement.
There was an expectation that the imposition of an overall limit on expenditure would force a process of
rationalization of spending items, especially those that grew the most after 1988: the set of mandatory expenditure, whose trajectory is related to demographic dynamics, tax revenue linkages and institutional benefit
correction mechanisms. However, Graph 10 shows that these factors continue to be decisive in maintaining
the weight of mandatory expenditures. Consequently, the reduction in total spending occurred mainly in discretionary expenditure, which fell from 2.4% of GDP on average between 2010 and 2016 to 1.9% of GDP between 2017 and 2019.
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Graph 10: Change in Total Government Spending
(mandatory versus discretionary, % of GDP)
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Produced by: FGV IBRE. Primary source: National Treasury Secretariat.

Table 2 shows the average annual variation in major expenditure items before and after the spending ceiling.
We can see that the biggest reduction occurred in investment, which recorded an average annual drop of 0.09
percentage points since the spending ceiling was created. This reduction, combined with the stagnation of the
previous period, reveals why public sector investment for some years now has not been sufficient to make up for
public sector capital depreciation.

Table 2: Average Annual Change in Government Spending
(by item, in % of GDP)

Breakdown

2010-16

2017-19

TOTAL EXPENDITURE

0,37%

-0,14%

Pensions

0,19%

0,13%

Operating costs, staff and social charges

0,07%

-0,03%

Unemployment insurance and disability benefit

0,04%

-0,04%

Investment

0,00%

-0,09%

Subsidies and grants

0,04%

-0,07%

Other items

0,01%

-0,03%

Produced by: FGV IBRE. Primary source: National Treasury Secretariat.

Because of the COVID-19 pandemic, the period from 2020 to 2021 was atypical from a fiscal point of view
and so any comparison with previous periods should be made with reservations. From the point of view of immediate crisis management, by providing for the exclusion of extraordinary credits from the calculation base, the
design of the spending ceiling proved to be flexible enough for the government to be able to meet the excep2 0 M a c r o B u l l e t i n | J a n u a r y 2 02 2

tional demand for spending. As the pandemic dragged on, however, challenges to the tax regime arose, which
culminated in the approval of measures that weakened it, namely Constitutional Amendment Proposal 23.
Looking to the present, the year 2022, which combines an expected return to post-pandemic normality with
presidential elections, will be crucial for the spending ceiling’s future. Whether or not the original design is considered appropriate, it must be recognized that the ceiling no longer fulfills its function and has lost credibility.
Significant and recurrent changes to the rule have undermined what had been its main contribution – the ability
to anchor expectations of fiscal sustainability.
The debate therefore seems to be increasingly focusing on which new fiscal rule should assume the role
of fiscal expectations anchor. There are many possibilities for rules that may replace and/or complement the
spending ceiling. Keeping the initial spirit of the ceiling alive, it is possible to establish sub-ceilings with different
indicators for current expenditure and investments, providing more room for the latter to grow. Still on the expenditure side, we have periodic reviews of federal government spending, with the objective of identifying specific
inefficient spending items. Another possibility is the adoption of a limit for public sector indebtedness – an instrument already provided for in the Fiscal Responsibility Law, but never implemented.
As different designs of possible tax rules are debated in Brazil and abroad, it is important for any new tax
framework to be simple, credible and viable. Simplicity facilitates accountability. In other words, the better society
understands the rule, the more it can demand compliance. The rule must be credible in the sense that there is
an expectation that it will be followed and not that it is just another work of fiction to give the appearance of fiscal
responsibility. Finally, the new fiscal rule must be viable, reflecting reality and considering the country’s investment needs and emerging social challenges and the public policies that will be necessary to tackle them. It is
worth noting that social responsibility goes hand in hand with fiscal responsibility, given that lack of control over
the public finances and its harmful consequences penalize the poorest most intensely. Furthermore, only a solid
fiscal framework is capable of serving as a basis for the just advancement of social policies.

