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War intensifies
inflationary shock
Armando Castelar Pinheiro and Silvia Matos
The outlook for this year was already challenging, as highlighted in previous editions of IBRE’s Macro Bulletin. Low GDP growth was expected, together with inflation above the top of the tolerance interval, 1.5 percentage
points beyond the target of 3.5%. The situation was also uncertain, given the upcoming elections in October
and the prospect of monetary tightening in the world’s major economies, especially the United States, which in
general has a significant impact on emerging economies.
The war in Ukraine has further increased the uncertainties about international and domestic conditions going
forward. One early effect of the conflict was steep growth in global prices of energy and agricultural commodities. Russia is a leading producer and exporter of commodities, including oil, natural gas, wheat, corn and fertilizers. Because of the war, Western governments imposed sanctions, which further reduced the supply of these
products and raised their prices. For example, Brent crude peaked at US$139 on March 7, given that Russia
accounts for around 10% of global production and trade in this product.
Despite the subsequent drop in oil prices to around US$100 in mid-March, prices are not expected to fall
more, as global oil supply remains tight in the short term, pressured by strong demand on the one hand and
supply restrictions on the other, for temporary reasons and also because of structural decarbonization trends.
Let us hope that recent talk of a possible ceasefire in Ukraine will be borne out. This could alleviate the negative
impact of the conflict on world growth prospects, especially in Europe.
Finally, further complicating the external situation, China, after presenting strong activity indicators in the
first two months of the year, experienced an outbreak of COVID-19 cases, which led to major lockdowns, posing
new challenges for the resumption of economic activity in the country in the coming months. The Chinese government will adopt economic stimulus policies to ensure that growth is in line with this year’s 5.5% target. For
this reason, without a doubt, in the short term, the concern is with the global inflationary impact of this situation,
as the restrictive measures in the affected regions will reduce industrial production and further increase global
logistical bottlenecks.
Prices have also risen sharply in the agricultural commodity markets, as Russia and Ukraine account for
around 20% of global corn exports and nearly 30% of wheat exports. In addition, recent attacks have taken place
in important farming areas in Ukraine.
This shock has occurred at a time of cuts to crop forecasts in South America, due to weather problems. In
Brazil, the drought in the south of the country has caused significant production losses. To make things even worse, we are experiencing a new round of increases in fuel and fertilizer prices. Russia is also a major exporter of
fertilizers, accounting for around 15% of world trade. As a result, the risk of fertilizer shortages for Brazilian crops
has increased and so higher food prices seem here to stay, with high risks for the upcoming 2022/23 harvest.
In short, the effects on world growth could ease, but the inflationary impact is now in place and, even with
some mitigation, it is hard to imagine much relief this year and next year.
The good news, in the case of Brazil and some other Latin American countries, is that these economies are
net exporters of commodities and they have limited trade relations with Russia, so this mitigates the external sho-
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ck. This will possibly help the region’s currencies to appreciate against the U.S. dollar. At the same time, central
banks were already tightening monetary policy in the region, contributing to the appreciation of currencies and
limiting the secondary effects of the commodity price shock.
Another positive factor for the region’s countries is the gain to the public finances from the rise in commodity
prices. In the case of Brazil, notwithstanding its fragile fiscal fundamentals, this shock will help postpone the
need for fiscal reform, which had already become a little less urgent due to the improvement in the primary and
nominal results and the fall in the public debt to GDP ratio since 2021.
In particular, this will help alleviate concerns about the government’s expansion of measures to mitigate the
impact of inflation and to stimulate demand in certain segments of the population – not coincidentally, probably
at a time that suits it, considering the electoral calendar. Thus, on March 17, a package of measures was announced that, according to the government itself, will inject up to R$150 billion into the economy in the short term. This
program consists of four initiatives: permission for workers to withdraw a certain amount from the Government
Severance Indemnity Fund (FGTS); the creation of a digital microcredit program; expansion of payroll loans; and
the early payment of Christmas bonuses to people who receive National Social Security Institute (INSS) pensions
(around R$56 billion). These measures will not involve a lot of additional public resources, but the early payment
of Christmas bonuses should reduce the deceleration of household consumption in the second quarter.
However, as the saying goes, “there are no easy methods for solving difficult problems.” In this case, we can
highlight a certain inconsistency between fiscal and monetary policies. A cycle of monetary tightening by the Brazilian Central Bank is under way and, at the same time, since the approval of the 2022 budget, the government
has been moving in the direction of increasing spending. It has not talked about cutting spending and it wants
to changes the fiscal rules. Consequently, as the Central Bank itself has warned, higher fiscal risks will demand
higher interest rates for a longer period of time. These stimulus measures may boost growth in the short term,
but this will come at a price, causing growth to decline further down the road.
For now, we maintain our GDP growth forecast of 0.6% for this year, but we have reduced our forecast for
next year from 1.1% to 0.7%. The scope for reducing the benchmark Selic interest rate in 2023 will depend on
the future conduct of fiscal policy.
With these issues in mind, this edition of IBRE’s Macro Bulletin includes the following highlights:
 Economic activity – page 7: In January, as predicted, the high-frequency indicators showed a slowdown in
activity. The service sector decelerated slightly, due to the reduction in mobility caused by the Omicron wave.
Industry continued to suffer from logistical bottlenecks and retail continued to move sideways. As a result,
we continue to forecast 0.6% GDP growth in 2022, with moderate quarterly growth in the first quarter of 0.4%.
We believe there is still room for some service activities to recover. On the demand side, however, household
consumption will be weak this year and investment will decline.
 Business people’s and consumers’ expectations – page 9: Confidence indexes, which followed different
paths in February, converged negatively in early March. The war between Russia and Ukraine brings an
additional component of uncertainty to the economy, increasing the risk of higher inflation and deepening
supply chain disruption, with possible direct impacts on major sectors. Given fragile economic activity and no
sustainable prospects of recovery, consumers and business people remain pessimistic and cautious, hoping
for better days ahead.
 Labor market – page 12: Last month, Brazil’s national statistics agency, IBGE, regularized the publication
schedule of the Continuous National Household Sampling Survey (PNADC) and released the results for December and January. The unemployment rate was 11.1% in December and 11.2% in January, which in sea-
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sonally adjusted terms represents a slowdown from the decline recorded over the last year. For February, we
project a decrease of 0.1 percentage points in seasonally adjusted terms, equivalent to 11.4% in unadjusted
figures. Employment grew strongly throughout 2021, so this indicator is already back at the pre-pandemic level, although far below the long-term trend. We do not expect the long-term trend to be reached anytime soon.
The participation rate is still below the 2019 level but we expect it to fully recover this year, albeit more slowly.
According to the General Employment Registry (CAGED), 155,000 jobs were created in January, equivalent to
40,000 in seasonally adjusted terms (5,000 below FGV IBRE’s forecast). In February, we project that 250,000
jobs will be created, or 122,000 in seasonally adjusted terms.
 Inflation – page 15: The Russia-Ukraine war, which is clouding the near-term future of oil prices, could exacerbate inflationary pressures in the coming months. Steep rises in diesel, LPG and gasoline prices will add 0.7
percentage points to inflation in the next few months. However, they will not be the only impacts on inflation.
