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Withdrawing the stimulus, but without hindering the recovery
The world economy continues to recover, thanks to the combination of greater control over the
pandemic and strong monetary and fiscal stimulus. In both areas, although the prospects are
positive, there are many uncertainties and there are still various obstacles in the way.
Globally, since mid-July, the numbers of new weekly cases and deaths appear to have stabilized.
At the level of specific countries, however, there are very different dynamics. In the poorest
countries, such as India, the pandemic continues to spread, among other reasons because it
started there later. In middle-income countries and especially advanced economies, the worst
moment of the pandemic seems to be behind us.
This helps explain why the pace and form of economic recovery have not been uniform across
countries. In developed countries, Europe is expected to soon present better results, as it is at
a more advanced stage of the pandemic and the region has also stood out for its ability to trace
and control new outbreaks. However, in some countries, such as Spain and Germany, the
growth in new daily cases is worrying. In the United States, GDP shrank 9.5% in the second
quarter, compared to the previous quarter, and July’s high-frequency data shows that the
economy is now losing steam due to outbreaks of the virus in many states. In recent weeks,
however, there has been a slowdown in the number of new daily cases.
In sector terms, the recovery of the world economy has been led by industry and trade, while
the service sector’s recovery is still limited by social distancing measures. However, even in
services, the indicators show a recovery since the worst moment was reached in April.
From the perspective of the global economy, the pandemic’s impact should continue to
diminish and it is unlikely to prevent a significant expansion of GDP in the third quarter. Thus,
although a new wave is feared in the Northern Hemisphere’s fall, a time of high influenza
incidence, this will not lead to new generalized closures.
Looking further ahead, however, much will depend on sound macroeconomic policy
management. So far, surprisingly strong stimulus, in both the monetary and above all fiscal
areas, has been key to weaving a social safety net and preventing a deeper recession. Europe
has also stood out in this field, due to its close coordination of fiscal stimulus policies. In the
United States, although its stimulus was even greater than Europe’s, the delay in reaching
agreement on the renewal of stimulus policies and a troubled political environment, due to the
presidential elections, may prevent a faster acceleration of activity in the country.
Uncertainty as to the maintenance of stimulus policies in the U.S. remains on investors’ radar
screens. In the second quarter, the government released more than US$500 billion in transfers
to households, an essential stimulus to prevent an even steeper fall in consumption in the
period. The lack of agreement between political parties has created uncertainty about the
resumption of household consumption, as the labor market remains very fragile. Even though
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the number of weekly unemployment insurance claims fell below 1 million in the first week of
August, for the first time since March, the unemployment rate was 10.2% in July, according to
seasonally adjusted data.
In this context, the heightening of tensions between the United States and China in recent
weeks, involving a new round of sanctions between the countries, also does not help. The U.S.
government has imposed new sanctions on Chinese companies and restrictions on Huawei have
recently been tightened to limit the Chinese telecommunications giant’s access to American
technology.
In Latin America, the challenge is even greater, because in addition to having high levels of new
COVID-19 cases, the pressure for more government spending has intensified. However, the
fiscal room for such policies is much more limited in this region. This is the case in Brazil.
In line with the global trend, Brazilian data points to a still very fledgling recovery in the service
sector, and the weakest figures are related to services provided to families, according to data
from IBRE’s Monthly Services Survey and GDP Monitor. GDP is expected to contract 8.8% in the
second quarter, compared to the first. In cumulative terms, the decline in the first half will be
11.1%, the biggest drop since IBRE’s GDP Monitor team started to estimate quarterly GDP in
1980.
In July and August, IBRE’s surveys also indicate that the process of resuming activity has
continued. In particular, the Business Confidence Index, encompassing the four main sectors of
the economy (industry, services, commerce and construction), rose from 87.5 to 93.3 points in
August. However, the recovery of business confidence has not been homogeneous across
sectors, as it has been more consistent in industry and commerce than in services and
construction. In addition, the Consumer Confidence Index fell from 78.8 to 75.8 points in
August, and it remains well below the level of 87.8 points recorded in February.
According to IBRE’s estimates, the recovery is likely to continue in the coming months, but at a
more gradual pace, due to consumers’ caution in a very fragile labor market context. We
estimate that the unemployment rate in June was 14.2%, well above the average secondquarter results of 13.3% in the Continuous National Household Sampling Survey (PNADC).
Furthermore, the end of fiscal incentives is likely to reduce overall income, limiting growth in
household consumption.
Regarding monetary stimulus, the Brazilian Central Bank, after cutting the benchmark Selic
interest rate to 2.0%, stressed that this is a low enough level. The bank has said it will be
cautious in taking its next steps, although Selic will remain at this low level until inflation
converges back to the target. Another highlight in the bank’s recent statements is that
additional interest rate cuts have not been ruled out, but if they happen, they will be highly
limited and dependent on the fiscal trajectory.
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If the fiscal situation deteriorates, it will not be possible to maintain interest rates at the present
level. And the risk of this situation happening has grown in recent weeks, due to pressures to
increase social spending and public investments. We expect a primary deficit of 13.4% of GDP
in 2020, meaning that gross debt will reach 96% of GDP by the end of the year. It is important
to highlight that these forecasts do not assume an extension of government emergency
assistance beyond August, which is under discussion in Congress.
There is still a lot of uncertainty about the prospects for the public finances in 2021. The federal
government’s budget proposal must be presented to Congress by August 31 and it will be
necessary to cut other expenditure to make room for more social spending, if the constitutional
spending limit is to be complied with. There is a latent conflict involving the distribution of
resources in Brazil. Society is demanding more social spending, but resources are increasingly
scarce. According to a 2019 report by the Inter-American Development Bank,1 there is a lot of
waste and inefficiency in public spending in Brazil, which represents a cost of up to US$68 billion
per year (R$378 billion at the current exchange rate). In other words, any discussion about the
expansion of government programs ought to focus on reducing spending that is inefficient and
does not benefit society.
Almost everywhere in the world, the fiscal cost of the stimulus measures taken to combat the
pandemic is immense and, for this reason, unsustainable. Reversing this stimulus will not be
simple, and not only for political reasons. Cutting public deficits will have a significant
contractionary effect, which may abort the ongoing recovery, unless this is offset by a
resumption of domestic demand. On the other hand, the growing public debt may be
unsustainable and/or cause an even more serious economic crisis. This is the case in Brazil,
where even before the pandemic, the public sector was already heavily in debt and posting
large deficits. Consequently, the pace of economic recovery in Brazil remains uncertain, due to
fiscal uncertainties and economic agents’ lack of reasonable visibility about what economic
policy will look like in the coming years.
With these concerns in mind, this edition of IBRE’s Macro Bulletin includes the following
highlights:

