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Recovery under way, but gradual and with many doubts and risks
In most countries, the worst of the public health and economic crisis appears to be behind us.
Despite some localized outbreaks, as in the south of the United States, the number of new cases
has stopped growing and the number of deaths has been falling, as hospital protocols have
improved and new COVID-19 treatments have been identified. There has also been good news
about the search for a vaccine, although one is unlikely to be available on a large scale this year,
even in the best of scenarios.
The partial reopening of many businesses and the strength of extended fiscal and monetary
stimuli in the world’s main economies have allowed for some recovery in economic activity,
which on a global level has again surprised positively over the past few weeks. The May and
June figures showed partial recoveries from the strong fall between February and April, and the
trend is for the recovery to gain impetus in this quarter.
However, many doubts remain, especially about how things will unfold in the rest of this year
and in 2021. In relation to the pandemic, there is always a risk of a second wave. Thus, even
though the vast majority of developed nations have reached what appears to be the final stage
of the epidemic cycle, some countries and some American states still face a battle to contain
the virus, amid what appears to have been a premature normalization of the economy.
In the United States in particular, there is a lot of uncertainty as to whether the pace of
economic recovery will be maintained in the coming months, due to the significant growth in
COVID-19 cases in some states, affecting the hospitalization rate and death count. On July 17,
the number of daily cases in the country reached an all-time high of almost 75,000, according
to Worldometers. In addition, Texas, Florida and eight other states reported a record number
of deaths. In fact, since the U.S. reached an initial peak of infections, the daily number of cases
has never fallen below a plateau of 20,000. Consequently, new social distancing restrictions
have been imposed in some parts of the country.
In terms of the economy, however, people have been more worried about the end of a series
of fiscal stimulus programs, which are hard to extend, given the need to reduce high public
deficits – one of the main features of this year virtually throughout the world. For example, this
applies to the American government’s assistance for unemployed people, which in principle will
cease at the end of this month. For now, there is no prospect of an extension.
There is also a lot of doubt as to whether private demand will be able to recover in time, and to
a sufficient extent, to offset the negative fiscal impact that will come from the ending of these
various stimulus programs, especially as the labor market is expected to recover slowly. Thus,
despite the improvement observed in U.S. labor market statistics, for example, the weekly
unemployment benefit renewal data featured more than 17 million requests in the week to July
4, which is still a very high level.
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The good news is that, in some other economies, the health and economic situations have
evolved better than in the USA. In Europe, the process of reopening the economy continues, as
contagion remains under control. Despite some outbreaks in German districts, control
measures have been very effective, and so the economic recovery remains on course.
In China, as expected, GDP grew again, after the record shrinkage observed in the first quarter,
as it was the first country that managed to control the epidemic. The data shows that China
grew 1.6% in the first half, compared to the same period of last year. However, the recovery
has not been homogenous. The best performers have been manufacturing and construction. In
the service sector, performance has been uneven, with the information technology and
financial intermediation subsectors growing strongly. When it comes to trade, transportation
and services provided to families, the losses caused by the pandemic are still far from being
recouped. (See In Focus Section, “Why China’s recovery is an ‘imperfect beacon’ for the rest of
the world.”)
There are some other sources of uncertainty in the air, in addition to those related to the
pandemic’s evolution and the reduction in fiscal stimulus. Among them, the tensions between
the USA and China and the results of the American elections stand out.
In this context, what can we expect for Brazil? Are there risks of a second wave in the country,
as in the United States? In particular, as schools, shopping malls and other places reopen, what
is the risk of a new wave of contamination? To what extent will reopening the economy improve
performance, as the pandemic continues? As restrictions remain in place to avoid crowds and
control the pandemic, when will the service sector return to pre-crisis levels? Finally, after
government benefits are withdrawn, how will household consumption behave?
We can draw different lessons from international experience. The first is that after the sharp
decline in economic activity observed in March and April, and the partial recovery in May and
June, the trend is for further improvement in the third quarter, as business partly returns to
normal. There is also likely to be asymmetry between sectors in terms of the pace of recovery,
given the challenges posed to services, which are more dependent on greater social interaction.
Services remain the most depressed activity and they are unlikely to return to pre-crisis levels
anytime soon. Finally, Brazil shares global uncertainty about the impact on activity of the ending
of fiscal stimuli, especially emergency aid.
IBRE’s projections reflect this situation. The preliminary data for June and July indicates that the
economy has continued to recover, after shrinking a lot in April and recovering modestly in May.
We forecast that, after falling 15.5% in March and April, and rising just 1.3% in May – in line
with IBRE’s prediction, but well below market expectations – the Brazilian Central Bank’s
activity indicator, IBC-Br, will increase 6.9% in June. As a result, by the end of the quarter, this
indicator will have recovered just half of the losses experienced in the worst moment of the
pandemic. Based on this information, we have revised our projected GDP decline in the second
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quarter, in relation to the first, from 9.8% to 9.0%. This is the biggest drop since IBRE’s GDP
Monitor team started to estimate quarterly GDP in 1980.
Based on IBRE’s business and consumer surveys for July, and also considering the extension of
emergency aid in July and August, we revised our prediction for third-quarter GDP growth from
4.6% to 5.6% (quarter-over-quarter). For the year as a whole, we revised our prediction for GDP
growth from -6.4% to -5.5%. From the fourth quarter onward, we expect a much more gradual
recovery, due to the end of the emergency aid, which will only be partly offset by the slow
recovery of employment income. (See Labor Market section.)
Investment is expected to perform very poorly this year, with an estimated decline of nearly
24% in the second quarter, compared to the previous quarter. In turn, the recovery in
investment in the second half will be curbed by high uncertainty. The preliminary July results of
FGV IBRE’s Economic Uncertainty Indicator for Brazil (IIE-Br) point to a recovery of just 46% of
the 95.4-point increase observed in March and April. Studies show that in a context of high
uncertainty, economic agents are less sensitive to external stimuli, such as interest rate cuts,
and investment is the most harmed component.1 In addition, Brazil’s exchange rate devaluation
this year has made it more expensive to import machinery and equipment, thereby also
discouraging investment. In this context, we expect investment to drop by more than 14% in
2020.
Finally, an additional concern is fiscal sustainability after the pandemic. We have revised
upward our primary deficit and gross debt estimates for this year, due to the extension of
emergency aid and lower tax revenue caused by delays in paying taxes. We now expect a
primary deficit of 12.4% of GDP in 2020 and gross debt of almost 95% of GDP at the end of the
year.
The fiscal challenge for 2021 is huge. The gradual economic recovery will keep the job market
next year in very bad condition, slowing down the recovery in tax revenue. In addition, growth
in social spending is expected, including in relation to the new Brazilian Income Program. The
expansion of social spending and the funding of this program are still under discussion. If the
issue of public spending financing is not well handled, the deterioration in the government
finances will further hinder the economic recovery and make it hard to maintain interest rates
at close to all-time lows.
With these concerns in mind, this edition of IBRE’s Macro Bulletin includes the following
highlights:
1. The Economic Activity section says that the recovery of economic activity, after rock bottom
was reached in April, has positively surprised most analysts, who have gradually been
See Barboza, Ricardo (2017). “Os Efeitos da Incerteza sobre Atividade e Política Monetária no Brasil.” Master’s thesis, Rio de
Janeiro Catholic University.
1