The war has also pushed up the price of grains, especially wheat, a commodity used to make many basic
food items. These inflationary pressures support the change in inflation expectations for 2022 disclosed in the
Brazilian Central Bank’s latest Focus Bulletin, which went from 5.5% to 6.5%, with an upward bias.
 Monetary policy – page 17: The caution with which the central banks of the most developed nations have
acted since the rise of inflation in mid-2020 ended up leaving them “behind the curve.” In Europe and the
United States, real interest rates are negative, which is incompatible with any possibility of success in fighting
inflation. In Brazil, the situation is the opposite. We are currently experiencing a very tight monetary policy.
This will not guarantee success in the fight against inflation but it is an indispensable measure. The Monetary
Policy Committee’s decision on March 16 could mean an even harsher tightening, given that the signaling
of another 100-point increase at the next meeting, in May, proved something of a surprise. The Central Bank
seems concerned about the absence of signs that the successive waves of inflation will soon dissipate and it
decided to play it safe. As a result, it has demonstrated great firmness of purpose regarding the achievement
of its objective of bringing inflation down to the target and anchoring expectations.
 Fiscal policy – page 19: The fiscal section looks at the rise in fuel prices and its impact on the government’s
revenues and its anti-inflation efforts. Although international oil prices slipped back after hitting 14-year
highs amid tensions in the war in Ukraine, we expect that the inflationary acceleration in Brazil and abroad
will be more lasting. Far from being something to celebrate, the resulting extra revenue will tend to serve as
a primary buffer for fiscal expansion policies. On top of tax breaks already approved, the government and
Congress continue to discuss more tax exemptions and the possibility of subsidies. This is harming transparency and will make the system more regressive. There is also a risk that inflated revenues will be misused and that fiscal expectations, which the government previously aimed to get under control, will worsen.
 External sector – page 20: The war between Russia and Ukraine has reinforced debate on the costs and
benefits of a commercially and financially integrated global economy, which started after the 2008 crisis and
was boosted by the COVID-19 pandemic. This is a hot topic when it comes to world trade and it will be present
in discussions about the direction of Brazil’s trade policy in this election year.
 International panorama – page 23: The Federal Reserve and other central banks certainly did not count on
the emergence of a new source of pressure on prices, but that is exactly what the invasion of Ukraine brought
about. As a result, positions “behind the curve” were greatly accentuated. However, as the war heightens
uncertainties, the Fed (and other central banks) have to remain cautious. After all, the war could end at any
moment, and this would immediately bring down key international prices. This was the reason why, speaking
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recently to the U.S. Senate, the chairman of the Fed signaled (in advance) that he would propose a hike of
just 25 basis points in the base interest rate at the Federal Open Market Committee’s meeting in March. In the
statement issued after the committee’s meeting on March 16, Fed officials made it clear that adjustments will
continue and they left the door open to increase the pace to basis 50 points, as suggested by our analyst.
 IBRE in focus – page 24: Finally, the IBRE In Focus section, written by researcher Daniel Duque, looks at the
labor market. He investigates the loss of income per hour worked, despite the increase in employment. His
analysis indicates that the composition effect has lost importance in recent movements involving declining
employment income.
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Economic activity
Slowdown at start of year was expected
Silvia Matos, Marina Garrido and Mayara Santiago
January’s weak high-frequency data was to be expected: industry suffered from the continued disruption of
global supply chains, services were affected by the Omicron variant, and commerce was sluggish due to a drop
in household income. Despite this, we expect the outlook for services to improve soon, as the sector still has
room to grow in 2022, in line with the projections in the latest editions of IBRE’s Macro Bulletin. The markets were
previously more pessimistic, but they have been revising their forecasts upward, and they are now close to FGV
IBRE’s projection of 0.6% GDP growth this year.
In particular, in January, manufacturing declined 2.2% month-over-month (-7.3% year-over-year), almost wiping out the gains obtained in December. The sector has now shrunk seven times in eight months, considering
seasonally adjusted data. Bottlenecks associated with shortages of inputs for industry, caused by the disturbance of global production chains, are expected to remain until the beginning of 2023. The war in Ukraine is further
increasing the challenges faced. Interest rates are also high in Brazil. Manufacturing is expected to remain on
its downward trend until the end of the year. In January, the sector was already 7.0% below the level of February
2021, prior to the effects of the second wave of COVID-19, which led to not just serious health impacts, but also
losses for manufacturing, which had not yet recovered from the first wave’s effects.
In turn, broad retail presented a moderate deceleration in January. Figures released by Brazil’s national statistics agency, IBGE, show a decline of 0.3% month-over-month (-1.4% year-over-year). Overall, the result was
better than predicted by both the markets and FGV IBREE. However, revisions to the historical series hindered
projections. In the rest of the year, we expect the retail sector to be stagnant, given high inflation and monetary
tightening in a context of high household indebtedness, causing demand for goods that depend more on credit
to lessen. Despite the government’s decision to pay early Christmas bonuses to people who receive National
Social Security Institute (INSS) pensions and to authorize extra withdrawals from the Government Severance
Indemnity Fund (FGTS), there is likely to be a slowdown in commerce this year.
As mentioned in previous editions of IBRE’s Macro Bulletin, the service sector is the most dependent on
mobility, and so it shrank 0.1% month-over-month (9.4% year-over-year) in January, due to the decline in mobility
caused by the Omicron variant. The worst performer was services provided to families, which experienced its first
drop at the margin since March 2021, of -1.4% month-over-month (19.4% year-over-year). We expect this result
to be reversed in February and there is likely to be growth throughout the year. We believe that Brazil’s economic recovery will continue to be driven by the recovery of some service segments, such as services provided to
families. This segment is still 13.2% below its pre-pandemic level (February 2020). One sign that the shock was
short-term is the return of mobility in February. To exemplify the subsector’s trend in recent times, we can note
that as of January 2022, services provided to families were 57.8% above the level recorded at the worst moment
observed during COVID-19’s second wave, in March 2021.
Finally, the Brazilian Central Bank’s activity indicator, IBC-Br, fell 1% month-over-month (0% year-over-year) in
January. This indicator’s historical series recently underwent revisions, which were most intense for the last quarter of 2021, bringing the figures a little closer to the results of FGV IBRE’s GDP Monitor and the Economic Activity
Indicator. IBC-Br has now recorded 10 annualized increases in the last 11 months and it is 1.9% below the level of
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February 2021, before the effects arising from the pandemic’s second wave in Brazil. The revised fourth quarter
result shows growth of 0.6% (versus 0.3% in the previous series) compared to the fourth quarter of 2020, and no
change in relation to the third quarter of 2021. FGV IBRE’s GDP Monitor indicates annualized growth of 1.2% in January (while IBC-Br indicates 0%), and a month-over-month decline of 1.4%. This result is in line with the economic
recovery scenario predicted in IBRE’s Macro Bulletin, but the performance is better than that of IBC-Br.
The data in January was not encouraging. However, we believe that this shock will be short term. As a result,
we project growth in the first quarter of 0.4% (0.8% year-over-year) compared to the fourth quarter. We continue
to expect the service sector to recover in 2022, together with declines in manufacturing and commerce. Consequently, for the full year, our GDP growth forecast remains at 0.6%. (See Table 1.)
On the supply side, we expect industry to shrink in the first quarter (-0.2% quarter-over-quarter and -1.9% yearover-year), dragged down by manufacturing, which accounts for more than 50% of industrial output.
Elsewhere on the supply side, we forecast that