Better Spending for Better Lives: How Latin America and the Caribbean Can Do More with Less. Inter-American Development Bank,
2019.
1
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1. In the section on economic activity, we note that the figures for June maintained the trend
observed in May. On the one hand, the situation is more positive for industry and retailers,
which have recovered strongly. On the other hand, the consumption of services remains very
weak. This suggests slightly better results for second-quarter GDP than previously expected. We
forecast a year-over-year drop of 10.6% and an 8.8% decline at the margin. For 2020 as a whole,
we expect a decrease of 5.4%. Despite this relatively more positive assessment in the very short
term, we expect a slower recovery as of the fourth quarter and next year. We forecast growth
of only 2.4% in 2021. In other words, we will not even regain half of this year’s lost GDP. Our
pressured labor market and fiscal restrictions will be decisive factors in this process. (Section 1)
2. The section on confidence says that August’s preliminary indicators show different paths.
While business confidence continues to show signs of recovery, consumers are signaling a lot
of concern, especially in relation to the coming months. On the business side, industry
confidence has been reacting faster, while services are facing many difficulties. As for
consumers, the worsening of expectations seems to be related to uncertainty about the
continuity of government aid and the future evolution of the labor market. In the next few
months, we expect the recovery in confidence to continue, but at an increasingly slower pace
and with fluctuations, while we expect uncertainty to remain at a high level. (Section 2)
3. The section about the labor market notes recent figures from the Continuous National
Household Sampling Survey (PNADC) showing another rise in the unemployment rate, which
has reached an all-time seasonally adjusted high. In turn, the General Employment Registry
(CAGED) reported a reduction in the number of formal jobs of just over 10,000, surprisingly
positive compared to projections by IBRE and market analysts, which pointed to the loss of
around 220,000 jobs. This result is once again explained by a reduction in the number of layoffs.
In this section, we discuss this discrepancy in the job data provided by PNADC and CAGED, which
may be due to methodological changes and delays in notifications of layoffs. In turn, the COVID19 National Household Sampling Survey (PNAD COVID-19) showed many more jobs losses than
CAGED and slightly fewer than PNADC’s monthly data. In relation to total employment, PNAD
COVID-19’s weekly data did not show any recovery in July, while unemployment grew, driven
by an increase in the participation rate, which is likely to put pressure on the unemployment
rate in the coming months. (Section 3)
4. With regard to inflation, there has been an acceleration in producer prices, due to domestic
and international uncertainty, which has contributed to pressure in terms of the prices of
finished goods. On the other hand, the reductions in GDP and unemployment have been
curbing consumption, helping to contain transfers to consumer prices. Therefore, the risk of
inflation undershooting the 2020 target is small. Later on, exchange rate instability and the
continuation of economic recovery may cause greater pressure on prices and a faster
convergence of inflation to the target. (Section 4)
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5. In the section on monetary policy, our analyst notes the cautious forward guidance provided
by the Brazilian Central Bank’s Monetary Policy Committee. The committee has adopted a
conditional approach, meaning that it will be changed if certain hypotheses do not happen. This
new mechanism has been useful in other economies, when central banks have wanted to
influence market expectations about the future behavior of interest rates. The Brazil Central
Bank certainly recognizes the special difficulty involved in influencing the yield curve’s slope in
Brazil, especially at a time like the current one, when fiscal concerns have raised the risk
premiums embedded in longer interest rates. In any case, our analyst argues that the arrival of
a new monetary instrument should be viewed with some enthusiasm and it may prove useful.
(Section 5)
6. The fiscal section presents an update of Brazil’s public finances. From April to July, the
expected primary fiscal impact of the confirmed measures to tackle COVID-19 rose from R$265
billion to R$525 billion, even without taking into account postponed taxes, whose payment is
uncertain. It is worth highlighting two channels through which this increase took place: the
approval of previously discussed measures (such as emergency aid to state governments) and
the perception that the expenditure already approved would be insufficient (such as the
expansion of emergency aid). This explains why expectations for the primary deficit (12.8% of
GDP for the central government and 13.4% of GDP for the public sector as a whole) and gross
government debt (95.9% of GDP) have increased for the current year. Regarding 2021, major
uncertainties remain. The restrictions imposed by the government spending ceiling contrast
with the desire for more public investment and the maintenance of expenses related to COVID19. Thus, the Brazilian government needs to decide whether and how it will harmonize these
concerns with the need for fiscal adjustment and the sustainability of the public finances.
(Section 6)
7. Regarding the external sector, China’s growing importance explains why Asia absorbed nearly
half of Brazil’s exports (49.1%) between January and July. In addition, China was the biggest
contributor to the trade surplus, both in July and in the year to July. The country is now the
main destination for seven of Brazil’s top 10 export goods. Avoiding tensions with China remains
a priority for Brazilian trade policy. There has also been a notable increase in manufacturing
exports, but this result is associated with the favorable performance of commodities present in
this sector. The exports of Brazil’s manufacturers have become more commoditized. (Section
7)
8. In the international section, our analyst notes that there are many differences between the
global financial crisis of 2007-2008 and the current crisis. In the present one, GDP suffered from
the sudden halt in economic activity produced by lockdown restrictions. A substantial part of
this loss has been socialized in the form of an increase in government debt, while another part
has been absorbed by families and companies in the form of lower income. However, household
savings data suggests that public sector compensation measures have been more than
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sufficient to guarantee households’ desired consumption. Thus, families have made net
deposits at commercial banks. In the current crisis, deposits have behaved completely
differently than in the global financial crisis. We have known for decades that there is no
mechanical relationship between the dynamics of inflation and the money supply. In addition,
we know that inflation depends essentially on inertia, expectations, the exchange rate and the
degree of space capacity in the economy. Estimates that incorporate these four factors indicate
that core inflation is likely to decline in the second half of this year. If this does not occur, it is a
sign that something new is happening to prices. (Section 8)
9. In the political outlook section, our guest analyst says that not everything we have
experienced this year is unprecedented. In May, President Bolsonaro decided to send troops to
the Federal Supreme Court, after threatening Congress several times since the beginning of the
year. A precedent for this can be found in 1961, the first and only year of the failed presidency
of Jânio Quadros. Like Quadros, Bolsonaro has threatened these institutions but failed to
influence them. After getting a glimpse of the precipice looming before him, when Fabrício
Queiroz was arrested on June 18, Bolsonaro fostered closer links with the Centrão bloc, stopped
threatening these institutions and moderated his language. What would be the precedent for
this change, which started two months ago? Fernando Collor’s second year in office, 1991. Will
the government’s emergency aid save Bolsonaro from the problems that Collor continued to
endure until his fall in October 1992? This aid has boosted the financial well-being of lowincome people, like the First Cruzado Plan of 1986 and the Real Plan of 1994. The question is
whether this positive shock will have an artificial and temporary effect like the Cruzado Plan, or
a structural and enduring effect like the Real Plan. If the emergency aid is similar to the Real
Plan, optimistic scenarios will open up for Bolsonaro’s survival and reelection. However, if it
resembles the Cruzado Plan, Collor in 1992 will once again be a possible precedent for
Bolsonaro. (Section 9)
10. Finally, the In Focus section, written by researcher Juliana Damasceno, looks at the return
of the Provisional Tax on Financial Transactions (CPMF) as part of the proposed tax reform.
(Section 10)
Armando Castelar Pinheiro and Silvia Matos
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1. Economic Activity
Recovery in consumption of goods softens downturn in economic activity in second quarter
June’s economic activity data followed the
same trend observed in May: on the one
hand, the situation was more positive for
industry and there has been a strong
recovery in retail trade. On the other hand,
the consumption of services remains very
weak.
The uneven nature of the recovery across
sectors is very characteristic of the present
crisis. The income compensation policies
announced by the government have more
than offset the fall in employment income,
so overall income is expected to grow in the
second and third quarters, compared to the
same period last year. All the signs are that
these policies played a fundamental role in
sustaining the consumption of goods in
recent months. On the other hand, the
consumption of services is still far below
the pre-crisis level, especially services
provided to families, including restaurants,
hotels and recreation.