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abandoning the more pessimistic scenarios constructed at the beginning of the crisis. However,
it is important to note that the pace of recovery is varying widely across sectors. Everything
indicates a recovery based on consumption of goods, to the detriment of services. Recently
disclosed results, together with expectations for June, support a slightly better picture for
second-quarter GDP than expected previously. We now forecast a 10.8% decline, year-overyear, and a 9.0% marginal decrease (compared to our prior estimates of -11.5% year-over-year
and -9.8% quarter-over-quarter). For 2020 as a whole, we have revised our projected GDP
decline from 6.4% to 5.5%. (Section 1)
2. In the section on confidence, we show that after reaching all-time lows in April, confidence
indicators have been recovering. Between May and July’s preliminary results, 78% and 60% of
the prior losses in companies’ and consumers’ confidence were regained, respectively. In terms
of companies, it remains to be seen whether the leap in industrial confidence, although
reproducing a pattern also observed in other countries, will be reversed in future, in view of
uncertainties regarding the trajectory of economic recovery. Looking ahead, the speed of
recovery will increasingly depend on consumers. Total income has been resilient, partly thanks
to the government’s emergency assistance, but consumers are still not comfortable to go out
and spend, either due to their built-up debts or uncertainty about the future of the pandemic
and the economy. (Section 2)
3. In the Labor Market section, we show that recent data from the Continuous National
Household Sampling Survey (PNADC) reveals another decrease in the economically active
population and workforce. In May, the economically active population shrank more than the
workforce, so the unemployment rate ended the month at 12.9%. In June, we expect it to be
13.0%, which represents an increase of 0.3 percentage points in seasonally adjusted terms. In
light of this new data, in addition to preliminary evidence that the decline in average workday
will smooth the impact of the economic crisis on the economically active population, IBRE
revised its projections. We now forecast a 4.6% reduction in the economically active population
in 2020, together with a 3.0% decline in the workforce. As a result, the unemployment rate is
expected to be 13.3% on average this year. On the other hand, employment income has
exhibited countercyclical behavior, with high increases in core income and workforce stability.
Finally, the General Employment Registry shrank less than expected in May, as 330,000 formal
jobs were lost, compared to a forecast of 760,000. This result is mainly explained by a significant
decline in layoffs – fewer than the average figure for May in the last two years. In June, we
forecast another decrease in the number of formal jobs, this time 220,000. (Section 3)
4. In relation to inflation, our analyst argues that because of the rise in prices of various
components of the Extended Consumer Price Index (IPCA), it is relevant to evaluate which
factors have contributed to the multiplication of inflation transmission channels. In particular,
he examines whether some items in IPCA recorded price rises that could be justified by growing
demand. To begin with, he reports that regulated prices and seasonal effects contributed to the
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acceleration in the official rate. As a source of inflationary pressure, the effect of currency
depreciation cannot be ruled out either. Depreciation, which previously had more of an effect
on raw material prices within the scope of producers, is now starting to have a bigger impact
on consumer prices, especially the prices of electronic goods. (Section 4)
5. In the Monetary Policy section, our analyst draws attention to two economic factors that are
occurring at the same time. On the one hand, there is low inflation. On the other hand, there is
international capital’s well-known reluctance to make financial investments in Brazil. This set of
circumstances poses an extra concern for the Central Bank, due to the redoubled significance
of the international interest rate parity equation. The smaller the gap between domestic and
foreign interest rates, the more vulnerable a country is to an exchange rate crisis, especially if
there are negative capital flows. Any excessive reductions in domestic base interest rates can
always be corrected by means of a new upward cycle, but the cost of doing so can be high.
Prevention is better than cure. Our analyst believes that the downward cycle in the benchmark
Selic interest rate already ought to have ended. At the very least, he thinks it would be better
to keep the rate at 2.25% rather than reducing it further. (Section 5)
6. The Fiscal Policy section says that the 2.13% inflation result for the 12 months ended in June
of this year means a tighter ceiling for federal government spending, which may not exceed
R$1.486 trillion in 2021. This figure represents an additional margin for federal government
spending of only R$31 billion, compared to the ceiling in force in 2020. In the 2021 budget bill,
presented in April, however, the government estimated growth of R$47 billion, based on a
higher estimate of IPCA than was observed, 3.23%. Because of the lower inflation result, there
will be less room for spending, and the necessary cut in discretionary expenses will bring the
public administration closer to a shutdown. On top of these difficulties, there is uncertainty
regarding the continuity beyond 2020 of financial aid to individuals and companies, as part of
efforts to tackle the COVID-19 pandemic. Discussions about breaking through the ceiling have
gained momentum in recent weeks, including in the House of Representatives, thereby
undermining the idea that this would be politically impossible and paving the way for some
flexibility. Regardless of the path chosen by the government, deep solutions, which allow the
ceiling to survive on a firmer footing, need to be at the center of discussions, or we risk losing
an unprecedented fiscal anchor for Brazil. (Section 6)
7. With regard to the external sector, we examine how, despite the global recession, Brazil’s
exports grew 13.1% in volume terms in the 12 months to June 2020. This increase is explained
by commodity exports, which expanded 33.9% over the same timeframe. To properly
understand exports’ contribution to Brazilian GDP, however, we need to exclude oil platforms
from volume calculations. Including platforms, exports increased 0.1% and imports increased
1.0% in relation to the first half of 2019, resulting in a negative contribution to GDP. When
platforms are excluded, however, exports rose 1.3% and imports fell 3.2%, making a positive
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contribution to GDP. The first-half results underline the importance of agricultural exports to
China and the fall in the imports component of the investment rate. (Section 7)
8. In the International Panorama section, we discuss how the recovery trajectory that has been
observed in China differs from the current outlook for Brazil and the United States. In the third
week of July, we learned that China grew 3.2% in the second quarter, compared to the second
quarter of 2019. China’s V-shaped recovery has been very strong. As a result, the country’s GDP
was slightly higher in the second quarter of 2020 than in the fourth quarter of 2019. China is
expected to grow in 2020, although at a modest rate by the country’s standards. When it comes
to Brazil, IBRE forecasts a 5.5% drop in GDP in 2020. After falling 1.5% in the first quarter,
compared to the fourth quarter of 2019, it is expected to plummet 9.0% in the second quarter,
compared to the first one. The outlook for the U.S. economy is not very different. According to
average forecasts compiled by Bloomberg, the economy will shrink 5.6% in 2020, with quarterly
declines similar to those of Brazil. How can we explain this difference between China on the one
hand and Brazil and the United States on the other? It seems that the very heavy weight of
services and relatively inefficient lockdowns in Brazil and the U.S. led to the similar path taken
by the two countries. China’s trajectory has been much better. (Section 8)
9. Finally, the In Focus Section, written by researcher Lívio Ribeiro, provides details about
China’s recovery and explains why it is an “imperfect beacon.” (Section 9)
Armando Castelar Pinheiro and Silvia Matos
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1. Economic Activity
Second-quarter slump not as bad as feared
The recovery of economic activity, after
rock bottom was reached in April, has
positively surprised most analysts, who
have gradually been abandoning the more
pessimistic scenarios constructed at the
beginning of the crisis. However, it is
important to note that the recovery has
been very uneven across sectors. On the
one hand, manufacturers and retailers
exceeded growth expectations in May
compared to April, recording increases of
12.1% and 19.6%, respectively. On the
other hand, services presented another
marginal decline, as service activity was
0.9% lower in May than in April, according
to data from our Monthly Services Survey
(PMS). Everything indicates a recovery
based on consumption of goods, to the
detriment of service consumption.