Table 1: GDP Projections

the service sector will shrink 0.4% quarter-over-quarter (1.4% year-over-year), and the worst performers
Activities

2022.I
(quarter-overquarter)

2022.I (yearover-year)

2022

Household
Consumption

0.2%

1.8%

0.9%

Government
Consumption

-1.0%

1.8%

3.3%

Investment

-2.1%

-5.2%

-3.9%

Exports

4.8%

7.9%

2.8%

tion is expected to grow 0.2% quarter-over-quarter

Imports

0.3%

-2.7%

0.1%

(1.8% year-over-year) in the first quarter, despite

GDP

0.4%

0.8%

0.6%

last year’s positive base. In 2022 as a whole, con-

Agriculture

3.2%

0.5%

2.8%

sumption should grow 0.9%, less than the carry-

Industry

-0.2%

-1.9%

-0.7%

Extractive

1.1%

3.6%

3.5%

in the first quarter, after growing slightly in the last

Manufacturing

0.5%

-6.0%

-3.7%

quarter of 2021. We predict that exports will grow

Electricity and
Other

1.8%

0.4%

0.7%

Construction

-0.7%

7.0%

2.4%

Services

-0.4%

1.4%

1.4%

will be other services and transport. These activities
are in the process of normalization following a sharp
drop during the crisis period. However, the reduction in mobility in January and base effects will have
a negative impact at the beginning of the year. Overall, we project that services will grow 1.4% in 2022,
exceeding the carry-over-effect of 1.1%.
On the demand side, household consump-

over effect of 1%. We forecast that investment will
fall 2.1% quarter-over-quarter (-5.2% year-over-year)

4.8% quarter-over-quarter (7.9% year-over-year) in
the first quarter, while import will grow 0.3% quarterover-quarter (-2.7% year-over-year).
Despite the uncertainties present this year, such

Source: IBGE. Produced by: FGV IBRE.

as the upcoming elections, war and possible novel coronavirus variants, we maintain our growth projection
of 0.6%, slightly more than the estimated carry-over effect of 0.3%. We believe that industry will continue to experienced difficulties and the expected rise in interest rates until the middle of the year will reduce demand for goods.
The outlook for 2022 is one of weak growth, due to the various factors mentioned above. The trends we saw
in late 2021 are likely to continue, with industry still suffering from delays in the normalization of supply chains.
On the demand side, with rising interest rates and electoral uncertainties, investment will fall and household consumption will slow down. Given stagnant domestic demand, still-moderate global growth and a weak exchange
rate, external demand will contribute positively to GDP this year.
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Business people’s and consumers’ expectations
War increases uncertainty and signals decline in confidence
Rodolpho Tobler and Viviane Seda Bittencourt
In February, FGV’s confidence indexes took different paths. The Business Confidence Index fell, influenced
by worsening perceptions of the current situation. On the other hand, the Consumer Confidence Index rose, led
by lower-income people, who seem to have been influenced positively by the government’s Brazilian Aid Program. However, despite this increase, the index is still low in terms of long-term trends.