________________________________________________________________________________________________________________________________________________________________

Table 1: GDP Projections

Source: IBGE. Produced by: FGV IBRE
________________________________________________________________________________________________________________________________________________________________

The very specific characteristics of the present crisis make it essential to carefully monitor these
sector differences, given that the service sector – the hardest hit by the crisis and whose
recovery has been excessively slow – accounts for more than 70% of the economy’s value
added.
These results corroborate a marginally better scenario than previously expected for secondquarter GDP. We now forecast a 10.6% annualized decline and an 8.8% marginal decrease
(compared to our previous estimates of -10.8% and -9.0%, respectively). For 2020 as a whole,
we now predict a drop of 5.4%, as shown in Table 1.
Uncertainty about the evolution of economic activity is concentrated in the fourth quarter,
given the possibility that the government will not extend its emergency aid program. We project
that overall income (including earnings from work, welfare benefits, pensions and the current
income compensation policies) will decline 5.2% in the fourth quarter compared to the same
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period of last year. The abrupt end of aid measures is likely to slow down the recovery process
at the end of the year.
In relation to the first quarter of 2020, on the supply side, only the agricultural sector is expected
to grow. Both industry and services are expected to shrink at the margin, reflecting the intense
effects of the crisis. Regarding services, the effects will be felt most intensely in commerce,
transport and, in particular, other services – a category that includes accommodations, food,
domestic services and artistic activities, among other services radically affected by the
pandemic. This category corresponds to about 24% of the services recorded in GDP and it
employs many people. Our Monthly Services Survey demonstrates a dramatic situation for
services provided to families in the second quarter, when there was an annualized decline of
more than 60% in this category.
On the demand side, household consumption is expected to decrease 10.7% quarter-overquarter (11.7% year-over-year) in the second quarter, and 7.2% in 2020 as a whole. The
significant aid provided by the government has been bolstering overall income, so this sharp
drop in household consumption must largely be explained by a reduction in the consumption
of services. In other words, the main driver of growth after the previous recession will be the
hardest hit by the current crisis.
In turn, investment is expected to slump a remarkable 23.3% quarter-over-quarter (22.0% yearover-year) in the second quarter, and 13.5% in 2020. The fall in investment would have been
even more intense if no oil platforms had been imported in May. According to data from FGV
IBRE’s monthly foreign trade bulletin, ICOMEX, imports of capital goods, including oil platforms,
grew 12.5% in relation to the second quarter of last year, but if these platforms are excluded,
there was a decline of 30.8%. Despite the boost generated by the imported platforms, our
estimates point to the worst investment performance in at least 25 years.
Despite our relatively more positive assessment in the very short term, we expect a slower
recovery as of the fourth quarter and next year. We forecast growth of only 2.4% in 2021. In
other words, we will not even regain half of this year’s lost GDP. In this context, average
quarterly growth will be just 0.9%.2 Considering the severity of the current crisis, this will be a
very slow recovery. Our pressured labor market and fiscal restrictions will be decisive factors in
this process. According to our calculations, we will only return to the activity level of the fourth
quarter of 2019, that is, to the pre-pandemic level, in the second half of 2022.
Silvia Matos and Luana Miranda

This number refers to the seasonally adjusted average growth rate per quarter, in relation to the preceding quarter. The
average year-over-year growth rate is estimated to be around 2.4% per quarter.
2
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2. Business People’s and Consumers’ Expectations
Business confidence reacts, but consumers show caution
In July, business people’s and
consumers’ confidence continued to
follow the recovery trajectory that
began in May. However, FGV IBRE’s
data for early August, released on
August 14, shows these indicators
moving in opposite directions. The
Business Confidence Index rose 5.8
points, approaching the prepandemic level, while the Consumer
Confidence Index fell 3.0 points,
reinforcing the trend of detachment
between the two indexes and
showing that consumers are still very
concerned about the unfolding of the
crisis.

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

Source and produced by: FGV IBRE

One positive aspect in August was the more significant improvement in perceptions of the
present moment, reflected in an 8.0-point increase in the Business Current Situation Index, a
sign that the economic recovery is accelerating. However, the recovery of business confidence
has not been homogeneous across broad sectors. Including preliminary August data, industrial
confidence has recovered 93.5% and commerce confidence has recorded 91% of losses in
March and April. At the opposite extreme, construction and services continue to experience
more difficulties (having recovered 73.4% and 72.7% of their losses, respectively).
What would explain such a rapid return in industrial confidence in the face of challenging
circumstances?
Even bigger increases in industrial confidence can be seen in other countries. Data from the
FGV/KOF Coincident Global Barometers show that the industrial sector has stood out in this
recovery period. Among the reasons that may be contributing to this phenomenon are the
redirection of consumption to goods at the expense of services, the supply of which has become
hampered or even made impossible by social distancing measures.
In addition, despite the sharp drop in industrial confidence in March and April, this recession
had another unusual feature: the need for temporary plant shutdowns seems to have helped
keep the level of inventories relatively stable.
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Table 2: Business Sector and Consumer Confidence Indexes – level and recent evolution

Source and produced by: FGV IBRE

Another point to highlight is that the level of industrial confidence prior to the pandemic was
still linked to a gradual recovery, far from a situation characteristic of periods of strong
expansion. And it should be noted that the improvement in confidence has not been universal
across all segments. Capital goods producers, for example, have been experiencing difficulties.
Consumer confidence, in turn, is a greater challenge at this moment, having regained only 59%
of the losses at the beginning of the pandemic. Furthermore, the pre-pandemic level was low
in historical terms. In early August, expectations worsened, influenced by the assessments of
lower-income families. This movement seems to suggest concerns regarding the end of the
government’s emergency aid and measures to support companies, leading to a fall in income
and possible labor market deterioration. In our early August survey, half of respondents said
they felt highly affected by the pandemic, and concerns about finances were more intense
among lower-income groups.
The level of uncertainty, as measured by FGV IBRE’s Uncertainty Indicator, remains very high. It
was 161.7 points in early August. This factor has been hindering the recovery, especially in
segments that are dependent on greater family confidence.
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In the next few months, we expect the recovery in confidence to continue, but at a slower pace
and unevenly across sectors. As long as difficulties in controlling the pandemic persist, business
people and above all consumers will tend to remain cautious.
Aloisio Campelo, Renata de Mello Franco and Rodolpho Tobler

3. Labor Market
Revision of labor market projections follows evidence that reduced working hours softened
crisis’ impact on economically active population
The unemployment rate, as measured by
the Continuous National Household
Sampling Survey (PNADC), was 13.3% in the
quarter ending in May 2020, up 1.3
percentage points from the same period of
2019 and up 0.5 from the last month in the
seasonally adjusted series, which reached
an all-time high. This indicator exceeded
FGV IBRE’s forecast and the median
forecast by market analysts. For July, we
expect unemployment to rise to 13.6%,
meaning another increase of 0.3
percentage points in relation to the
previous month in the seasonally adjusted
series.
In turn, employment in the formal
economy, as measured by the General
Employment Registry (CAGED), after
falling a lot between March and May,
above all in April, decreased by less than
11,000 in June. This decline was a lot lower
than FGV IBRE’s forecast of 220,000 and
the median forecast by market analysts,
which was 200,000.