________________________________________________________________________________________________________________________________________________________________

Table 1: GDP Projections

Source: IBGE. Produced by: FGV IBRE
________________________________________________________________________________________________________________________________________________________________

This strong mismatch between sectors
contradicted some highly optimistic
estimates for the performance of economic activity. The median forecast for the Brazilian
Central Bank’s activity indicator, IBC-Br, was for an annualized decline of 11.7% in May, while
the figure officially released by the Central Bank was a 14.2% drop, in line with IBRE’s
expectations. Now, more than ever, it is essential to carefully monitor sector differences, given
that services, the sector most affected by the crisis and whose recovery has been excessively
slow, account for more than 70% of the economy’s value added.

These results, together with expectations for June, support a slightly better picture for secondquarter GDP than expected previously. We now forecast a 10.8% decline, year-over-year, and
a 9.0% marginal decrease (compared to our prior estimates of -11.5% year-over-year and -9.8%
quarter-over-quarter). For 2020 as a whole, we have revised our projected GDP decline from
6.4% to 5.5%, as shown in Table 1.
Data on the consumption of goods, together with a relatively more favorable situation in the
labor market and the extension of emergency aid, contributed to better projections for the
second and third quarters. Despite our more positive assessment in the short term, we still
expect a slow recovery over the next year. We forecast growth of just 2.4% in 2021, meaning
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that we will not recover even half of what was lost this year. According to our calculations, we
will only return to the activity level of the fourth quarter of 2019, i.e., the pre-pandemic level,
in the second half of 2022.
In relation to the first quarter of 2020, on the supply side, only the agricultural sector is expected
to expand. Both industry and services are expected to shrink at the margin, reflecting the
intense effects of the crisis. Regarding services, the effects will probably be felt most intensely
in trade, transport and especially “other services” (an area that includes accommodations, food,
domestic services and artistic activities, among other activities radically affected by the
pandemic). This category corresponds to about 24% of the services recorded in GDP and
employs many people. Our Monthly Services Survey (PMS) indicated a dramatic situation for
services provided to families in April and May: there were two consecutive annualized drops of
more than 60%, taking the indicator to an all-time low.
On the demand side, household consumption is projected to fall 10% quarter-over-quarter
(10.9% year-over-year) in the second quarter, and 7.1% in 2020. In other words, despite the
significant assistance provided by the government, which has sustained overall income, the
strong decline in household consumption must largely be explained by lower consumption of
services. FGV IBRE’s GDP Monitor reports a 10.1% drop in household consumption in the three
months to May, compared to the same period of last year. Consumption of services accounts
for virtually half of this reduction. Thus, the component that contributed the most to the
recovery after the last recession, growing much faster than GDP since 2017, will be the hardest
hit by the present crisis.
In turn, investment is expected to fall a remarkable 23.9% quarter-over-quarter (22.6% yearover-year) in the second quarter, and 14.3% in 2020. The drop in investment would have been
even sharper had it not been for the importation of oil platforms in May. According to figures
from FGV’s monthly foreign trade indicator, ICOMEX, imports of capital goods, including oil
platforms, grew 12.5% in relation to the second quarter of last year, but if they are excluded,
there was a decline of 31.4%. Despite the boost generated by these imported platforms, our
estimates point to the worst investment performance in at least 25 years, as discussed in a
recent article in IBRE’s blog (https://blogdoibre.fgv.br/posts/investimento-deve-registrar-opior-desempenho-trimestral-em-pelo-menos-25-anos).
In 2020, we expect 2.0% growth in agricultural production, a 7.9% drop in industrial output,
mainly influenced by reductions in processing and construction, and a 4.4% decrease in services.
These numbers take into account the income compensation policies announced by the
government. According to our estimates, overall income (including labor income, welfare
benefits and pensions) would have fallen 5.7% in real terms in 2020 in the absence of an income
compensation policy. Including these government transfers (R$223.6 billion of emergency aid
for informal sector workers and Family Grant recipients, R$51.6 billion of anti-unemployment
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assistance for formal workers and R$36.2 billion of withdrawals from the Government
Severance Indemnity Fund), we project real growth of 2%.
Silvia Matos and Luana Miranda

2. Business People’s and Consumers’ Expectations
Business confidence improves faster than consumer confidence
After reaching all-time lows in April,
business confidence and consumer
confidence have regained 78% and
60% of their losses, respectively. This
process has taken place in the
following three months, up to our
preliminary July figures, published on
July 16. Confidence has been
improving more consistently among
companies and in expectations
indicators.

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

In the first half of July, the Business
Confidence Index (ICE) rose 7.3
Source and produced by: FGV IBRE
points, to 87.7 points, and the
strongest improvement was seen in
the industrial sector. The Consumer
Confidence Index (ICC) rose 4.8 points, to 75.9 points. In both cases, the current situation
perceptions component remains weak, while expectations have been getting better, especially
among business people.
This result could perhaps be described as counterintuitive, considering that experts believed
the government’s emergency assistance programs would reach individuals more quickly,
especially low-income people, while companies, especially small ones, would face difficulties
accessing the recently created lines of credit.
In relation to consumers, our opinion is that although overall income is proving resilient,
because of the government’s emergency resources, people still do not feel comfortable
spending money, either due to their accumulated debts or uncertainty about the future of the
pandemic and the economy. This discomfort also has to do with the difficult situation in the job
market. In all income brackets, consumer confidence remains much weaker than business
confidence.
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We carried out an exercise estimating
different
uncertainty
scenarios
associated with a baseline scenario for
inflation and unemployment rates until
the end of the year, and found that even
in the most optimistic hypothesis,
consumer confidence would remain low,
around one standard deviation below the
neutral level of 100 points.

Graph 2: FGV’s Economic Uncertainty Indicator
(in points)

On the corporate side, the leap in
industrial confidence, as seen in our
Source and produced by: FGV IBRE
preliminary July results, although
mirroring a trend observed in other
countries, is perhaps a little exaggerated
in view of the uncertainties regarding the trajectory of economic recovery, both here and
abroad. One fact that illustrates the difficulty involved in adopting a linear recovery scenario at
this moment is the recent behavior of the
Graph 3: Scenarios for Consumer Confidence in 2020
FGV/KOF Leading Regional Barometer for
(seasonally adjusted, in points)
the Asia, Oceania and Africa region: after
presenting a significant reaction the
previous month, the indicator has been
relatively stable in July, influenced by
reduced optimism in China. In relation to
companies, we note that in Brazil, the
improvement in confidence has been
driven by large ones, while smaller ones
face many difficulties.
Source and produced by: FGV IBRE

So far in July, confidence has been stable in
trade – a sector that drove the
improvement in business confidence in June. Despite this less favorable behavior, confidence
remains stronger in this sector than among consumers, whose level is close to that of services
(the sector with the weakest confidence, as recorded in FGV IBRE’s business surveys in July).
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Table 2: Business Sector and Consumer Confidence Indexes – level and recent evolution

Source and produced by: FGV IBRE

Aloisio Campelo Jr. and Viviane Seda Bittencourt

3. Labor Market
Revision of labor market projections follows evidence that reduction in working hours has
softened the fall in activity’s impact on the economically active population
According to the Continuous National
Household Sampling Survey (PNADC),
the unemployment rate in the three
months to May 2020 was 12.9%, up
0.3 percentage points from the same
period of 2019 and in relation to the
previous month, in seasonally
adjusted terms. This result was in line
with IBRE’s projection and lower than
the median forecast by market
analysts. In June, we expect the rate to
increase to 13%, meaning another 0.3percentage-point rise in relation to
the previous month, in seasonally
adjusted terms.