Graph 1: Consumers’ and Business People’s Confidence
(seasonally adjusted, in points)
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Source: FGV IBRE.

Although the February result was completely isolated from the potential effects of the war between Russia
and Ukraine, given that the data collection ended before the hostilities broke out, our preliminary March figures,
up to March 14, indicate a negative effect on companies’ and consumers’ expectations, especially in commerce,
construction and industry.

Table 2: Evolution of Confidence Index, Current Situation Index and Expectations Index
(data in points, seasonally adjusted)
Confidence
Index

Change in month
(in points)

Current Situation
Index

Change in month
(in points)

Expectations
Index

Change in month
(in points)

Business

89,9

-1,2

89,5

1,4

91,3

-2,0

Consumer

75,4

-2,5

66,8

-1,1

82,5

-3,2

Source: FGV IBRE.
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The risk of rising inflation and a deepening of supply chain disarray could directly impact these sectors, especially industry, which continues to suffer greatly from shortages of inputs. According to an extra question included in our February 2022 survey, 40.6% of manufacturers are still having problems obtaining raw materials, down
almost 15 points from November 2020. However, the situation has worsened for producers of durable goods and
capital goods, which still suffering a lot from shortages of their raw materials. The most affected segments are
“Motor Vehicles,” “Machinery and Equipment” and “Information Technology and Electronics,” which have been
experiencing high demand, over 100 points, and low and declining inventory levels.

Graph 2: Proportion of Companies Experiencing Problems Obtaining Inputs
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Analyzing the preliminary March data and quarterly data released in January, it is possible to see a relationship, albeit weak, between the deterioration in expectations and the proportion of companies that still claim
to be finding it hard to acquire inputs. Every quarter, we ask companies to identify the main factor preventing
them from expanding production. Since the pandemic began, the percentage of companies reporting shortages
of inputs has been growing significantly. The consequences of the war will tend to further increase supply chain
disruption, whether due to higher prices or difficulties in obtaining products. This is corroborated by graphical
analysis, which shows a negative relationship between the companies are complaining the most about input
shortages and the magnitude of the reduction in the Expectations Index in early March.
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Shortages of inputs (distance between
1Q2022 and average before pandemic)

Graph 3: Relationship Between Shortages of Inputs and Deterioration in Expectations
(seasonally adjusted, in points)
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In addition, the war adds a short-term risk factor, raising uncertainty. The effect of rising oil prices affects domestic transport costs. Furthermore, the difficulty of predicting the duration of the war creates a major concern
about imports of fertilizers from Russia. This could directly and indirectly harm agricultural production and the
machinery industry, at a time when the situation is already critical in relation to inventories and the percentage
of companies having difficulties obtaining raw materials. The rise in the seven-day moving average result for the
Uncertainty Index’s media component shows how much this has affected the economic environment since the
war broke out on February 24.

Graph 4: Russia-Ukraine War
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On the consumer side, our preliminary data also suggests a decline in March. If this result is borne out, the
increase in February will be reversed (at least partly). The Consumer Confidence Index will remain at a very low
level and there are no signs of it resuming an upward trajectory.
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In short, the combination of rising interest rates, rampant inflation, high household indebtedness and slow
labor market recovery had already been harming Brazil’s economic environment. The war between Russia and
Ukraine brings an additional component of uncertainty to the economy, increasing the risk of higher inflation and
deepening supply chain disruption, with possible direct impacts on major sectors. Given fragile economic activity
and no sustainable prospects of recovery, consumers and business people remain pessimistic and cautious,
hoping for better days ahead.

Labor Market
IBGE regularizes publication schedule for PNADC, which indicates
employment slowdown. Employment reaches pre-pandemic level
but is far below trendline, while participation rate remains low but
is recovering. CAGED shows jobs deacceleration
Daniel Duque
Last month, Brazil’s national statistics agency, IBGE, regularized the publication schedule of the Continuous
National Household Sampling Survey (PNADC) and released the results for December 2021 and January 2022.
The unemployment rate was 11.1% in December and 11.2% in January, which in seasonally adjusted terms
represents two more small reductions, but a slowdown in the downward trend recorded since the end of 2020.
In December, the unemployment rate was 0.5 percentage points lower than FGV IBRE’s projection, although in
seasonally adjusted terms the difference was just 0.2 percentage points. For February, we forecast 11.4%, which
would mean a decrease of only 0.05 percentage points in relation to the previous three months.

Graph 5: Unemployment Rate, 2019-22 (%)
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Source: PNADC (IBGE). Produced by: FGV IBRE.
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Looking at Quarterly PNADC, we can see that the economically active population has now returned to
the pre-pandemic level but it is still far below the trendline. This indicator was 89.6 million in the last quarter
of 2019 and it was 90.2 million in the last quarter of 2021. Between 2016 and 2019, the economically active
population expanded by an average of 500,000 per quarter, so the total would have to grow 6.5% by the end
of 2022 in order to recover to the level it would have reached without the pandemic. FGV IBRE projects that
it will only grow 2.7% by then.

Graph 6: Economically Active Population by Quarter (Seasonally Adjusted)
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Source: Quarterly PNADC. Produced by: FGV IBRE.

In turn, the participation rate is expected to return to the pre-pandemic level in 2022, even though it stopped
increasing in the last three months. In February 2022, the participation was 62.3%, still around 1.3 percentage
points below the pre-pandemic level, but we expect the workforce to grow 1.6% this year – enough to restore the
working age population’s degree of participation in the job market.
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Graph 7: Participation Rate by Month (Seasonally Adjusted)
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Source: PNADC, converted to monthly data. Produced by: FGV IBRE.

The underutilization rate combines unemployment, the economically inactive population (meaning workingage people who would like to be working but are not looking for a job) and underemployment (employed people
who are working fewer than 40 hours per week but would like to be working more). Considering the trajectory
in each major region, the graph below shows that the underutilization rate is still higher than it was before the
pandemic, especially in the Southeast and Northeast, but it has recovered to its previous level in the South.