Graph 2: Unemployment Rate, 2019-20 (%)

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

Graph 3: Employment (CAGED), 2019-20 (thousands of
people)

This less negative result is once again
explained by a reduction in the number of
Source: CAGED (Labor Ministry). Produced by: FGV IBRE
layoffs, which fell from just over 1 million
in May to slightly over 900,000 in June.
Graph 4 shows that the difference in hiring between May and June was reasonably
homogeneous and similar to the difference between the months immediately before. On the
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other hand, the difference in
terminations was concentrated in June
in manufacturing industry, which laid off
50,000 fewer workers than in May.

Graph 4: Difference Between Monthly Layoffs and Jobs
Created According to CAGED in 2020

Notwithstanding this good result for
CAGED, in the second quarter 2020 there
was a huge mismatch between formal
employment as measured by the Labor
Ministry and IBGE’s PNADC. Although
differences between these figures have
Source: CAGED (Labor Ministry). Produced by: FGV IBRE
been well documented since 2012, when
PNADC was launched, the seasonally
unadjusted numbers of formal jobs
(quarterly, in the case of CAGED) have never been so divergent, as shown in Graph 5.
There are some hypotheses that may
explain the increased difference between
the data. The first possibility is related to
changes in data collection methodologies,
which occurred in January 2020 in the case
of CAGED and in March 2020 in the case of
PNADC. For CAGED, companies now report
their hiring and firing numbers using the
“E-Social” system, while for PNADC, IBGE
researchers now have phone interviews
with them. Such changes may explain part
of the growing divergence, possibly
involving changes that have not yet been
captured by seasonal adjustment models.

Graph 5: Difference Between Net Creation of Formal
Jobs in CAGED and PNADC (Rolling Three-Month
Periods) – seasonally unadjusted

Sources: PNADC (IBGE) and CAGED (Labor Ministry).
PNADC includes employees in the formal labor market, in
both private and public sectors, apart from domestic
workers. Produced by: FGV IBRE

Another plausible explanation for CAGED’s
better results compared to PNADC is
possible delays in recording layoffs at
companies. This phenomenon could be due to the probable suspension of activities at many
companies because of the pandemic and also problems experienced by some companies in
using the E-Social system.
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In turn, PNAD COVID-19, which is now on
its second monthly edition, shows a drop
in the number of people with jobs in the
formal economy (not including domestic
workers), from 36.7 million in May to 36.3
million in June. This decrease of
approximately 400,000 from one month to
the next is considerably higher than the
decline recorded by CAGED. On the other
hand, using the monthly PNADC figures
calculated by Martins, Peruchetti and
Duque (2020), we can perceive a greater
intensity in PNADC regarding the loss of
formal jobs than in PNAD COVID-19.
In relation to total employment, the
weekly PNAD COVID-19 data, which now
runs up to the third week of July 2020, does
not yet show any signs of employment
recovery. On the other hand, layoffs
continue to rise, driven by the growing
participation rate in recent weeks. This
movement is likely to continue in the next
few months, putting pressure on the
unemployment rate.

Graph 6: Formal Jobs, PNAD COVID-19 and PNADC
(monthly figures)

Sources: PNADC and PNAD COVID-19 – including
employees with jobs in the formal economy in the private
and public sectors, apart from domestic workers. Produced
by: FGV IBRE

Graph 7: Employment and Unemployment According to
PNAD COVID-19 Weekly Data

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

Daniel Duque
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4. Inflation
Producer inflation accelerates, but risk of transmission to consumers is still low in short term
Since the beginning of the crisis caused by the COVID-19 pandemic, the distance between
producer inflation and consumer inflation has tripled. In February, producer inflation, as
measured by FGV’s Broad Producer Price Index (IPA), was up 7.7% over the previous 12 months,
while IBGE’s Extended Consumer Price Index (IPCA) was 4.0%. After that, influenced by the
exchange rate devaluation of more than 20% between February and July, IPA rose to 14.3%,
while IPCA fell to 2.3%. This difference of 12 percentage points is the largest since 2008, when
IPA was 18.9% and IPCA was 6.4%.
Looking at IPA broken down by processing stages, it is clear that the greatest contribution to
the growing distance between this index and IPCA has been made by Gross Raw Materials, a
category that has increased 29.5% in the last 12 months. The other stages, Intermediate Goods
(7.0%) and Finished Goods (7.8%), have seen much more modest rises.
Among the Gross Raw Materials stage,
the biggest weightings are for iron ore
(9.3%) and soybeans (6.7%). Together,
these products make up almost half of
this group’s total weighting, and their
prices have increased substantially
during the pandemic. While soybeans
went up 34.8% between March and
July, iron ore increased 53.1%. The
exchange rate devaluation and growing
Chinese demand explain the magnitude
of these movements.

Graph 8: Durable Goods – Extended Consumer Price
Index, IPCA (12-Month Change, %)

Aside from the behavior of these major
Source: Brazilian Central Bank. Produced by: FGV IBRE
commodities, the distancing between
IPA and IPCA can also be explained by
rising fuel prices following the recovery of oil prices in the international markets. Although
diesel and gasoline fell 18.5% and 9.1%, respectively, in the last 12 months, their prices continue
to accelerate. Between June and July alone, diesel rose 27% and gasoline, 55.2%.
Domestic and international uncertainty has also contributed to the scale of the accumulated
difference between producer and consumer inflation. Sources of pressure, which were
previously limited to raw material prices, are now moving toward intermediate and finished
goods, the last stop before they reach consumers.
Between January and July, the prices of intermediate goods used in the production of finished
goods increased significantly. Steel coils went up 20%, steel tubes 13.4%, bus chassis 9.4% and
automobile engines 6.8%.
Taking a step forward, among finished goods, the processing stage that is closest to consumers,
the prices of some significant items increased. Motorcycles went up 9.4%, consumer durables
(refrigerators, stoves and washing machines) 5.5% and automobiles 3.9%.
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The economic downturn and rising unemployment have been curbing consumption, helping to
contain transfers to consumer prices. Despite the weakness of the economy, durable goods
seem to be showing some reaction, pressured by costs. The 12-month change in consumer
durables prices remained negative and sharply decelerating for a long period, but in the last
two months they began to respond to cost increases anticipated by IPA.
IPCA’s other components, broken down into semi-durable goods (-0.8%), services (1.5%) and
regulated products (0.9%), continue to have historically low rates in the last 12 months,
reflecting the reduced risk of a rebound in inflation in the short term. The only group going in
the opposite direction is non-durable goods (mainly consisting of food), whose rate in the last
12 months is 6.9%.
Our August inflation estimate reflects this benign moment for inflation. IPCA is expected to end
the month at around 0.3%, taking the accumulated 12-month variation to 2.5%. Despite this
acceleration (the third in a row), we continue to expect that inflation will end the year below
2%, due to the high rates in the last quarter of last year. The risk of inflation undershooting the
2020 target is small. Later on, exchange rate instability and the continuation of economic
recovery may cause greater pressure on prices and a faster convergence of inflation to the
target.
André Braz