External sector
Modulating official optimism
Livio Ribeiro
In its December 2021 Quarterly Inflation Report, the Brazilian Central Bank updated its projections for
the current account in 2021/2022. In relation to the previous report (September 2021), the forecasts were generally downgraded. For 2021, the official projection of the deficit went from US$21.0 billion (1.0% of GDP)
to US$30.0 billion (1.9% of GDP). For 2022, it was raised from US$14.0 billion (0.9% of GDP) to US$21.0
billion (1.3% of GDP).
An overview of the official projections, rearranged to reflect our preferred way of presenting current account
items, can be seen in the following table. It is immediately clear that the revisions focused on trade surplus forecasts, which had been reduced throughout the two-year period. The other current account items only underwent
marginal adjustments.
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Table 3: Official Projections for Brazil’s Current Account
(2021/2022)

2021
(Sep 2021

2021
(Dec 2021)

2022
(Sep 2021)

2022
(Dec 2021)

-21,0

-30,0

-14,0

-21,0

43,0

35,0

60,0

52,0

Exports

282,0

284,0

289,0

276,0

Imports

239,0

249,0

229,0

225,0

Interest payments

-23,0

-22,0

-24,0

-26,0

Travel

-2,0

-2,0

-7,0

-7,0

Profits and dividends

-27,0

-29,0

-27,0

-24,0

-12,0

-12,0

-16,0

-16,0

-1,0%

-1,9%

-0,9%

-1,3%

Current account
Trade balance*

Shipping
Other services and primary income
Secondary income
Current account (% of GDP)

Source: Brazilian Central Bank.

The pattern of revisions makes it clear that any evaluation of official projections must start from an analysis of
Brazil’s trade balance result, before looking at how this result was translated from the SISCOMEX methodology
to the Brazilian Central Bank methodology.3 It is important to note that the Central Bank’s projections did not
yet incorporate the 2021 trade balance result, which was incorporated in the first few days of this year into the
SISCOMEX methodology: a record trade surplus of US$61.0 billion, based on exports of US$280.4 billion (an
all-time record) and imports of US$219.4 billion.
Table 3 shows that the Central Bank’s projection for last year’s trade result was significantly lower, with
a surplus of only US$35 billion. Even though there was a difference in exports (the projection was US$3.6
billion higher than the observed result), the bulk of the deviation – almost US$30 billion – occurred in imports. In the 12 months up to November 2021, imports measured by the Central Bank were US$31.5 billion
higher than those recorded by SISCOMEX. This was mainly accounted for by REPETRO regime operations
(US$19.0 billion), purchases of crypto assets (US$6.0 billion) and small-value imports via international orders (US$5.5 billion).
For balance of payments purposes, the trade result projection is a two-stage process: first, the SISCOMEX
result is projected and, later, the figure obtained is translated using the Brazilian Central Bank methodology. For
the first stage, it is necessary to discuss the behavior of determinants of foreign trade, affecting volumes traded
and prices practiced.
According to ICOMEX/FGV data, the trade balance result in 2021 was mainly marked by higher export prices
– a key vector for the record trade result observed. The remarkable performance of export prices is clear from

Specific comments about the difference between the two methodologies may be seen in the article “Mudanças metodológicas,” published in
the May 2021 edition of IBRE’s Macro Bulletin. Available at https://portalibre.fgv.br/sites/default/files/2021-05/2021-05_2-boletim-macro.pdf.

3
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the table below, which compiles recent price and quantity indicators. However, the recent performance of the
terms of trade (the ratio between export and import prices) has been quite negative since the third quarter 2021,
combining a sharp slowdown in export prices and an upward trend in import prices.

Table 4: Export and Import Prices and Quantities
(annual growth rate, 2017-2021)

Exports

Imports

Price

Volume

Price

Volume

2017

10.1%

8.9%

5.1%

8.6%

2018

5.3%

2.4%

7.0%

9.0%

2019

-3.8%

1.0%

-4.0%

4.5%

2020

-6.7%

-0.1%

-6.6%

-8.5%

2021

29.3%

3.2%

13.1%

21.9%

Source: ICOMEX/FGV.

Based on the factors determining this recent performance (Graph 11), it is hard to see positive prospects
going forward: the slowdown in demand for Brazil’s major export products (especially iron ore) and rising prices
of imported products (fuels and intermediate goods) are trends that will continue in 2022, leading to further declines in the terms of trade, which will put pressure on the trade result.