Graph 8: Underutilization Rate by Major Region (%)
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On the other hand, according to the General Employment Registry (CAGED), 155,000 jobs were created in
January, just 5,000 below FGV IBRE’s forecast. In seasonally adjusted terms, this represents a sharp slowdown
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to a mere 40,000 jobs created in the formal economy. In February, we project a slight increase to 250,000 net new
jobs, or around 123,000 in seasonally adjusted terms.

Graph 9: Net Change in Employment According to CAGED, 2019-22
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Inflation
The effects of the geopolitical
conflict on inflation in Brazil
André Braz
The Russian-Ukraine war, which is clouding the near-term future of oil prices, could exacerbate inflationary
pressures in the coming months. The rapid increase in the price of this commodity has caused fuel prices to rise
sharply, and this is only one part of the impact on inflation.
The magnitude of diesel, LPG and gasoline price increases will raise inflation by 0.7 percentage points in the
next few months (0.23 percentage points in March and 0.47 percentage points in April). However, these will not
be the only impacts of higher oil prices. Numerous industrial segments will be affected by higher prices of other
raw materials derived from oil, and this is yet another vector for spreading inflationary pressures.
Approximately 20% of FGV’s Broad Producer Price Index is made up of fuels and other items made from
petroleum. These raw materials are essential inputs for many types of manufacturers. Plastic resins, pesticides
and fertilizers, packaging, clothing and car parts are just some of the items may go up in price.
At the beginning of the geopolitical conflict, the oil price reached US$140, but the use of reserves by some
countries and the growth in COVID cases in China, increasing the risk of a slowdown in the world’s second
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largest economy, then caused prices to fall back considerably to around US$100. This temporarily mitigated
the risk of inflation spreading, but the story is far from over. The conflict between Russia and Ukraine could last
longer than expected and hamper the flow of oil across the world, increasing price volatility and the chance of
inflation spreading.

Graph 10: Oil Product Price Trajectory in FGV’s Broad Producer Price Index
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Source: FGV’s Broad Producer Price Index.

Aside from the direct impacts, the oil price can also have indirect inflationary effects, influencing the prices of items that are not made of oil. For example, the rise in oil prices has influenced the prices of sugar and
cotton. In the first case, ethanol is now more competitive in relation to gasoline, and this has encouraged mills
to produce more ethanol and less sugar, thereby raising the sugar price. In the second case, the increase in
synthetic fabric prices will tend to increase demand for cotton and consequently its price.
The prices of grains are also being affected by the war, especially wheat, which Brazil needs to import. This
commodity is used to make many basic food items, such as wheat flour, bread, biscuits and pasta.
Many types of foods may go up in price because of the geopolitical conflict, including soybeans, corn,
wheat, meats and sugar. According to the Broad Producer Price Index, the prices of these items were slipping
back before the war, but the new pressures that are slowly accumulating will tend to reverse that trajectory in
the coming months.
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Graph 11: Trajectory of Food Prices in FGV’s Broad Producer Price
Index in Light of the War
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Sill on the subject of food, our preliminary data indicates an acceleration in consumer prices. If this is confirmed, food items could go up 8.5% in price this year, compared to average projections of 6.5% before the war.
This is one of the reasons for the change in inflation expectations disclosed in the Brazilian Central Bank’s latest
Focus Bulletin, which went from 5.5% to 6.5%, with an upward bias.