5. Monetary Policy
Forward guidance: a new monetary policy instrument
An episode of great importance marked the beginning of the 1990s in Japan: the bursting of its
asset bubble. A phase of great euphoria, sustained by easy access to credit and inadequate
regulatory measures, had led the Japanese economy to operate with an extremely high degree
of leverage.
Short cycles of modest recovery did not acquire the impetus necessary to significantly alter the
recessive environment caused by the aforementioned episode. Inflation eased, as did market
interest rates. The Bank of Japan loosened monetary policy.
At the end of the decade, the situation remained adverse, and deflation then set in. The Bank
of Japan reduced the base interest rate to zero and undertook to keep it there for as long as
there was deflation. For a few months, this commitment was lifted, but it was resumed in April
2001, with renewed momentum. At that time, the Bank of Japan implemented its quantitative
monetary easing policy. Thus, the use of two new monetary policy instruments was inaugurated
at the same time: what is now known as quantitative easing and forward guidance.
Economists who carefully examined the first steps of the new Japanese monetary policy, which
ended in 2006, concluded that the commitment to keep interest rates at zero contributed
significantly to reducing medium and long-term market interest rates, thus giving some
momentum, or support, to economic activity.
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In the United States, between 2003 and 2006, a tool similar to the forward guidance modality
adopted in Japan became routine. At the time, the Federal Reserve (then led by Alan
Greenspan) was very concerned about the possibility of the American economy going into
deflation. The federal funds rate was reduced to 1.0% a year and the Federal Open Market
Committee pledged to maintain it “for a considerable period.” This was in August 2003. Later,
the Fed announced the withdrawal of monetary accommodation “at a measured pace,” in order
to contain any adverse expectations of excessive increases in medium and long-term interest
rates.
There seems to be no doubt that guidance policies are to be used only at exceptional times.
Such policies aim to influence market expectations about the future behavior of interest rates,
thereby helping to influence the slope of the yield curve. Everything else being equal, less steep
yield curves stimulate economic activity.
To be effective, such policies need to be seen as credible commitments. And central bankers do
not always feel secure enough to commit in any way to a particular strategy. In general, they
prefer to be free to act in response to new circumstances (or surprises) presented by the
economy and financial markets. In fact, that is exactly why it is not easy to find central bankers
who agree to “tie” themselves to some monetary policy formula or rule.
Certainly, there are cases in which there is little scope for a central bank to influence the yield
curve. In general, this occurs when future interest rates include high risk premiums due to
concerns about the fiscal health of the economy.
During the Brazilian Central Bank’s Monetary Policy Committee meeting in August, it opted to
further reduce the benchmark Selic interest rate to 2.0% per year and decided to include what
it called “future prescription” as “an additional monetary policy instrument.” The bank
acknowledged the difficulties involved in using this instrument in emerging countries, whose
economies are normally more vulnerable and more subject to external shocks than developed
ones.
Taking these difficulties into account, the Brazilian Central Bank’s leaders adopted a conditional,
asymmetric approach: if the necessary conditions are met, “the Monetary Policy Committee
will not raise the interest rate, but may reduce it.” Such a commitment is only valid in the event
that inflation expectations and projections (the baseline scenario) remain below the inflation
target. This commitment will also be lifted if there is a significant deterioration in the fiscal
situation or a de-anchoring of long-term inflation expectations.
Therefore, the caution with which the Monetary Policy Committee added forward guidance to
its monetary policy toolbox is clear. This new mechanism has been useful in other economies,
and there is no reason why it cannot be useful to us as well, especially if conducted with the
care that the Central Bank has already indicated.
The Central Bank certainly recognizes the fact that it is especially difficult to influence the yield
curve’s slope in Brazil, due to the strong influence of fiscal concerns on the risk premiums
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embedded in medium and long-term interest rates. In any case, the introduction of a new
monetary instrument should be viewed with some enthusiasm, and it may prove useful.
José Júlio Senna

6. Fiscal Policy
Update of fiscal projections: impact of COVID-19 measures on primary result and uncertainty
regarding 2021
Government spending and tax breaks to mitigate the effects of COVID-19 have been increasing,
due to the approval of existing proposals and the expansion of the budget for some assistance
programs. The primary impact of these measures already exceeds R$500 billion, although this
does not take into account taxes that have been postponed, whose payment is uncertain.
To get a better understanding of the public finances’ current situation, it is relevant to examine
these points, which will affect the government’s indebtedness and primary results. It is also
important to describe uncertainty regarding 2021. The Brazilian government needs to decide
whether and how it will harmonize public investment, COVID-19 spending and fiscal
sustainability.
Efforts toward fiscal adjustment have been hampered by the evolution of the coronavirus
pandemic. Its effects made clear the need to expand health spending and financial assistance
for people and companies, as of the first months of the disease in Brazil.
In the following months, the impact of these measures on the public purse grew significantly. It
is worth highlighting two channels through which this growth took place. The first was the
approval of previously discussed measures. For example, the cost of emergency aid given to
state and municipal government governments went from R$16 billion to R$76 billion between
May and June.
The second channel was the perception that the expenditure already approved would not be
enough. For example, the budget for emergency aid for informal workers was raised several
times. In Graph 9, we can see that the “Emergency aid for vulnerable people” item went from
R$124 billion in April to R$254 billion in July. Between April and July, the forecast primary impact
of confirmed measures related to COVID-19 increased from R$265 billion to R$525 billion. (See
Graph 9.)
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Graph 9: Confirmed Primary Impact of Measures to Tackle COVID-19
(between January and each month, in R$ billion)

Sources: National Treasury Secretariat’s COVID-19 Federment Spending Dashboard, Economy Ministry
presentations, Complementary Law 173 of 2020, and several Foreign Trade Secretariat resolutions and
decrees. Produced by: FGV IBRE