Graph 4: Unemployment Rate, 2019-20 (%)

Source: PNADC (IBGE). Produced by: FGV IBRE

The unemployment rate in June was 13.6%, when we use the monthly result generated from
PNADC, up 1.4 percentage points from May 2019. This is because the economically active
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population shrank again in relation to
the previous month, and faster than
the workforce. While the former
variable declined 1% (820,000 jobs
were lost), the second fell 0.65%
(620,000 adults dropped out of the
workforce).
After this data was disclosed, IBRE
revised its projections of the
economically active population and
unemployment rate in 2020. We now
expect the workforce to shrink 3%
between 2019 and 2020, and the
economically active population to
contract 4.6%, taking the average
unemployment rate in 2020 to 13.3%,
up 1.4 percentage points from the
average figure in 2019.

Graph 5: Economically Active Population and
Workforce, by Month (million)

Source: PNADC (IBGE). Produced by: FGV IBRE

Graph 6: Annualized Variation in First Quarter of 2020
(%)

This downward revision in the
unemployment rate, accompanied by a
smaller reduction in the economically
active population, is due to preliminary
evaluations that a significant part of the
response to lower labor market activity
will involve a reduction in average hours
worked.
One of the first pieces of evidence of a
reduction in average hours worked,
which could soften the economic
impact on the labor market, was
captured in first-quarter microdata in
PNADC. Although the pandemic only
reached Brazil in the second half of
March, PNADC already showed a sharp
drop in hours actually worked, despite
minor growth in the economically active
population and hours habitually
worked.

Source: Microdata from PNADC – 1st quarter of 2020.
Produced by: FGV IBRE

Table 3: Economically Active Population and
Workforce, by Month (million)

Source: PNADC (IBGE). Produced by: FGV IBRE
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Hours worked are not a variable
disclosed monthly by the national
Graph 7: Habitual Hours and Hours Actually Worked in
May 2020
statistics agency, IBGE, and they are
only available in quarterly microdata,
which makes it hard to regularly assess
the trajectory of average working
hours. However, the COVID-19 National
Household Sampling Survey (PNAD
COVID-19), whose microdata for May
was recently published, already
presented a large difference between
habitual hours and actual hours. As
Graph 7 shows, in the formal economy,
Source: PNAD COVID-19. Produced by: FGV IBRE
30.8 hours were worked per week,
while the habitual work week was 41.5
hours (a difference of 26.2%). In the
informal economy (which has been even harder hit by the pandemic in terms of number of
workers), 23.5 hours were worked per week, while the habitual work week was 37.6 hours (a
difference of 37.5%).
There are also government programs that, in the formal economy, have acted to reduce the
average working week so as to avoid layoffs. These programs had affected around 5 million jobs
(more than 5% of the economically active population) by the time this bulletin was published.
Thus, we expect the reaction to the fall
in activity to be split between a decline
Graph 8: Population’s Overall Income in Maio
in average work hours and a reduction
in the economically active population
(limiting the latter’ drop).
Regarding
employment
income,
analysis is hindered by the seemingly
countercyclical behavior of this
variable, especially habitual income,
which grew 5% last month in relation to
the three months ending in May 2019.
Duque (2020)2 discusses the possibility
that this increase may result from a
composition effect, with lower-income

Source: PNAD COVID-19. Produced by: FGV IBRE

2

Duque, Daniel. “O que está acontecendo com a renda média na pandemia?” IBRE’s blog, July 2020. URL:
https://blogdoibre.fgv.br/posts/o-que-esta-acontecendo-com-renda-media-na-pandemia
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workers losing their jobs, as well as a possible selection bias introduced by the change in
PNADC’s method of collecting data in March, from in-person to phone. Effective income grew
just 0.1%, but no growth would normally be expected during an economic crisis.
However, a worsening of the
Graph 9: Employment, 2019
employment income indicator can be
expected during the post-COVID
economic recovery. This phenomenon
will occur as the economically active
population’s composition deteriorates,
as informal workers are partially
reincorporated (including some people
who lost their formal jobs), and also
because of the end of the data
collection bias, when IBGE resumes inperson surveys. Thus, a slow recovery in
Source: General Employment Registry (CAGED), Labor
Ministry. Produced by: FGV IBRE.
total employment income will be seen,
hindered by the end of the
government’s emergency assistance,
which in May amounted to almost 10% of the population’s total income, according to PNAD
COVID-19.
Finally, the number of formal jobs, as measured by the General Employment Registry (CAGED),
after falling by more than 1 million in March and April, decreased by another 330,000 in May,
significantly below IBRE’s forecast loss of 760,000. This less bad result was mainly explained by
a reduction in layoffs, from 1.46 million in April to 1.04 million in the following month. This level
is around 240,000 below the May average in the past two years.
This result may be explained by less hiring in the previous months (in view of high staff turnover
in Brazil, it is relatively common for contractors to be laid off after a few months, so in the event
that hiring is reduced, terminations will also fall). It may also indicate that government
measures to prevent layoffs have had some success. In June, we project another reduction in
formal jobs, of 220,000.
Daniel Duque

4. Inflation
Does the increase in IPCA foretell a recovery in demand?
After two consecutive months of deflation, the June Extended Consumer Price Index (IPCA)
recorded an increase of 0.26%. This was in line with market expectations and the last edition of
IBRE’s Inflation Monitor, which forecast a 0.25% rise in IPCA in June.
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The deflation recorded in April and May, during the peak period of social distancing measures,
was sustained by declines in fuel prices, postponements of increases in regulated prices, and
the unavailability of various services, which at that time were banned from being offered.
At the beginning of June, when the worst phase of the pandemic was over, a cycle of regulated
price reviews began, which had been postponed since the second half of March. At the national
level, the most important price adjustment involved medications, which went up 1.4% in price
in June’s IPCA.
As a source of inflationary pressure, the effect of currency devaluation cannot be ruled out
either. This factor was previously more evident in terms of the prices of raw materials, within
the scope of producers, but it is now having a bigger influence on consumer prices, especially
the prices of electronics.
Based on the above, inflationary pressures were more widespread in June among the products
and services that make up IPCA. This can be confirmed by looking at the diffusion index, which
showed a significant increase compared to May, rising from 42.9% to 55.2%. Underlying
inflation – measured by the core EX1 inflation rate – also increased considerably, from -0.19%
in May to 0.03% in June, bearing out the expansion of sources of inflationary pressure.
Given the increase in the prices of various components of IPCA, it is worth assessing which
factors contributed to the multiplication of inflation transmission channels. By analyzing the
main impacts in large groups, it appears that increases in regulated prices, seasonal effects and
currency devaluation were the main drivers of the rise in official inflation. In the Food and
Beverages group, for example, the highlights were Meat and Dairy Products, both under
pressure from seasonal effects typical of winter. In the Transport and Home Goods groups, the
highlights were Gasoline and Electronic Devices, whose costs were influenced by the exchange
rate devaluation.
For July, the initial estimates indicate a continued acceleration in inflation. The official index’s
rate may end the month up around 0.5%. The highlights remain focused on food, fuel and
electronics. Among food and durable goods, preliminary results for IPCA register an average
increase of more than 2% for both meat and electronics. As for gasoline, the average increase
may be 4.0%. These results are higher than in June, when gasoline went up 3.2% and meat 1.2%.
It seems that no subitem of IPCA registered a price increase that could be justified by an
increase in sales volume. Weak economic activity, rising unemployment and the consequent
reduction in income are preventing inflationary pressures via demand. However, the exchange
rate seems to be an important driver, explaining a considerable part of the acceleration
registered by IPCA.
Starting this month, as stores reopen, prices may record different dynamics. We do not expect
that demand will make a significant contribution to price behavior. However, it is known that
many services closed definitively during the most acute phase of social distancing. The
reduction in the number of stores may result in a larger customer base for those that survive
the pandemic. This reconfiguration of market share may lead to price increases in future, which
will tend to become more visible as retail rules are relaxed.
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Based on the results of June’s IPCA and the Inflation Monitor simulation for July, there is room
for another adjustment to our estimate for this year’s inflation, which we have changed to 1.7%.
André Braz