Monetary policy
Tight monetary policy makes it easier to
tackle new wave of inflation
José Júlio Senna
Some time ago, the Brazilian Central Bank opted to reduce its benchmark Selic interest rate to 2.0% per
year. This may have been an excessively low figure. In fact, through its usual channels of communication with the
public, the bank also signaled the possibility of a further reduction in the base interest rate.
This policy was conceived at a time of great difficulties for the Brazilian economy and indeed for the global
economy as a whole. As you will remember, in the second quarter of 2020, the world came to a sudden standstill
and there was a risk of capital flows to emerging countries drying up. Around the world, economic activity practically stopped. Companies were closed, unemployment rose considerably and thousands of people lost their
lives as a result of the health crisis.
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Generally speaking, governments everywhere acted promptly, seeking to support economic activity and
employment in a variety of ways. Central banks also acted in several areas, with the same objective. Countries
that had previously managed to get their base interest rates into positive territory quickly brought them back to
zero, including the United States and United Kingdom.
In a way, the expansionary monetary policy practiced by the Brazilian Central Bank followed the basic approach adopted abroad. It was understandable. The fact is that if the interest rate had not reached as low as 2.0%, it
would have remained at 2.5% or 3.0%. Ultimately, given how the inflationary process subsequently unfolded, the
current situation would probably not be very different.
The relevant point here is the fact that the Central Bank quickly changed its stance once it realized the
intensity with which inflation was gaining strength. In March 2021, the bank started to remove its monetary
accommodation. The first step was bolder than expected by the markets: a 75-basis-point hike in the base
rate. Shortly after that, the pace of increases was raised to 100 points, and then 150 points. At the beginning
of August 2021, the real monetary policy rate, estimated by calculating the difference between the one-year
fixed interest rate and the median estimate of inflation 12 months ahead in the Central Bank’s Focus Bulletin,
entered contractionary territory. In other words, it began to exceed the neutral real interest rate, estimated by
the Central Bank to be 3.5%.
This entry of monetary policy into the contractionary field has continued. The ex-ante real interest rate has
fluctuated around 7.5% per year. From any angle you look at it, that is a very high level. This observation makes
clear the enormous advantage that our monetary authorities have, compared to the most advanced countries, for
example, when it comes to tackling the worsening inflationary process following the invasion of Ukraine.
The caution (some would say excessive caution) with which the central banks of the most developed nations have acted since the emergence of inflationary pressures around the middle of 2020 ended up leaving
them “behind the curve.” In Europe and the United States, the real interest rates practiced in the markets
are in negative territory, which is clearly incompatible with any possibility of success in fighting inflation. The
strong monetary expansion promoted in these regions in response to the effects of the pandemic remains
practically unchanged.
In Brazil, the situation is the opposite. Thanks to the speed with which the Central Bank acted, today we are
experiencing a very tight monetary policy. Of course, this will not guarantee success in the fight against rising
prices, but it is an indispensable measure in this regard.
In our view, the Monetary Policy Committee’s decision on March 16 could mean an even harsher tightening,
given that the signaling of another 100-point increase at the next meeting, in May, proved something of a surprise. The Central Bank seems concerned about the absence of signs that the successive waves of inflation will
soon dissipate and it decided to play it safe. As a result, it has demonstrated great firmness of purpose regarding
the achievement of its objective of bringing inflation down to the target and anchoring expectations.
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Fiscal policy
Fuel crossroads in an election year
Juliana Damasceno
Macroeconomic instability was already expected in Brazil, given the upcoming 2022 presidential elections,
but the war in Ukraine accelerated it. Although the strong upward revision in inflationary expectations has added to uncertainty regarding numerous domestic and international actions and reactions, the final situation is
not exactly an inflationary shock. After all, this time, the rise in prices has not occurred in the midst of a lull. Last
year’s return to double-digit inflation made it clear that inflation is not a solved problem and the old friend of inflationary fiscal adjustment is not actually that old. Perhaps, precisely because of this, tax revenues may remain
buoyant for another year. Alongside this potential relief, the government’s anti-inflationary efforts are becoming
more prominent in this election year.
Rising fuel prices have recently been the focus of economic and political debate in the government and in
Congress. The good news for the government is that high fuel prices have led to record tax revenue. For example, the federal government’s revenue in January was a record high not just for January, but for any month of
the year. The best result in 28 years was driven, among other factors, by “revenues managed by other entities”
(mainly royalties), which reached around R$18 billion, up 92.5% in real terms from January 2021. Royalties on
oil and gas production are calculated in line with the international prices of these commodities, which rose a lot
in the past year, even before Russia’s invasion of Ukraine, which led the oil price to hit US$139 on March 7, the
highest level since 2008.
These pressures are unlikely to abate in the very short term, so high inflation is set to continue in Brazil and
abroad. Higher prices will tend to spread throughout the economy, via production chains and also, especially
in Brazil, logistics processes. Our country is massively dependent on road transport and fossil fuels dominate
transportation. Thus, high inflation will also boost government revenue outside the oil market.
Far from being something to celebrate, the resulting extra revenue will tend to serve as a primary buffer for
fiscal expansion policies. So far, at federal level, in addition to a 25% cut in the tax on industrialized products
(IPI), the government has made diesel, biodiesel, cooking gas and aviation kerosene exempt from the PIS/
Cofins tax until the end of 2022. Together, these tax cuts will have an impact of R$24.5 billion by the end of
this year (R$6.5 billion and R$18 billion, respectively). These measures carry a high cost and they will not be
enough to stop the rise in prices. There are also rumors that exemption from PIS/Cofins may be extended to
gasoline via a supplementary law. After all, few items have such a direct impact on Brazilians’ wallets as fuel.
Not surprisingly, other possibilities, including subsidies or use of a stabilization fund, continue to be discussed
against the backdrop of the upcoming elections. In fact, the idea of issuing an extraordinary credit (outside
the government’s spending ceiling) to pay for such a short-term subsidy via an executive order has begun to
circulate with increasing naturalness.
There are also many sources of pressure on interest rates this year, challenging the already low economic
growth projections. With no structural solution in sight and an imminent presidential race, difficulty in anchoring
expectations will translate into an even more contractionary monetary policy. In the medium term, people’s memories of high inflation will be compounded by the fiscal risks of an economy that lacks credible rules and has
fragile institutions. In the short term, further increases in fuel prices promise an even more unstable situation.
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Even after the sharp increase in diesel and gasoline prices at the beginning of March, there is still a lag in relation to prices on the international markets. In addition to the partial passing on of higher prices to customers, it
should be noted that the surprising appreciation of the Brazilian real at the beginning of the year may not last
long (especially as U.S. US interest rates go up). This will be an extra factor putting upward pressure on prices
and consequently interest rates.
While we polarize debate between price control interventionism and international parity liberalism, strategic
guidelines in areas such as self-sufficiency, productivity, competitiveness, mobility and the energy transition
remain neglected. We are also forgetting to prioritize those most affected. We started off with tax cuts, which naturally have limits, given that tax rates cannot go below zero, before discussing subsidies, which can be focused
on those who need them most.
We started off with the least transparent and most regressive measures, risking the misuse of inflated revenues and the worsening of expectations, which we originally sought to get under control. This is now on the
Central Bank’s radar screen. We are taking temporary, costly and inefficient measures, which will have a large
fiscal impact, while failing to tackle the food insecurity that affects millions of Brazilians and turning our backs
on planning. Certainly, few things are as urgent as recognizing that electoral measures are not a good match for
structural solutions.