Graph 11: Terms of Trade
(2006=100)
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Our most recent projection for the 2022 trade result (SISCOMEX) is for a surplus of US$42.0 billion, significantly down from last year. This projection is also significantly lower than that signaled by the Economy Ministry,
which recently forecast a record trade surplus of US$79.4 billion this year. A comparison of these projections can
be seen in the table below.

Table 5: Projections for SISCOMEX Trade Result
Economy Ministry vs. FGV IBRE (2022)

2021

2022
Economy
Ministry

2022
FGV IBRE

61,0

79,4

42,0

Exports

280,4

284,3

257,2

Imports

219,4

204,9

215,2

Trade balance

Source: Economy Ministry and FGV IBRE.

It can be seen that most of the difference is in exports, which are much higher in the ministry’s forecast. As
we understand that the price situation will not be favorable in 2022, it would be necessary for export volumes
to grow a lot compared to 2021. Given robust evidence of low export-exchange rate elasticity, restrictive adjustments in global monetary policy, new health issues disrupting global trade and fears about the growth of our
main trading partners, it seems to us that this would be a very unlikely achievement.
As stated earlier, a translation of the projections made using the SISCOMEX methodology into the Brazilian
Central Bank methodology, used for the current account, is required. We have developed an econometric model
that has done a good job in this translation, but major uncertainties remain, especially when normalizing flows
linked to REPETRO.
A comparison between our projections and those used by the Central Bank can be seen in the table
below. We also present projections for 2021, since last year’s result has not yet been released. Note that the
projections are very close for 2021, both in terms of balance and composition. However, differences emerge
again in 2022, when we forecast a trade surplus of US$28.9 billion, compared to the official projection of
US$51.0 billion.

Table 6: Projections for Brazilian Central Bank Trade Result
Central Bank vs. FGV IBRE (2021/2022)

2021

2021

2022

SISCOMEX

Central
Bank

FGV IBRE

Central
Bank

FGV IBRE

61,0

35,0

36,1

51,0

28,9

Exports

280,4

284,0

283,4

276,0

257,2

Imports

219,4

249,0

247,3

225,0

228,3

Trade balance

Source: SISCOMEX, Brazilian Central Bank and FGV IBRE.
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It is worth remembering that the most important differences between the SISCOMEX and Central Bank methodologies involve imports, and that our numbers, after being made compatible, are practically identical to those of
the Central Bank. The difference once again lies in exports. We note, however, that the Central Bank’s projection
is lower than that of the Economy Ministry, which seems at first to be more reasonable. There is still a significant
difference from our number. The most correct assessment of the prospective scenario will prove itself over time.
After discussing the trade balance projections, we have finally reached the point of comparing our current
account projections with those published by the Central Bank in its most recent Quarterly Inflation Report. The
numbers can be seen in the following table.

Table 7: Projections for the Current Account Result
Central Bank vs. FGV IBRE (2021/2022)

2021

2022

Central Bank
(Dec 2021)

FGV IBRE

Central Bank
(Dec 2021)

FGV IBRE

-30,0

-27,9

-21,0

-37,9

35,0

36,0

52,0

28,9

Exports

284,0

283,4

276,0

257,2

Imports

249,0

247,3

225,0

228,3

Interest payments

-22,0

-20,3

-26,0

-24,7

Travel

-2,0

-2,1

-7,0

-5,6

Profits and dividends

-29,0

-30,3

-24,0

-24,1

Current account
Trade balance*

Shipping
Other services and primary income

-4,5
-12,0

Secondary income
Current account (% of GDP)

-10,1

-7,2
-16,0

3,3
-1,9%

-1,7%

-8,4
3,2

-1,3%

-2,1%

Source: Brazilian Central Bank and FGV IBRE.