This helps us understand the fact that primary deficit estimates have expanded. The June
edition of IBRE’s Macro Bulletin estimated that the central government’s primary deficit this
year would be 9.0% of GDP. Today, we are projecting it to be 12.8% of GDP, and we forecast
that the consolidated public sector deficit will be 13.4% of GDP. Likewise, the combination of a
high primary deficit and a decline in GDP does not bode well for government debt. In 2020,
gross government debt is projected to reach 95.9% of GDP.
Uncertainty may also affect the public finances in 2020. To help companies face the worst
months of the pandemic, tax demands were postponed, mainly affecting the payment of PIS,
COFINS, Simples and employer contributions. The total budgeted amount of these deferrals is
R$119 billion. Taxpayers are supposed to pay these postponed taxes in the second half of this
year, but the difficult financial conditions in which companies find themselves raise doubts
about whether they will actually be paid.
There is also uncertainty about the public finances in 2021. The pace of recovery in tax collection
continues to be influenced by non-economic and hard-to-predict variables, including the
evolution of the coronavirus pandemic.
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In addition, there are some important political decisions to be made about whether to maintain
the current tax rules or make exceptions to them. Expenditure subject to the spending ceiling
will only increase by R$31 billion next year. This is not in line with the public’s desire for more
public investment and the maintenance of spending to tackle the effects of COVID-19.
The questionable possibilities of funding these expenses through extraordinary credits,3
modifying the spending ceiling or even ending it are on the agenda, and they have divided the
opinions of lawmakers and even different ministers.
There are risks in making exceptions to tax rules in a context of high indebtedness and the need
for major fiscal adjustment. This could affect the favorable trajectory of interest rates seen in
recent years and put the solvency of public debt at risk.
In 2020, most of the spending in response to COVID-19 has been financed through extraordinary
credits, which are not subject to the spending ceiling. Up to July, 98.9% of the planned and
confirmed primary expenditure related to COVID-19 has taken place via extraordinary credits.
The exceptionality of this year meant that the increase in the primary deficit and indebtedness
did not shake the fiscal anchor that is the spending ceiling. Things will not be so simple in 2021.
Therefore, national fiscal policymakers are faced with an important decision: whether and how
to harmonize the need for fiscal adjustment and the sustainability of public finances with
expenditure to tackle COVID-19 and new investments.
The motivations for these spending items are reasonable. The pandemic has led to a public
emergency and there is a worrying long-term trend of falling public investment. However, we
must also worry about non-compliance with fiscal rules in a country with huge debts and
constant central government primary deficits since 2014 – all the more so if loopholes in tax
rules created for justifiable reasons are used for unjustified spending.
Matheus Rosa Ribeiro

7. External Sector
Manufacturing export volumes grew in July, but led by the sector’s commodities4
The trade balance was US$8.1 billion in July, taking the accumulated surplus in the first seven
months of the year to US$30 billion. This result is explained by a sharp drop in imports (35.2%
between July 2019 and July 2020) rather than an improvement in exports, which fell 2.9%.

Spending via extraordinary credits is not subject to the ceiling, but it may only take place in unpredictable circumstances,
which is questionable when it comes to planning expenditure for the following year. Élida Pinto discusses this subject at
https://bit.ly/Teto_2021.
4
This text was partly taken from FGV IBRE’s monthly foreign trade bulletin, ICOMEX, which is available at
www.portalibre.fgv.br.
3
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Price and volume indicators followed the
same behavior observed in June. Export
volumes expanded (14.2%) in the year to
July, but a 15% decline in prices led to a
reduction in the value of exports. (See
Graph 10.) In the case of imports, both
indicators fell and the drop in volume was
29.7%. Oil platforms only affected total
imports and the difference was less than
2 percentage points. In the year to July,
however, the results with or without
platforms cannot be disregarded,
especially in imports. The reduction in
import volumes went from 4.3% to 7,5%.

Graph 10: Change (%) in Volumes and Prices of Exports
and Imports

Source: SECEX/MDIC. Produced by: FGV IBRE, ICOMEX
report

Growth in the volume of commodity
Graph 11: Change (%) in Commodity and Nonexports continues to explain the
Commodity Export Volumes (month vs. month in
favorable performance of exports. We
previous year)
can see that since March 2020, yearover-year commodity export volumes
have risen every month, while noncommodity export volumes have been
falling since the beginning of the year.
(See Graph 11.) However, variations of
more than 30% for commodities
occurred in June and July, and even if
this pace remains positive, a slowdown
is expected going forward. In the 12
months to July 2020, the volume of
Source: SECEX/MDIC. Produced by: FGV IBRE, ICOMEX
report.
Brazil’s main commodity exports grew
33.1%, while the volume of noncommodity exports fell 11.3%. There is
also a major difference when looking at the results since January of this year: commodity
exports grew 15.2%, while non-commodity exports decreased 18.2%. Both groups recorded a
decline in export prices.
Extractive industry experienced an increase of 37.7% between July 2019 and July 2020, its best
result this year, driven by growth in the volume of oil exports, surpassing agricultural exports.
(See Graph 12.) Processing industry export volumes grew 2.5%, after several consecutive
months of decline. However, when we break down processing industry’s products into
commodities and non-commodities, the growth was restricted to commodities. The volume of
commodity exports increased 29.6% while the volume of non-commodity exports decreased
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13.3%, in the 12 months to July. The
exports of Brazil’s manufacturers have
become more commoditized. In 2019,
commodities accounted for 39% of the
sector’s exports, while in the 12 months
to June 2020, the figure was 46%.
In the 12 months to July, agriculture
continues to be account for the largest
share of export volumes. In the case of
imports, declines occurred in all sectors
and period, except for agriculture in July.
Graph 13 shows the evolution of the
volume of imported machinery and
equipment by industry (not including
platforms) and the agricultural sector. In
terms of industry, the drop in imports
that has occurred over the months
indicates that a recovery in
investment is not yet on the horizon.
This view is confirmed by the decrease
in purchases of intermediate goods. In
agriculture,
although
machinery
purchases have fallen this year, there
was a 14.3% increase in July. The
sector’s strong results this year are
grounds for favorable expectations, as
shown by the increase in purchases of
intermediate goods.

Graph 12: Monthly and Annual Changes (%) in Export
and Import Volumes by Industry Type

Source: SECEX/MDIC. Produced by: FGV IBRE, ICOMEX
report.

Graph 13: Change (%) in Volume of Imports of
Machines/Equipment and Intermediate Goods Used in
Agriculture and Industry

As emphasized in the July edition of
Source: SECEX/MDIC. Produced by: FGV IBRE, ICOMEX
report.
this bulletin, China’s importance to
Brazil’s trade has been growing,
particularly in terms of increasing volumes of commodity exports. After expanding 51.4%
between June 2019 and June 2020, export volumes grew 55% year-over-year in July. (See Graph
14.) In July, China was the main destination for seven of Brazil’s top 10 export goods.
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China’s growing importance explains why
Asia absorbed nearly half of Brazil’s exports
(49.1%) between January and July. In
addition, China was the biggest contributor
to the trade surplus, both in July (US$4.5
billion) and in the year to July (US$21.9
billion). Brazil ran a trade surplus with the
United States in July, but the deficit
between January and July was US$3.1
billion.

Graph 14: Change (%) in Export Volume by Destination
Market

Source: SECEX/MDIC. Produced by: FGV IBRE, ICOMEX
The volume and price indexes of trade flows
report.
showed a performance similar to the results
for the month of June, with one exception.
We did not expect even greater growth in
the volume exported to China than that
observed in June, but it happened. Avoiding tensions with the country remains a priority for the
country’s trade policy.