External sector
The Russia-Ukraine war:
geopolitics and trade
Lia Valls Pereira
Brazil is not immune to the effects of the war between Russia and Ukraine. In this context, several questions
arise, and we will look at two here. The first is the effects on the geopolitics of world trade and the second is the
impact on Brazilian trade.
Payment systems and financing modalities directly affect trade flows. Financial sanctions are instruments
that have been used, particularly by the United States, on various occasions, such as against Cuba, Venezuela
and Iran, for example. It is widely agreed, however, that the financial sanctions imposed on Russia and matched
by several European countries, such as the country’s removal from the SWIFT system and ban on dealings with
major financial institutions, including foreign banks and the International Monetary Fund, are the most restrictive
ever implemented in relation to an economy that is among the world’s top 20. Some people have asked with the
sanctions could spur China to accelerate the internationalization of its currency and seek to disseminate the use
of its CIPS payment system. As several analysts1 have pointed out, the Chinese system cannot compete with
SWIFT in terms of global transactions. Nevertheless, it is observed that, in the same way that U.S. trade sanctions
against China accelerated Chinese programs to strengthen Asian national and regional chains, the renminbi’s

https://valor.globo.com/finanças/noticia/2022/03/02/china-fornece-alternativa-financeira-a -russia-mas-nao-pode substituir-swift.
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internationalization strategy could gain new momentum.e regionais asiáticas, a estratégia de internacionalização
do renmimbi poderá ganhar novo impulso.
According to Adam Posen2, the president of the Peterson Institute for International Economics, we can observe that the trend toward a slowdown in globalization that has been taking place since the end of the 2010s is
tending to strengthen. It remains to be seen whether this slowdown will lead to a fragmentation of trade and finance in a context of tensions or whether peaceful coexistence will be possible in this multipolar world. This is not
an issue that will be resolved in the immediate future. From our point of view, the key element in this response is
how bilateral relations between China and the United States, and between China and Europe’s major economies,
will react. This was already a topic on the international agenda, and Russia’s war is testing China’s response in
a global situation in which the West has more instruments to exercise its power.
Clearly, China is a very important commercial partner for Brazil. In 2021, the country will account for 31% of
Brazilian exports. However, the expansion and diversification of Brazil’s foreign sales require multilateral trade.
In addition, in terms of financing mechanisms and means of payment, in addition to its pursuit of multilateral
trade, Brazil must also diversify the financial instruments used in world trade. Monitoring of changes in global
geopolitics is an integral part of external sector analysis. The COVID-19 pandemic has sparked a debate about
global and/or regional supply chains and options for protectionist policies to stimulate domestic supply chains.
The Russia-Ukraine war makes financial globalization and the role of the dollar an even bigger priority on the
international economic agenda.
For Brazil, the war’s direct effects on trade are the supply shocks associated with the increase in the prices
of commodities such as oil, wheat, corn and fertilizers. The results for the first quarter of 2022 show that, even
before the effect of the war, the 33.9% increase in import prices signaled a possible inflationary impact. Exports
performed well in terms of volumes, growing 16.9% between January-February 2021 and the same period of
2022. (See Graph 12.) How might the war affect this result going forward?

Graph 12: Change (%) in Trade Flow Indexes: Jan-Feb 2021 to Jan-Feb 2022
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Adam Posen. The End of Globalization? Foreign Affairs.com/articles/world/2022-03-17/end-globalization
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In terms of export markets, Russia and Ukraine accounted for just 0.6% and 0.1% of Brazilian exports in
2021, respectively. However, the war is creating uncertainty and impacting distribution chains, which may lead to
a fall in world trade. On the other hand, Brazil’s corn exports may increase, as highlighted by Nonnenberg and
Martins.3 The main challenge in the short term, however, is Russia’s role as a supplier of fertilizers. Looking at the
countries that Brazil imports the most from, Russia ranks sixth, with a share of 2.6%, and the country accounted
for 23.3% of total fertilizers imported by Brazil in 2021. (See Table 3.) A lengthy war could have an impact on
agricultural production and therefore harm one of Brazil’s main export sectors, agriculture.

Table 3: Origin of Fertilizer Imports to Brazil, 2021 (%)
Russia

23,3

Saudi Arabia

3,1

China

13,7

Algeria

2,9

Morocco

10,5

Germany

2,8

Canada

9,8

Israel

2,6

United States

5,7

Nigeria

2,6

Qatar

4,6

Egypt

1,9

Belarus

3,4

Netherlands

1,5

Oman

3,2
Source: Economy Ministry’s Foreign Trade Secretariat.

The war has reinforced debate on the costs and benefits of a commercially and financially integrated economy, which began in the wake of the 2008 crisis and was boosted by the COVID-19 pandemic. This is a hot
topic when it comes to world trade and it will be present in discussions about the direction of Brazil’s trade policy
in this election year.

See “Carta de Conjuntura IPEA,” number 54, 1st quarter of 2022

3

2 2 M a c r o B u l l e t i n | M a r c h 2 02 2

International panorama
Inflationary effects of the war and
central banks’ caution
José Júlio Senna
Before Russia’s invasion of Ukraine, the world economy was already facing a serious inflationary problem. Given the most developed countries’ huge impact on the evolution of the global economy, it is always relevant to pay
special attention to what happens in these countries.
In this regard, it is worth mentioning the fact that the economic recovery in the aforementioned nations has
proved to be particularly strong. Few analysts and market participants expected such a rapid and significant recovery. There seems to be no doubt that a large part of this recovery can be attributed to the speed and intensity with
which the economic policymakers of these countries reacted to the extraordinary shocks to which their countries
were subjected, particularly in the second quarter of 2020.
Overall, the fiscal stimulus was massive, involving different means of stimulating employment and economic
activity. In the monetary field, preexisting stimulus was preserved or even increased. Given the fact that such measures were of an emergency nature, and they practically imposed themselves in the face of the “sudden stop” to
which the world economy was subjected, it was in a certain way natural for governments to deviate (at least a little)
from ideal and supposedly more efficient models. It was also understandable that they may have gone overboard,
accentuating inflationary pressures later on.
Taking the U.S. economy as an example, it seems clear that fiscal policy is no longer expansionist. However,
the same cannot be said about monetary policy. In this case, somehow, whether due to the predominance of negative real interest rates or the high level of available liquidity, this policy has contributed significantly to the rise in
inflation.
Added to this phenomenon, there is the direct influence of “pandemic inflation,” meaning the portion of the
inflationary process directly associated with the health crisis. The main issue here is supply bottlenecks, caused
by disruption to the production and distribution of physical goods, as well as the diversion of households’ demand
from certain services to goods in general.
Pandemics are rare events. Consequently, the part of the inflationary process derived from them, possibly
the most important part, should also be seen as a rare phenomenon. Therefore, central banks do not have good
references to estimate the end of the process and there is a high degree of uncertainty surrounding the entire process. In the face of heightened uncertainty, the monetary authorities act cautiously. Any strong monetary tightening
aimed at combating rising prices could seriously hamper the economic recovery. In general, this is how the central
banks of the most developed countries, and not just the Federal Reserve, have acted.
In some cases, such caution appears to have been exaggerated. Looking at the Fed, for example, it seems
clear that monetary policy adjustments ought to have started a long time ago. Tapering lasted until March, when it
became known that U.S. inflation had reached practically 8.0% per year, as measured by the CPI. It is hard to make
sense of this.
The Federal Reserve and other central banks certainly did not count on the emergence of a new source of
pressure on prices, but that is exactly what the invasion of Ukraine brought about. As a result, positions “behind the
curve” were greatly accentuated. However, as the war heightens uncertainties, the Fed (and other central banks)
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have to remain cautious. After all, the war could end at any moment, and this would immediately bring down key
international prices. This was the reason why, speaking recently to the U.S. Senate, the chairman of the Fed signaled (in advance) that he would propose a hike of just 25 basis points in the base interest rate at the Federal Open
Market Committee’s meeting in March.
It is possible, however, that the pace of increases may be raised to 50 basis points, especially at the two meetings in the second quarter, when balance sheet reduction will not have begun.
In the statement issued after the Federal Open Market Committee’s meeting on March 16, the Fed’s leaders
made it clear that interest rate adjustments will continue, leaving the door open for a possible increase in the pace,
along the lines suggested above.