5. Monetary Policy
End of the current downward interest rate cycle
We are very close to the end of the current downward base interest rate cycle. However, this
does not mean that monetary policy will stop being expansionist. The reason for this is that
regardless of the final benchmark Selic interest rate, the corresponding real rate will remain
below what we imagine the real neutral interest rate to be in Brazil for some time.
You never know for sure the degree of monetary stimulus that is exerted. This has to do with
the enormous uncertainty involved in any estimate of the neutral rate. As is well known, the
current situation experienced by the Brazilian economy makes it necessary to maintain interest
rates in expansionist territory. After all, in addition to the fact that we are facing one of our
worst recessions of all time, the projected pace of price growth, as measured by the Extended
Consumer Price Index (IPCA), is below the inflation target in the horizon traditionally considered
relevant for monetary policy.
Bringing inflation to the target and maintaining it at that level is the main goal of the monetary
policy regime in place in Brazil since 1999. Under normal conditions, this is the Central Bank’s
main concern.
However, we are now experiencing extraordinary times, not only here, but also abroad,
especially in the developed world. And it cannot be said that this is a coincidence, because the
force of the changes observed in the most advanced countries has produced effects that have
ended up influencing the course of events among us. This is particularly true with regard to
inflation.
Largely due to the phenomenon of “secular stagnation,” the pace of growth in aggregate
demand has shrunk to the point that inflation rates are consistently below the targets, despite
efforts to the contrary by central banks. As a result, interest rates have also been reduced to
very low levels, sometimes entering negative territory, even in nominal terms.
In some way, this phenomenon has helped to produce a low-inflation environment here in
Brazil, although this has also been aided by the commitment and competence of the Central
Bank’s officials.
The aspect that we want to highlight in this section has to do with another type of simultaneity.
In Brazil, this low-inflation environment, which had led the Central Bank to enact a long cycle of
interest rate reductions, has become consolidated at a time when international capital flows
have started to become unfavorable to the country’s balance of payments. Graph 10 illustrates
our argument.
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The information contained in this
graph does not correspond directly to
the balance of payments statistics.
What we see is a graphical
representation of contracted currency
flows, separated into financial and
commercial movements, in periods of
twelve months, from 1994 to today.
Not all financial transactions portrayed
in this representation are part of what
was formerly called the capital account,
in which the flows that “finance” the
results in a current account are
recorded. Typical current account
operations, such as profit remittances
and interest payments, for example,
are noted in the financial account.

Graph 10: Currency Flows
(accumulated 12-month rate, %)

Source: Brazilian Central Bank. Produced by: FGV IBRE.

The important thing here is to note that the graph depicts the result of the interaction of the
forces of foreign currency demand and supply in the spot foreign exchange market. When the
aggregate flow is negative, the country loses international reserves, unless the gap is covered
by changes in the banking system’s foreign currency position as a whole.
The graph shows, for example, that the aggregate flow of foreign currency was negative in some
years in the middle of the past decade (from 2013 to 2016). It then returned to negative
territory, this time with more force, in 2019. Perhaps more importantly, the latest available
information indicates a very significant negative currency flow, of almost US$58 billion,
corresponding to a negative result of more than US$92 billion in the financial account and a
positive result of US$35 billion in the commercial segment.
The aforementioned simultaneity, of low inflation on the one hand and negative international
capital flows on the other, can be partly explained by the new interest rate levels reached in
Brazil, as they have reduced international capital’s interest in making financial investments in
our country. It can also be explained by the serious domestic economic difficulties we are facing,
including mediocre economic growth for four decades and severe fiscal imbalances.
Our conclusion is that this set of circumstances poses an additional concern for monetary
policymakers, as it has become especially important to respect the international interest rate
parity equation. This equation tells us that, given the fact that financial investments in Brazil
involve more risk than investments in developed economies, the interest rates charged in our
country must be higher than those charged abroad. Risk premiums practiced in the market
serve as a guideline for the necessary interest rate differential.
The big question at the moment is whether an annual base rate of 2.0% or even 2.25% is
appropriate in Brazil. Something like 3.0% might be more suitable. The smaller the gap between
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domestic and foreign interest rates, the more vulnerable a country is to an exchange rate crisis.
This is particularly relevant at a time when international capital is already showing low interest
in investing in Brazil.
From the perspective of the Central Bank itself, any excessive reductions in domestic base rates
can always be corrected by means of a new upward cycle. The problem is that the cost of doing
this can be high. Prevention is better than cure.
José Júlio Senna

6. Fiscal Policy
Low inflation reinforces challenges in meeting government spending ceiling in 2021
The Extended Consumer Price Index (IPCA) result of 2.13% for the 12 months ended in June of
this year means that the federal government’s spending ceiling in 2021 will be R$1.486 trillion.
This figure represents a spending increase of just R$31 billion in relation to the limit in 2020, of
R$1.455 trillion. The ceiling’s adjustment in line with an inflation rate below government
projections will further limit the scope for spending next year, reinforcing the fiscal challenge
in producing the budget bill, which must be presented to Congress by August 31.
Constitutional Amendment 95 of 2016 states that the federal government’s annual spending
may not rise by more than the inflation rate observed in the 12-month period ending in June of
the previous year. The low inflation result between July 2019 and June 2020 will therefore lead
to the lowest percentage increase in the ceiling since the creation of the New Fiscal Regime.
The 2021 budget bill presented in April projected a spending ceiling of R$1.502 trillion (R$47
billion more than the present limit), based on an inflation estimate of 3.23%, 1.1 percentage
points higher than the actual result. For public pensions alone, the bill estimated a spending
increase of R$33.5 billion, which would exceed the total additional expenditure permitted by
the recently announced inflation rate.
This lower inflation will therefore lead to significantly less room for spending than expected,
and this will probably cause discretionary expenditure to be further sacrificed. It is worth
mentioning that the 2021 budget bill already contained an all-time low allocation for
discretionary spending such as public sector investment and administrative costs, R$103.1
billion, considered close to the minimum sum needed to avoid a shutdown of the government
machinery. This is around R$17 billion less than the total provided in 2020.
On top of the challenge of a tighter budget, there is uncertainty regarding the continuity of
spending on financial aid to individuals and companies, as part of efforts to deal with the novel
coronavirus. The future course of the pandemic is uncertain, but the fact is that its effects will
not end on December 31 of this year, together with the War Budget. Difficulties involving the
recovery of employment and income will tend to maintain demand among the most vulnerable
people for emergency assistance for a prolonged time, potentially pressuring spending next
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year as well. At the same time, companies
will face difficulties until they reestablish
their financial conditions, and they will
lobby for the release of more credit.