Lia Baker Valls Pereira

8. International Panorama
A monetarist experiment
There are many differences between the global financial crisis of 2007-2008 and the present
crisis. The global financial crisis was the result of the functioning of economies, while the current
one was caused by a clearly exogenous factor, the virus.
In the global financial crisis, there were immediately huge losses in the North American and
European banking systems due to the high default rates on home loans in the “subprime” lowincome segment.
Fiscal and monetary policy aimed to clean up banks’ balance sheets. In other words, the
government spent money to cover banks’ losses. Essentially, national treasuries went into debt
to transfer money to banks. This large volume of debt that treasuries placed on the markets
was acquired by central banks, which issued bank reserves. Central banks’ assets expanded in
the form of government bonds (they also acquired corporate bonds at first), while their
liabilities expanded in the form of surplus (or voluntary) bank reserves.
However, commercial banks’ balance sheets did not grow, as the increase in their central bank
deposits (excess reserves), was offset by the loss of assets (subprime loans, which lost value in
the crisis). In the U.S., the growth of the Federal Reserve’s balance sheet, consolidated with the
balance sheets of commercial banks, occurred essentially due to the expansion of the Fed’s own
balance sheet.
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In the present crisis, there was a loss of output due to the sudden halt in economic activity
caused by social distancing restrictions. A substantial part of this loss has been socialized in the
form of an increase in government debt, while another part has been absorbed by families and
companies in the form of lower income.
However, household savings data suggests that public sector compensation has been greater
than household consumption. Thus, at least until June, families accumulated deposits at
commercial banks. Graph 16 shows this phenomenon.
Graph 16 presents the rate of change in
the M3 money supply. This measures
people’s deposits at commercial banks. As
well as cash held by the public and
demand deposits, M3 also includes
deposits in savings accounts and mutual
funds, which are often collateralized with
short-term and highly liquid treasury
bonds. Graph 16 shows the rate of change
in the nominal stock between one month
and the same month of the previous year.

Graph 15: Year-over-Year Change in M3 (%)

Source: St. Louis Fed. Produced by: FGV IBRE
We can immediately see that in the
present crisis, deposits have behaved
very differently than in the global
financial crisis. In the global financial crisis, annualized growth in M3 went from 5% in August
2008 to 10% in January 2009, before slumping to just over 1.5% in March 2010. During the
current crisis, annualized M3 growth went from 7% in January to 23% in July.

We have known for decades that there is no mechanical relationship between the dynamics of
inflation and the money supply. In addition, we know that inflation depends essentially on
inertia, expectations, the exchange rate and the degree of space capacity in the economy.
Estimates that incorporate these four factors, made in conjunction with my IBRE colleague
Marcel Balassiano, indicate that measurements of core inflation (especially those that follow
the economic activity cycle more closely, such as trimmed mean inflation) are likely to decline
in the second half of this year. If this does not occur, it is a sign that something new is happening
to prices.
Samuel Pessôa

9. Political Outlook
Historical precedents for Bolsonaro’s change of course
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This year will certainly go down in history as a unique moment, in Brazil and across the world.
However, not everything we have experienced is unprecedented. Turning on “the lantern on
the stern,” to use the suggestive title of Roberto Campos’ memoirs,5 may help us to establish
possible navigation routes, albeit precariously traced ones, for the next two years, especially
with regard to the Bolsonaro administration’s political situation.
What would be the precedent for the first half of 2020, now that we know that in May,
Bolsonaro decided to send troops to the Supreme Federal Court,6 after threatening Congress
several times since the beginning of the year?
A precedent can be found in 1961, the first and only year of the failed presidency of Jânio
Quadros. After six months in office (his inauguration was on January 31) and frequent conflicts
with the legislature, Quadros, a right-wing populist without a parliamentary majority like
Bolsonaro, came to nurture the idea of passing a constitutional reform to strengthen the
executive branch. Through his justice minister, Pedroso Horta, he began to make threats,
claiming that it was impossible to govern with Congress and saying he wanted to impose a state
of exception.7 Party leaders repelled these threats. The rest is well known: Quadros resigned in
the expectation that Congress would ask him to return to office with expanded powers.
However, his resignation was readily accepted. Like Quadros, Bolsonaro has threatened these
institutions but failed to influence them.
However, Bolsonaro has been lucky. As the opposition has been demobilized by the pandemic,
he has not fallen. After getting a glimpse of the precipice looming before him, when Fabrício
Queiroz was arrested on June 18, the president fostered closer links with the Centrão bloc,
stopped threatening these institutions and moderated his language. What would be the
precedent for this change, which started two months ago? Fernando Collor’s second year in
office, 1991.
At the start of that year, Collor, another right-wing populist without a parliamentary majority
like Quadros and Bolsonaro, found that his unconventional plan to fight inflation had failed. In
February and March 1991, his popularity ratings fell below 30%. In the first half of the year, the
House of Representatives imposed some severe defeats on him. Collor then decided to change.
In May, he dismissed finance minister Zélia Cardoso and replaced her with Marcílio Marques
Moreira. This appointment helped to calm the government’s relations with the business
community. Collor also started to issue fewer provisional decrees, which he had overused in
1990, easing tensions with Congress.

Roberto Campos, A Lanterna na Popa: Memórias. Rio de Janeiro: Topbooks, 2001.
See Monica Gugliano, “Vou Intervir! O Dia em que Bolsonaro Decidiu Mandar Tropas para o Supremo,” piauí, no. 167, August
2020, available at https://piaui.folha.uol.com.br/materia/vou-intervir/.
7
See
Dicionário
Histórico-Biográfico
Brasileiro,
entry
on
Jânio
Quadros,
available
at
https://www.fgv.br/cpdoc/acervo/dicionarios/verbete-biografico/janio-da-silva-quadros.
5
6
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Bolsonaro’s appointment of federal representative Fábio Faria (Social Democratic Party, Rio
Grande do Norte) as communications minister in June 2020 was functionally equivalent to
Collor’s appointment of Marcílio Marques Moreira. However, the similarities end there,
because Bolsonaro’s popularity has grown recently, in the wake of the emergency aid approved
by Congress. Collor’s popularity continued to decline throughout 1991, as the economy
remained stagnant and inflation continued to be very high.
Will the government’s emergency aid save Bolsonaro from the problems that Collor continued
to endure until his fall in October 1992? Here we have two precedents. This aid has boosted the
financial well-being of low-income people, like the First Cruzado Plan of 1986 and the Real Plan
of 1994. The question is whether this positive shock will have an artificial and temporary effect
like the Cruzado Plan, or a structural and enduring effect like the Real Plan. We don’t know yet.
This is a question that economists are now grappling with.
If the emergency aid is similar to the Real Plan, optimistic scenarios will open up for Bolsonaro’s
survival and reelection. However, if it resembles the Cruzado Plan, Collor in 1992 will once again
be a possible precedent for Bolsonaro.
In April 1992, now very worn out, Collor carried out his last great political maneuver, when he
finally surrendered to the demands of coalition presidentialism. That month, he assembled a
cabinet of party leaders and strong names linked to the elites, including the cultural and
academic ones. This new cabinet was in a position to take Collor away from the edge of the
political abyss. However, in May, fortune left him for good, when Pedro Collor presented serious
allegations against his brother, the president. The rest is history. On October 2, Fernando Collor
left office after having his term suspended by Congress.
I will make one last comment to show the limits of the aforementioned analogies. If the
government’s emergency aid package resembles the Cruzado Plan and Bolsonaro does not
repeat the steps taken by Collor in April 1992, the opposition’s fragmentation could still save
the former army captain from Collor’s fate.
Professor Octavio Amorim Neto, FGV EBAPE