IBRE in focus
Labor market responds with increase in employment, but
average income falls and composition becomes less
important in income movements
Daniel Duque
In 2021, the labor market recovered strongly and employment surpassed the pre-pandemic level. However,
overall employment income, after beginning an upward trajectory in the third quarter of 2020, fell in the last two
quarters of 2021, as shown in the graph below. Thus, this indicator is still more than 8% below the level seen in
the last quarter of 2019.

Graph 13: Overall Employment Income in Relation to Average Level in 2014
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Source: PNADC (IBGE). Produced by: FGV IBRE.
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Overall employment income can be broken into three components: income per hour worked, average
working hours and number of employed (and paid) workers. By multiplying these three components, we obtain
overall employment income. Likewise, changes in this aggregate indicator can be approximately broken down
into the sum of the variations in these same variables.

The graphs below show a breakdown of overall employment income, both quarterly (in seasonally adjusted
terms) and annually. It can be seen that income per hour worked and the level of employment behaved in opposite ways. The former increased at the beginning of the pandemic but then fell rapidly as the number of employees
recovered. On the other hand, average working hours fell sharply in the second quarter of 2020 and then quickly
recovered, and this indicator is now just above the 2019 level.

Graphs 14: Breakdown of Overall Employment Income
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Thus, we can see that the behavior of average income was decisive for overall income. Fluctuations in average income can be understood as resulting from changes in the groups of workers employed (composition
effect), or in the income that each one of these started to receive (level effect).
However, the sector composition is relatively close to the pre-pandemic period, despite having changed
strongly during the health crisis, with greater participation of formal sectors. The graph below shows that formal
services lost ground (-1.4 percentage points) to informal agriculture (0.6 percentage points) and informal industry (0.5 percentage points). Thus, we can see that there was an increase in the participation of non-formal goods
sectors, outside of formality.
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Graph 15: Composition of Employment by Sector/Formality
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As we can see below, the wages of workers in formal industry and formal services were the most affected in
the last quarters of last year, especially the first group, whose effective income is almost 20% lower now than it
was in the third quarter of 2020. In informal services, income has also fallen in recent quarters, but it has largely
recovered from the sharp drop experienced at the beginning of the pandemic.

Graph 16: Average Income by Sector/Formality (March 2016 = 100)
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In terms of schooling, the pandemic affected higher-skilled workers less strongly, but the recovery has been
stronger for lower-skilled workers. In the fourth quarter of 2021, the employment level was around 1.3 percentage
points below the pre-pandemic trend for adults with a university degree and 1.1 percentage point below for those
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with a high school diploma. Although the decline was smaller among better-qualified adults, the recovery has
been faster for workers who did not finish elementary school.
Graph 17: Employment Level by Schooling
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In terms of income, all groups experienced a persistent decline over time. With the onset of the pandemic,
all average wages fell sharply, but while low-skilled workers recovered some of their lost earnings, those who
completed high school and higher education did not.

Graph 18: Average Income by Sector/Formality (December 2015 = 100)
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Combining sector, formality and education, the graph below shows the evolution of workers’ income in terms of
change in the level effect (increases within groups), composition effect (changes in sectors and education groups
with different averages) and total. The behavior of this indicator is presented in relation to the level in the last quarter
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of 2018. It can be seen that although the composition effect was very important throughout the pandemic, in the last
quarter the income change caused by this effect was practically the same as at the end of 2019.
Graph 19: Average Income by Level Effect and Composition Effect (December 2018 = 100)
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Source: PNADC (IBGE). Produced by: FGV IBRE.

Another way of breaking down income movements is to observe changes at the margin (that is, among workers
who entered and left the group of employed people) and in the core (meaning the evolution of the income of those
who were already employed). Taking advantage of the longitudinal character of the Continuous National Household
Sampling Survey (PNADC), the graphs below show both indicators in recent quarters on an annualized basis.
Graph 20: Income at Incoming/Outgoing Margin and Changes in Core Employed Workers
Annualized Change in Workers’
Income in Two Quarters
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Source: PNADC (IBGE). Produced by: FGV IBRE.

As can be seen, the drop in income is mainly accounted for by the negative annualized change in workers
who were employed in the previous two quarters. In addition to recent declines, there were also strong reductions between the second quarter of 2020 and the first quarter of 2021.
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