Graph 11: Primary Spending Subject to the Spending
Ceiling (in R$ billion)

For the 2021 financial year, the current
solution of providing extraordinary credits
as a way to get round the ceiling while
continuing to tackle the pandemic will not
comply with the criteria established by
legislation. Article 167, section 3 of the
Federal Constitution3 states that there
Source: 2021 Budget Bill and IBGE. Produced by: FGV IBRE
must be “unpredictability” in order to
justify credits of this kind, which are not
counted in the limit instituted by Constitutional Amendment 95 of 2016. Therefore, some
discussions about disrespecting the ceiling have gained momentum in recent weeks.
In the House of Representatives, for the first time since the ceiling was created, some known
defenders of the limit are no longer ruling out the possibility of revising it, thereby undermining
the idea that this would be politically impossible, in a clear change of tone toward some
loosening. The path to be chosen by the government, whether to alter the spending ceiling rules
or to activate triggers provided for in the case of noncompliance, will require immediate and
explicit signaling of the efforts to be made to regain control over expenditure – the main
achievement of the spending ceiling since it was approved. The 2021 annual budget bill, to be
presented at the end of next month, will play a fundamental role in communicating this posture.
While maintaining the ceiling involves difficulties known since it was created, the reduction in
inflation – accentuated this year by deflation arising from the COVID-1 pandemic4 – imposes an
additional obstacle. Regardless of the strategy adopted, deep solutions, which allow the ceiling
to survive on a firmer footing, need to be at the center of discussions, or we risk losing an
unprecedented fiscal anchor for Brazil.
Juliana Damasceno

7. External Sector
Exports grow 13.1% in volume terms in June, driven by commodities

Article 167. The following are prohibited: (…) Section 3. The release of extraordinary credits will only be permitted to meet
the need for unpredictable and urgent expenses, such as those arising from war, an internal disturbance or a public disaster,
subject to the provisions of article 62.
4 The Extended Consumer Price Index (IPCA) recorded two consecutive declines in April and May, of 0.31% and 0.38%,
respectively.
3
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Brazil’s long-standing balance of payments vulnerability is almost always associated with
growing current account deficits that cannot be financed with capital inflows. At the moment,
according to the projections in the last edition of IBRE’s Macro Bulletin, the situation has
reversed. A reduction in the current account deficit is expected, but portfolio capital outflows,
observed in a period marked by domestic and international uncertainty, will lead to a drop in
international reserves in 2020. However, this is not a crisis situation and Brazil’s international
reserves will cushion external shocks.
The reduction in the current account deficit is expected from an improvement in the trade
balance and a decline in the negative balance of services. In both cases, the main reason is the
reduction in the level of domestic and foreign activity. However, the results of the trade balance
up to June show that even in a crisis situation, the performance of Brazilian exports has been
positive. This analysis is based on the trade balance data released by the Foreign Trade
Secretariat and FGV IBRE’s ICOMEX price and volume indexes.
Comparing the first half of 2019 with
the same period of 2020, the drop in
exports was greater than in imports,
in terms of value, while exports
increased less than imports, in terms
of volume (Graph 12). However, it is
necessary to consider the results of
the first months of the year, when the
recessionary effect of the pandemic
had not yet fully manifested itself.
Between June 2019 and June 2020, in
terms of value, exports fell 2.7% and
imports fell 19.8%. In terms of
volume, exports increased 13.1% and
imports decreased 14.2%.

Graph 12: Variation (%) in Value and Volume of Trade
Flows: January to June 2019 vs 2020

Source: SECEX/MDIC; ICOMEX-FGV IBRE.
Produced by: FGV IBRE

A second consideration concerns
operations involving oil platforms.
Including platforms, exports increased 0.1% and imports increased 1.0% compared to the first
half of 2019, resulting in a negative contribution to Brazil’s GDP from foreign trade. When
platforms are excluded, however, exports rose 1.3% and imports fell 3.2%, making a positive
contribution to GDP. In addition, this difference directly influences the investment rate in
machinery and equipment imported by industry: including platforms, it increased 14.4%, but
excluding platforms, it decreased 8.4%, between the first half of 2019 and the same period of
2020.
The growth in exports is explained by commodities, which grew 33.9% between June 2019 and
June 2020, and 13.4% between the first half of 2019 and the first half of 2020. Excluding oil
platforms from exports of non-commodities reduces the decline from 19.8% to 17.3%, but it
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does not change the role of commodities in export performance. We can observe a decline in
commodity prices, leading to the conclusion that the trade surplus arose from an increase in
demand for commodities in real (volume) terms (Graph 13).
Graph 13: Variation (%) in Volume and Price of Commodity and Non-Commodity Exports

Source: SECEX/MDIC; ICOMEX-FGV IBRE. Produced by: FGV IBRE

The performance of commodities reflects the agricultural sector’s leadership in exports, as
shown in Graph 14. The sector’s foreign sales grew 53.1% between June 2019 and June 2020.
Graph 14: Variation (%) in Export and Import Volumes by Type of Industry

Source: SECEX/MDIC; ICOMEX-FGV IBRE. Produced by: FGV IBRE
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Manufacturing industry presented a drop between the first half of 2019 and the same period
of 2020, and stagnation in June. Does this indicate an improvement in industrial performance?
In fact, the sector includes products classified as commodities (such as orange juice and rolled
iron and steel). When we compare the performance of commodities and non-commodities in
manufacturing industry in June, the zero growth last month looks different. In June,
manufacturing industry’s commodity exports increased 32.2%, while its non-commodity
exports decreased 19.3%.
Graph 15: Variation (%) in Export Volume by Destination Market

Source: SECEX/MDIC; ICOMEX-FGV IBRE. Produced by: FGV IBRE

Brazil has therefore strengthened its
role as an exporter of agricultural
commodities, especially soybean
products. In June, agricultural
products accounted for 69% of
commodity exports in value terms.
Soybeans alone represented 43%. In
this context, China was the main
contributor to growth in Brazilian
exports. As Graph 15 shows, only
China presented growth as a
destination market for Brazilian
exports. It is merely a coincidence,
but just as agricultural product sales
increased 53.1% in June, the same
percentage was observed for the
Chinese market.

Graph 16: Terms of Trade Index: Rolling Three-Month
Average

Source: SECEX/MDIC; ICOMEX-FGV IBRE.
Produced by: FGV IBRE
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Brazil’s dependence on China in improving its trade balance in volume terms is reinforced when
we look at the behavior of the terms of trade. Since April, this indicator has deteriorated (Graph
16).
Recent increases in the prices of iron ore prices and metal products may reverse this trend, but
this will also depend on these products’ share of Brazil’s exports. So far, we have stood out as
exporters of agricultural goods and compliance with international environmental rules is
necessary for these products to be competitive.
Lia Baker Valls Pereira

8. International Panorama
China’s trajectory: similarities to and differences from Brazil and U.S.
In the third week of July, we found out that China grew 3.2% in the second quarter of this year,
compared to the second quarter of 2019. This represents a major rebound, after GDP fell 6.8%
in the first quarter, compared to the same period of 2019. China’s V-shaped recovery has been
very strong. As a result, the country’s GDP was slightly higher in the second quarter of 2020
than in the fourth quarter of 2019. For more information, see the In Focus section of this Macro
Bulletin.
When it comes to Brazil, IBRE has revised its forecast to a 5.5% decrease in 2020. After falling
1.5% in the first quarter, compared to the fourth quarter of 2019, GDP is expected to plummet
9% in the second quarter, compared to the first one. The outlook for the U.S. economy is not
very different. According to average forecasts compiled by Bloomberg, the economy will shrink
5.6% in 2020, with quarterly declines similar to those of Brazil. The two giants of the Americas
– the rich cousin and poor cousin – are moving along parallel paths in 2020.
It seems that the extremely heavy weight of services and relatively inefficient lockdowns in both
economies led to this similar performance.
Our impression is that China’s trajectory is much better. In fact, IBRE’s Lívio Ribeiro is forecasting
that China will grow 1.2% this year (see the In Focus section), meaning that in the fourth quarter
of 2020, it will be 1 percentage point below its trend growth of 5.5%, which seems to be a good
estimate of China’s current growth trend.
One way of perceiving how China’s trajectory is superior to those of Brazil and the United States
is presented in Graph 17.
The graph shows two trajectories. The steeper one is China’s trajectory assuming that growth
in 2020 will be 1.2% and the economy will regain its long-term 5.5% annual trend in the fourth
quarter of 2021. In this case, growth will be 9.5% in 2021. The second trajectory is that of an
economy that is affected the same way by the epidemic, but whose long-term annual growth
trend is 1.5%, closer to the case of Brazil and the U.S. Essentially, we regain China’s trajectory
at around 100 in the fourth quarter of 2020 and maintain the same distance between the
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trajectory and the annual trend of
1.5%. In this case, China’s
hypothetically “slower” trajectory
would indicate a 2.5% fall in 2020 and
5.4% recovery in 2021.