10. IBRE In Focus: Reestablishment of CPMF during the tax reform – more of the
same?
Among the rare points of consensus that have survived economic debates, the flawed Brazilian
tax system occupies a special position, as an old white elephant that Brazil has long been
lumbered with. It is antiquated, complex, regressive and anti-competitive. Based on a model
defined in the midst of the military regime, dating back more than half a century, this tax
structure creates a wide variety of distortions. In the last few decades, there have been several
unsuccessful attempts at tax reform. Earlier this year, the present administration finally
presented the first part of its tax reform proposal to Congress, almost a year after it initially
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intended to. We do not yet know the scope and above all the tax burden of this partial version,
which proved to be more conservative than expected, reinforcing something we have learned
over time: this process will not be quick and much less easy. Before the government presented
the next stage of its proposal, the still-unofficial idea of a new version of the Provisional Tax on
Financial Transactions (CPMF) dominated the tax debate. The arguments against this tax, which
was ended in 2007, are well known. In fact, the only widely recognized virtue of CPMF is its
ability to easily and quickly raise revenue, something that would be of great help in the current
fiscal situation, and reminding us of the many times in the past when the Brazilian government
has focused on increasing the tax take (rather than cutting spending) to get the public finances
in order. This In Focus section analyzes the possible resurrection of CPMF, precisely at this time
when the government has presented its proposal to simplify the tax system.
Among the limitations that have historically obstructed reformist efforts in the field of taxation,
the fear of harming the very high collection capacity of the Brazilian tax system stands out.
Brazil’s tax burden is at the level of developed countries, so the government has been able to
ignore the system’s evident dysfunctionalities. Objectives such as productivity and
competitiveness have been neglected, leading to the gigantic cost of doing business in Brazil,
while social inequality has been accentuated by an inside-out redistribution of income.
The fiscal deterioration of recent years, combined with cyclical difficulties imposed by the novel
coronavirus pandemic, have highlighted problems that need to be solved in order to allow a
sustained economic recovery. As the government’s budget has become increasingly tight,
public investment has been largely sacrificed, making foreign investors crucial to economic
dynamism. However, the country is less attractive to investors because of its legal uncertainty
and widespread tax litigation. Compliance difficulties are another major problem. According to
the World Bank’s Doing Business report, although the number of hours companies spend on
average to comply with tax obligations has fallen in recent years, Brazil still tops the global
ranking. On average, its companies spend 1,501 hours per year just to deal with the country’s
tax system.
In addition to the proposal presented to Congress by the economy minister at the end of July,
there are two other constitutional amendment proposals (PECs) under way on the same topic:
PEC 45 in the House of Representatives and PEC 110 in the Senate. All three proposals aim to
simplify the tax structure by ending a series of taxes and consolidating tax bases. Table 3
provides a comparative summary of the changes envisaged in each proposal.
In the first stage of the reform proposed by the government, the 12% rate proposed for the
Goods and Services Contribution (CBS), designed to unify PIS and COFINS, was higher than most
people expected. While the government justifies the high rate due to its possibility of making
better use of the credits accumulated in the new system, experts believe that the government
may have foreseen the effects of more difficult negotiations in Congress, which would lead to
a natural watering down of the rate initially proposed. The government has promised not to
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increase the tax burden, but it will have to provide more detailed explanations of its calculations
to show that this will not happen. It will also need to overcome the predictable resistance of
those who believe they will suffer the most from the redistribution of the tax burden, such as
the service sector.

Table 3: Comparison of Main Tax Reform Proposals

Source: Bill 3,887 of 2020, constitutional amendment proposals 45 and 110, Independent Fiscal Institute
Technical Statement 38, House Tax Reform Comparison and “When Everyone Pays, Everyone Pays Less,” an
Economy Ministry presentation. Produced by: FGV IBRE
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In light of the changes set out in the government’s proposed reform, the channel for using tax
credits in the country must be debated in order to correct bottlenecks that have prevented their
promised compensation or refund. According to a 2018 survey by the National Confederation
of Industry in partnership with Fundação Getulio Vargas, called “Challenges to the
Competitiveness of Brazilian Exports,” (32.9%) of the 589 exporting companies interviewed had
unsuccessfully applied for ICMS tax refunds. Only 34.5% of companies that requested
compensation received the amount due within one year. Countless requests for refunds end up
in court, but there is a five-year statute of limitations. Therefore, unlocking this channel is
essential to ensure that the headline tax rate does not cause a greater legal burden and
insecurity.
However, expectations for the second stage of the reform have been temporarily eclipsed by
the possibility of a new Provisional Tax on Financial Transactions (CPMF) of 0.2%. Although not
yet official, statements by the economic team reveal that this digital tax would not be very
different from its old version. The government is proposing to reestablish this tax, albeit with a
different tax base, at the same time that reforms are under way to simplify the tax system. The
cumulative nature of this tax, given that it is levied throughout the production chain, goes in
the opposite direction to that indicated by the government’s proposal, and it also departs from
the international standard of taxation on value added.
CPMF was initially designed to be provisional, hence its name, and it was supposed to be used
exclusively to fund public health care, but it remained in force between 1997 and 2007 and it
soon lost its nature as a hypothecated tax, as it was used to finance other expenditure such as
public pensions. In fact, CPMF did not even boost the health budget, because it merely allowed
the government to reallocate resources previously assigned to health to other sectors. CPMF
was recognized for its low level of tax evasion, but it encouraged financial disintermediation
and a flight to other channels to prevent the tax from being levied. It also contributed to rising
interest rates and made Brazil’s tax system more regressive, due to its uniform rate, irrespective
of people’s ability to pay. In fact, high-worth individuals were able to access creative packages
offered by private banks to legally circumvent CPMF. The tax rate started out at 0.2% but it was
0.38% by the time it was repealed. The government said it increased the rate because its tax
base had eroded, but this created a vicious circle of more taxpayers fleeing due to the higher
rate.
Now that we can use cryptocurrencies and open digital bank accounts abroad using a
smartphone, we must consider that the opportunities to circumvent CPMF today are numerous,
following more than a decade of notable digital advances. Furthermore, the government will
probably be tempted to raise more money by gradually increasing the tax rate to meet its
current spending needs, which will tend to become further inflated to win votes in the coming
years. At a time of tax reform, when we have the opportunity to correct old distortions, it seems
that resurrecting CPMF, albeit a rebranded one, will merely meet the government’s need for
29
Macro Bulletin

August 2020

more resources. This traditional way of executing fiscal adjustment by increasing the tax burden
should not be used as an excuse for us to once more fail to effectively tackle the growing
trajectory of primary expenditure, which has given us worrying levels of government deficits
and debts.
In fact, the expansion of electronic commerce, boosted by social distancing measures during
the pandemic, has caused specific requirements for the treatment of digital transactions,
especially tax liabilities in marketplaces. Dealing with a modern issue like this with an old type
of tax that has been eliminated in the rest of the world does not seem the most advisable way
forward. Of the many legacies that may be left by the tax reform, we hope that one more
invisible tax will not be among them. And we certainly do not want the reestablishment of CPMF
to be seen as an opportunity for more tax breaks, replacing one distortion with another. There
are some important bills before Congress, and we must not risk once again losing the backbone
of structural tax reform, which could guarantee more simplification, transparency,
predictability and social justice. Otherwise, the path ahead will just lead to more of the same.
Juliana Damasceno

Editorial Revision of IBRE’s Macro Bulletin: Fernando Dantas
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