For 2021, our projections are marginally better than the official ones, although qualitatively they are practically identical. The deficit projected for 2021 is 1.7% of GDP, a relatively low figure that does not represent any
major challenge in terms of external financing. Remembering that the International Monetary Fund contributed
special drawing rights worth US$15.0 billion in August 2021, we expect that reserves increased by just under
US$19.0 billion last year.
For 2022, we expect a current account deficit of US$37.9 billion, corresponding to 2.1% of GDP. This is significantly worse than the Central Bank’s forecast. The difference can be entirely attributed to the trade result, and in
particular to the export projection. We will continue to believe that funding restrictions will not be major, although
it must be remembered that the combination of domestic slowdown, uncertainty (external and internal) and rising
international interest rates does not constitute a particularly auspicious context for funding.
Despite greater challenges involving growing deficits and worse boundary conditions for external financing,
it does not seem reasonable to believe that we will have active external restrictions in 2022. Any shocks will be
absorbed by the floating exchange rate, and any external imbalances will be endogenously addressed by movements in relative prices.
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International panorama
FOMC: Higher interest rates than imagined by the markets
Livio Ribeiro
During the fourth quarter of 2021, the assessment of the American economic situation made by the Federal
Reserve Bank was marked by significant changes, implying important adjustments in the strategy for conducting monetary policy. From a clearly accommodative stance, with a benign view of accelerating inflation, the
Fed evolved to a much more cautious view of the situation, starting the process of normalizing U.S. monetary
conditions. The escalation of speeches and actions is not over yet.
A quick look back will help us put things in context. At its November 3 meeting, the Federal Open Market
Committee (FOMC) began to abandon the view that the ongoing inflationary acceleration was transitory.
While recognizing the progressive, albeit incomplete, normalization of the labor market, the conditions were
in place for the start of tapering at the end of 2021. The pace of asset purchases by the Fed would be reduced and, if the plan signaled at that time was maintained, the purchasing program would be completed by
mid-2022.
Stepping on uncertain ground, the FOMC surrounded itself with caution – the economy still required stimulus and its withdrawal process would be secure and widely communicated. In particular, care was taken to
separate tapering from an increase in the federal funds rate (the U.S. base interest rate), making it clear that
interest rate adjustments would only take place after the end of tapering.
After the November meeting, debate on the future conduct of U.S. monetary policy moved forward increasingly cautiously. Numerous members of the committee, including some who will be voting members in 2022,
began to openly express greater concern about inflation, which could spiral out of control and contaminate
the price formation process in the medium term. Fed Chairman Jerome Powell’s comments on November 30
stand out: he said that the inflationary acceleration could no longer be classified as temporary and it would
probably be necessary to conclude tapering before the deadline suggested at the FOMC meeting at the start
of that month.
Given this evolution of remarks, it was clear that an acceleration of tapering would be announced at the
December FOMC meeting. The data suggested that it was perfectly reasonable to proceed with monetary
normalization at a faster pace: (i) consumer inflation would end 2021 at a historically high level; (ii) the labor
market continued to normalize; and (iii) high-frequency activity indicators corroborated a relative acceleration
of demand versus supply, as a result of broad stimulus policies (on the demand side) and numerous disruptions in production chains (on the supply side).
In this context, the FOMC met on December 15 to decide on its next steps. As expected, there was an adjustment: due to high inflation and substantial advances in the labor market toward full employment, the pace
of tapering was increased, and it is now expected to be concluded by the end of the first quarter of 2022. This
increase in rhythm was not exactly a surprise, given the signals from FOMC members in the period between
meetings. The surprising thig was the general tone of the committee’s communication.
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Immediately after the decision’s announcement was released, Powell was emphatic: high inflation was the
reason for the acceleration of tapering, there was a real risk of it becoming more persistent and this was the
biggest threat to the full recovery of the American economy, especially in the labor market. Tapering would be
completed in March 2022 and rate hikes would then follow, but in Powell’s opinion, the time between the two
would be short. He said that the timing of interest rate increases would be discussed in early 2022.
The December meeting also featured an update of the “dot plot” – a compilation of major macroeconomic
projections made by the members of the FOMC, including the expected paths for base interest rates. The
committee’s median projection is three increases (each 25 basis points) in 2022, followed by three more increases of the same size in 2023. This is significantly higher than the increases suggested in the previous dot
plot (September 2021), which envisaged one rise in 2022 and three in 2023.
Based on this set of information, it seems very likely that the process of normalizing U.S. monetary conditions, including raising the base interest rate, will begin in the first half of 2022. The initial timing and number
of rises still need to be determined. To do so, it will be necessary to closely analyze the recent behavior of
consumer inflation and the labor market – vectors directly linked to the dual mandate of price control and employment maximization.
On the price side, in mid-January last year’s consumer inflation figures (CPI) were released: prices increased 7.0%. There was clear pressure from components such as energy (+29.3%) and food (+6.3%). Moreover,
core inflation (stripping out food and energy) ended 2021 up 5.5%, indicating major pressure in basic goods
and services over the course of the year. There are robust signs of further spreading of U.S. inflation, and both
the headline and core annual rates were the highest since 1981. (Graph 12.) It is hard to argue that these inflation figures do not support a more aggressive stance from the Fed.