Graph 17: China’s GDP Growth Trajectories

If we compare China’s hypothetical
2.5% drop with the 5.5% drop in Brazil
(or the United States) in 2020, all our
difficulties in dealing with the
epidemic become clear.
However, it is possible that after the
Source and produced by: FGV IBRE
epidemic is overcome – either due to
herd immunity or a vaccine – there
will be a stronger recovery in these
two economies. That is what we learned from China’s strong recovery.
Samuel Pessôa

9. IBRE In Focus: Why China’s recovery is an “imperfect beacon” for the rest of
the world
One striking feature of the COVID-19 shock is the coordination of its economic effects.
Considering the differences in timing (after all, COVID swept the world in a wave, starting in
Asia, passing through Europe and then reaching the Americas and Africa), the same general
story is told: a rapid and deep drop in qualitative variables (such as PMIs) and then a relatively
quick subsequent recovery, an intense deceleration in inflation, a strong and sudden worsening
in the labor market, evidence of a more intense recovery in industry than in services, and a deep
GDP shock in the respective quarter (the first quarter in Asia and the second quarter in other
regions).
Of course, the general story is not strictly the same for all countries. The sharp drop in inflation,
whether wholesale or retail, was partly caused by COVID but much more by the shock in the oil
market, which is now adjusting and recovering gradually. In the labor market, idiosyncratic
issues (the level of flexibility, public policies linked to the sector and even how unemployment
is measured) are important and lead to increasingly different dynamics. Finally, there is a
profusion of public policies in operation in the world – fiscal, monetary and credit – with very
different intensities, focuses and results. Still, the overall narrative seems to fit.
Accordingly, many analysts were very relieved by China’s second-quarter GDP results. After a
record annualized decline of 6.8% in the first quarter, China grew 3.2%, year-over-year, in the

25
Macro Bulletin

July 2020

recently concluded quarter, beating market expectations of 2.4% and our projection of 2.7%.
This is good news, without a doubt.
Let us now look at the sector details. Table 4 compares the growth rates observed in the second
quarter of 2020 in selected sectors, as well as average annualized growth in each quarter of
2019, with the figures for the fourth quarter of 2019 and the first quarter of 2020. Our idea is
to see which sectors have already returned to the pace of annualized expansion equivalent to
that immediately before COVID.

Table 4: Annualized Growth Rates in Selected Sectors (%)

Sources: NBS and CEIC. Produced by: FGV IBRE

As said at the start of this article, the general story of the COVID-19 shock (in China and
worldwide) is of major sector heterogeneity. This is quite clear in the shock of the first quarter
of 2020, when there was a deeper drop in industry than in services. This result is at first sight
counterintuitive, given that high-frequency indicators (industrial production, construction
activities and retail sales) derive from the composition of GDP activities. High-frequency
indicators of industry are much closer to the composition of secondary GDP, whereas in the
case of services, there is a more direct relationship with only some of the activities of tertiary
GDP (especially trade and transport).
Heterogeneity is also very clear in the resumption of growth. The main highlight is the primary
sector (agriculture and fish farming), which has returned to its pre-COVID pace of expansion.
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However, its weight in Chinese GDP is small (around 7.0%). The relevant discussion is between
the secondary sector (industry, construction, power, gas and water, with an approximate
weight of 40% in GDP) and the tertiary sector (services, with an approximate weight of 53%).
In the secondary sector, the behavior of construction stands out. There was a deep fall in the
first quarter of 2020 and a vigorous resumption in the following quarter, reaching an annualized
expansion rate higher than that observed before COVID. This recalls events from the past: “Old
China” came to the rescue, with stimuli in public construction projects and real estate. In turn,
manufacturing has recovered, but it has not yet regained the rhythm of 2019. This seems just a
matter of time, unless there are additional shocks. (More on that later.)
The most complicated issue seems to be in the tertiary sector. In the aggregate, we have
returned to the expansion rate of the second quarter of 2020, even if the speed is much slower
than that observed during the past year. Although the sector’s decline was not as intense as
that of industry in the first quarter, its recovery seems to be slower and more difficult.
Most importantly, there is evident heterogeneity between component activities. On the
positive side, information technology, financial intermediation and real estate activities have
already achieved higher expansion rates than those observed in 2019 – and the first two did
not even slow down significantly in early 2020. This is clear evidence that COVID-19 may be a
major catalyst for the rollout of digitization and “new economy” technologies.
On the negative side, other activities have not resumed their previous expansion rates and, in
some cases, they have continued to shrink. This is particularly clear in accommodations and
food (reflecting difficulties in the hotel and recreation sectors), leasing services and other
services. Even trade, although it has recovered, is running well below last year’s level.
Movement restrictions and social distancing have certainly played a role in this result. More
relevantly, it is possible that changes in consumption patterns are also in operation, which
would lead to a greater persistence of the shock in certain activities.
It is clear that there are specific issues to be discussed. However, China’s results have led to
renewed optimism among many analysts. If the general story was accurate during the
downturn, why wouldn’t it be accurate on the way up as well? The world could emerge from
COVID-19 faster and with less damage than was supposed a couple of months ago.
We understand that extrapolating Chinese behavior to the rest of the world should be done
with care. In no way are we saying that the positive surprise should be disregarded. It is only
necessary to remember that China is a country full of specific characteristics, which were valid
for the pre-COVID world, which determine how the country dealt with the pandemic and which
to some extent will shape its recovery process.
Let us start with the negative issues, that is, the main risks to the Chinese recovery after COVID.
There are three arguments that deserve to be highlighted. The first and most evident is that
China is the country most exposed to the negative effects of COVID-19 in the rest of the world.
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Because it was the first to face the shock and the first to emerge, China will have to deal with
the pandemic’s harmful effects on a global scale for longer. This effect is already noticeable in
high-frequency data, specifically in manufacturing PMIs: there is a clear mismatch between
domestic production, which is back in positive territory, and new export orders, which continue
to decline. It will be essential to shift demand to the domestic market, at least in the short term.