Graph 12: Consumer Inflation
Source: Bureau of Labor Statistics.
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Having discussed inflation, let us now turn to the second vector of the dual mandate. The latest U.S. labor market data shows that the unemployment rate continued to decline at the end of 2021, ending the year
at 3.9%. The unemployment rate is still higher than before the pandemic (Graph 13), but it is now at a relatively low level, having dropped dramatically after the peak that occurred during the COVID-19 emergency
(14.7% in April 2020). The labor market adjustment seems to be approaching its end.

Graph 13: Unemployment Rate (%)
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Perhaps more important than the unemployment rate itself are the details of the U.S. job market. More
in-depth surveys such as the Job Openings and Labor Turnover Survey (JOLTS) and the Atlanta Fed’s Wage
Tracker suggest overheating in specific segments, especially low-value-added, high-turnover jobs. Wages
have risen consistently in recent months, albeit unevenly, focusing on certain types of workers and sectors.
(See Graph 14.) Such signals are dangerous in an environment of high inflation, posing the risk of uncontrolled
expectations and a price-wage spiral.
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Graph 14: Wage Growth Rate
(three-month moving average, per hour worked)
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Not only is the Fed’s more cautious stance perfectly justified, but it also seems reasonable for the monetary normalization process to be even more aggressive than that signaled at the end of last year. Not by
chance, this has been the tone of the latest remarks by several FOMC members. In early 2022, they expressed renewed concern about inflation and indicated that interest rates may go up faster than suggested in
the last dot plot.
Reacting to this, analysts believe that the rise in U.S. interest rates may begin as early as the March
FOMC meeting. This still seems excessive to us – an even faster completion of tapering would be needed,
or a change in the order between the end of tapering and interest rate rises – but it is a scenario that cannot
be ruled out. In our central scenario, rates will start to rise at the May meeting.
However, we are already convinced that interest rates will go up more than three times in 2022. At this
point, four hikes, each 25 basis points, seem the minimum possible. It seems to us that the debate will soon
evolve toward the occurrence of a continuous cycle, meaning interest rate increases at all the 2022 meetings. If the first increase takes place in May, we will have room for six movements this year.
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IBRE in focus
Uncertainty Will Remain High in 2022
Anna Carolina Gouveia
After a dramatic 2020, the year 2021 was marked by the progress of COVID-19 vaccination across the world
and the gradual recovery of economies. In this period, the Economic Uncertainty Indicator for Brazil (IIE-Br)
mostly remained on a downward trajectory from the record levels seen the previous year. Still, the uncertainties
related to COVID-19 and the unstable domestic economic environment have prevented the indicator from returning to comfortable levels.

Graph 15: Economic Uncertainty Indicator for Brazil
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Things have improved since 2020, when Brazil came top of an uncertainty ranking of 20 countries. By November 2021, Brazil had fallen to sixth place in this ranking. However, it was among the five countries in which
uncertainty had reduced the least over the course of the year.
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Graph 16: Ranking of Uncertainty by Country, in November 2021, in Points
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The literature has shown that high levels of uncertainty affect economic growth and reduce the effectiveness of monetary or fiscal policy (Bloom, 2009). The hypothesis is that high uncertainty causes the postponement of investment and hiring decisions by companies, which adopt a “wait and see” stance. This caution
makes them less responsive to changes in the economic environment, including interest rates. Despite the
recent independence granted to the Central Bank, the more restrictive monetary policy in 2022, to contain
inflation, could be hampered by other factors that the government is responsible for, such as political turmoil
and fiscal mismanagement.
The importance of a balanced political environment and sustainable fiscal policy is illustrated by the sharp
rise in IIE-Br in September 2021, taking the indicator to a level close to its pre-pandemic peak. That month, the
country was taken aback by demonstrations on September 7, at which government supporters criticized the
Federal Supreme Court and Congress. Our Political Uncertainty Indicator reached one of its highest ever levels
(before the pandemic). In addition, doubts about the real state of the public finances and fiscal sustainability since 2020 have caused our Fiscal Uncertainty Indicator to be even higher on average than our Political Uncertainty
Indicator since the beginning of the pandemic.
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Graph 17: Economic Uncertainty Indicator for Brazil: Political and Fiscal
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What can we expect in 2022?
Brazil has three challenges in 2022: the pandemic, the economic recovery and the presidential elections.
One major factor is the presidential elections in October. Recent literature shows that election periods have
an impact on the level of uncertainty. Baker et al (2020) analyze the impact of presidential elections on the level of
economic uncertainty in 23 countries around the world. One of their main conclusions is that the more polarized
the election and the most divergent the political preferences of the electorate, the greater the economic uncertainty. Furthermore, fierce disputes tend to create economic uncertainty, particularly if doubts are raised about
the integrity of the electoral process and the legitimacy of the results.
Considering the examples of countries where elections were polarized and fierce, the levels of uncertainty
in the election year rose in all cases except Australia. The recent jump in uncertainty in Chile confirms elections’
impact on the level of economic uncertainty.
In Brazil, our uncertainty indicator tends to rise in presidential election years, by amounts that depend on
the initial situation. The only election year in which uncertainty fell was 2010, when the favorite candidate for the
post, Dilma Rousseff, represented a continuation of the policy implemented in the previous eight years, which
had been well evaluated, based on President Luiz Inácio Lula da Silva’s popularity. Zucco and Campello (2016)
suggest that elections in Latin America are closely linked to the international situation. In 2010, commodity prices
were high and U.S. interest rates were low. In a favorable external (and internal) context, the continuity of economic policy and the smooth transition between the governments did not seem to affect the level of economic
uncertainty that year.
In 2002, there were fears in the financial markets regarding presidential candidate Luiz Inácio Lula da Silva.
IIE-Br rose 27 points between January and October of that year. However, Lula da Silva’s Letter to the Brazilian
People then calmed the markets and the indicator dropped.
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The election year with the second-highest level of uncertainty was 2014, the fiercest election in recent Brazilian
history. Dilma Rousseff beat Aécio Neves in the second round by just 3 percentage points, after serving a first term
(2011 to 2014) in which she was heavily criticized. The election was marked by a noticeable deterioration of macroeconomic fundamentals and the start of a severe political crisis, which would intensify in the following years.
The 2006 (Luiz Inácio Lula da Silva versus Geraldo Alckmin) and 2018 (Jair Bolsonaro versus Fernando
Haddad) elections also recorded high levels of uncertainty. In the first case, the increase in uncertainty seems to
be associated with difficulties imposed by the Mensalão corruption scandal, which had erupted in mid-2005. In
2018, the level of uncertainty rose a lot along with the polarization between candidates and the fierce competition
until the last few days. The 2018 election was the second closest race since 2002.
The economic situation in which the country finds itself also contributes to the current level of uncertainty.
Close to the 2002 elections, inflation was above 7% and the unemployment rate was close to 10%. After a long
period in which inflation was brought under control and unemployment fell, inflation rose again in 2021 and
unemployment has been high. The public finances and other macroeconomic variables, in addition to social
indicators, are also key variables to consider in election years.
As we have seen, the maintenance of high levels of uncertainty is practically inevitable given the difficult electoral situation in 2022. Everything indicates so far that this will be a polarized and fierce election. It would be good
for the candidates to clearly signal to society their economic and political proposals for the country. Although it
is hard to reach consensus in some areas, an agenda that includes commitments in relation to inflation, fiscal
balance and democracy would help calm nerves and facilitate economic recovery as of 2023.
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