Table 5: Selected Manufacturing PMIs (NBS)

Sources: NBS and CEIC. Produced by: FGV IBRE

The second point is associated with the country’s high level of indebtedness (close to 290% of
GDP at the end of 2019), which tends to compress the government’s countercyclical
performance and the ability to resume domestic demand. This is particularly serious in the case
of Chinese households, which have never been so indebted. Last year, household debt rose to
more than 44% of GDP, double the 2013 figure. We should also remember that 2019 was a year
of great restrictions on well-being and purchasing power, combining a slowdown in the labor
market, a sharp acceleration in food inflation (especially affecting proteins, due to the African
swine flu) and the harmful effects of the trade war with the United States. These initial
conditions are not favorable when facing a shock like COVID-19.
Finally, there is growing concern about new exogenous shocks that could hit China by the end
of the year. A second COVID-19 wave is always a possibility, although so far, only pockets of
pressure have been observed and not a second wave of infections that requires extensive
draconian measures. A second wave of the trade war with the U.S. seems more worrying than
this, especially as it could go beyond trade and have many technological and geopolitical
reverberations.
Skirmishes have already begun. Comments on the cancellation of the trade agreement signed
in January, accusations that the virus was developed in a Chinese laboratory, a veritable
“vaccine race,” renewed discussion of Hong Kong (and mutual retaliation), and a more
aggressive stance against China by American allies (Australia on the virus issue and the United
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Kingdom on the 5G issue) are all part of a new Cold War environment, which will tend to get
“hotter” the closer we get to the American elections in November (and the more Trump loses
ground in the polls). This is not a favorable background for a consistent recovery.
Of course, there are also positive factors that will help the Chinese recovery. Again, three
characteristics stand out that suggest a faster exit from the crisis and less lasting effects in
China. The first characteristic goes beyond Chinese borders and may to a large extent be
extended to other Asian countries: the region’s cultural matrix seems to facilitate the fight
against the virus, allowing a more assertive control of outbreaks, thus reducing the probability
of a second wave.
How does culture affect the health issue? First, we must remember that the region has already
faced a significant challenge, albeit on a smaller scale, with the SARS epidemic (2002-2004). The
epicenter was in China, in the Guangdong-Hong Kong region, and the virus then spread
throughout Southeast Asia, before reaching, on a small scale, distant countries like Canada and
the United States. Protocols were created and habits modified. The wearing of masks in public
(especially in crowded places) and temperature controls at airports and on railroads have been
a reality since the mid-2000s.
In addition, social interactions are naturally more distant, with greetings that do not involve
physical contact and the maintenance of distance, when possible, out of respect. Asians are not
Latinos. Many cities in the region (think of Hong Kong, Tokyo, Bangkok and Seoul) are very
crowded, but there is much more social distancing than common sense might suggest.
Finally, the cultural issue also facilitates state control of the pandemic. Track-and-tracing, that
is, identifying, isolating and treating observed and suspected cases, is essential to prevent
outbreaks of transmission (and countless ones have been observed in recent months, both in
China and in several other countries) from becoming new waves of contamination. Societies in
the region are more tolerant of control by the state, which uses cell phone data to survey the
history of infected people, reconstruct their steps and isolate everyone they came into contact
with. This type of action is not considered to be a violation of individual freedoms, but a way of
controlling and protecting society.
The second characteristic is unique to China. Even after a long period of promoting the
transition of its economic model toward the domestic market and services, China entered the
COVID-19 crisis with the largest share of industry and smallest share of services in its GDP, out
of all major global economies. As already highlighted, there is relatively robust evidence that
industry is recovering faster than services, and this was confirmed in China’s second-quarter
results.
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Table 6: Sector Breakdown of GDP (2017 PPP)

Source: World Bank. Produced by: FGV IBRE

China’s favorable sector breakdown will probably mean that its recovery will be faster and the
persistent effects less obvious than in other economies. This is particularly true for economies
with a high share of services that tend to suffer from changes in consumption patterns and that
are most affected by social distancing and quarantine measures (above all, everything related
to the tourism sector).
Finally, the third characteristic favorable to China is also observable, to a greater or lesser
extent, in other Asian economies: typically, they are societies with a high private savings rate.
Therefore, their families and companies had the basic means to at least start to face the storm
of COVID-19 without the need for government income transfer policies.
Among the major global economies, China again stands out. Taking as a reference the year 2017
and the countries in Table 6, China had aggregate savings of 47.4% of GDP – even higher in the
private sector, given that the Chinese state is in deficit and the current account (an external
savings metric) is in surplus. The difference in second place, among the economies listed above
– Indonesia, with national savings rate of 33.6% of GDP – reinforces the Chinese peculiarity.
Why is the issue of savings so relevant? Because it allows the state to act in a completely
different position from the economic cycle and to be ultimately much more “Keynesian.” This
point was originally raised by my colleague Samuel Pessoa, when analyzing the behavior of
Western public policies in the context of COVID-19. The state’s activity in Western countries,
including broad income transfer programs and support for companies and jobs is, above all, a
public health policy, designed to keep businesses closed and people at home. It is therefore a
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policy of suppressing value added and promoting inactivity, focusing by definition on the
downward part of the economic cycle.
China’s action is of a completely different nature. As its families and companies had the initial
means to sustain a period of social isolation, state action was focused on the upward phase of
the cycle. Government policies have promoted value added and economic acceleration, using
to a large extent the workings of Old China: abundant credit, low interest rates and, only more
recently, signs of fiscal stimuli to accelerate public works and intensify investments.
This uniqueness of the Chinese state’s behavior is easily observed in the COVID Economic
Stimulus Index (CESI), an indicator produced by Elgin, Basburg and Yalaman. Not only has China
acted differently from other economies, but on average it has done less. China’s greater focus
on stimulus and prioritization of action in the upward phase of the economic cycle suggests
better results for the post-COVID recovery.
Table 7: COVID Economic Stimulus Index (July 2020, 9th edition)

Source: Elgin, Basburg and Yalaman (2020). Produced by: FGV IBRE

In conclusion, many analysts have used China’s recovery as a leading indicator for global
movements. The country’s strong GDP result in the second quarter of 2020 is seen as a sign that
the worst has passed and the conditions for the global recovery are better than originally
supposed.
In no way do we want to minimize the importance of China as a beacon, albeit imperfect, for
the economic shock of COVID-19. After all, Chinese data contains some characteristics that have
been subsequently observed in the rest of the world: (i) the rapid and intense shock in the job
market, with a subsequent lukewarm recovery; (ii) enormous sector heterogeneity, both in the
plunge in activity data and in the initial recovery; (iii) the much faster recovery in qualitative
data than the recovery in real data; and (iv) the evident difference between industry and trade,
reflected, with due care, in differences between industry and services in GDP.
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Even though the general narrative is the same, we have to be careful with extrapolations. China
is unique. It was before COVID-19, it is during it, and it will be after it. Certain characteristics
that are unique to China, or shared only with a select group of nations (notably Asian), suggest
a faster recovery and less severe persistent effects: the heavier presence of industry in the
economy, cultural issues favorable to isolation and obedience to the state, the abundance of
private savings, and the state’s focus on boosting growth, already in the post-COVID upward
phase.
We will have to see how the Chinese state acts in the second half of this year. If its intervention
is moderate, as it has been until now, annual growth will be in the range of 1.0% to 1.5%. This
is our base scenario, in line with IMF projections, and of course we will calibrate it as more data
and policy information becomes available. However, there is a growing possibility of more
aggressive state action and growth of around 2.5% this year. This hypothesis seems excessive
based on current information, but it reflects the markets’ optimism regarding recent Chinese
performance.
In short, China will emerge from this shock stronger and, in the absence of exogenous events
(related to health or otherwise), it will be one of the few countries in the world to record growth
in 2020. We understand that it is tempting to extrapolate this success story to other countries,
but based on current information and recognizing the specific characteristics of this Asian giant,
this seems to be much more hope than analysis.
Lívio Ribeiro

Editorial Revision of IBRE’s Macro Bulletin: Fernando Dantas
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