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Brazil in 2021: The focus is on fiscal policy

Brazil's forceful policy reaction to the pandemic was crucial to mitigate
its economic impact but it requires some correction in 2021. As it
stands, the fiscal tightening dictated by current law would pave the
way for a credit-fuelled virtuous cycle and higher growth. Another
round of fiscal stimulus would, however, create a vicious cycle

Binding fiscal constraints imply binary 2021 outcomes

Brazil's economic policy response to the pandemic was unusually aggressive by emerging
market standards. The monetary easing was perhaps the most forceful in EM when you consider
the current level of the policy rate of 2%, relative to the ten-year historical average of 10%. The
persistent FX sell-off has been the primary side-effect of that easing, which is, arguably a minor
concern in the current low-inflation environment.

Much more consequential has been the fiscal stimulus enacted, especially the household income
transfers to help offset wage income lost to Covid-19 movement restrictions.

The combined effect of the larger spending and the recession-related drop in tax collection should
result in a major fiscal deterioration in 2020, as you can see in the chart below. And 2021 is likely
to be a crucial year for Brazil to reveal its commitment, or not, to a sustainable fiscal trajectory.
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Fiscal deficit surged to record-highs, provoking a sharp rise in
public debt

5.0 100
2.5 -W 90
0.0
25 80 A
-5.0
-7.5 4
-10.01

-12.54
-15.01

704

% of GDP

60

% of GDP

50 A
40 +

2010 2015 2020 30 1

— Nominal fiscal balance = Debt servicing G e e p s el

—Primary fiscal balance Net debt = Gross debt

Source: Macrobond, ING

With the household income transfers set to end in December and government spending already
set to reach the legal limit stipulated in the “fiscal spending ceiling” in 2021, temptation to change
the law to accommodate greater spending has increased, resulting in frequent efforts to weaken
the fiscal framework.

Those efforts have, so far, encountered severe resistance and we expect them to continue to fail.
But uncertainty regarding that outcome would keep risk premium levels elevated and limit
prospects for the economic recovery.

Continued monetary stimulus depends on fiscal consolidation

As it stands, the current fiscal framework, centred on the “fiscal spending ceiling” mandate, which
has frozen government spending in inflation-adjusted terms, would ensure a gradual improvement
in Brazil's fiscal trajectory.

Our base-case scenario is that this fiscal framework will remain unaltered in the foreseeable
future, as advocated by the Finance Ministry. This scenario should not be taken for granted, but we
believe there's enough opposition within Congress, requlators, and the press, along with
disciplinary market forces, to prevent the creation of a constitutional majority in Congress to
change the law.

A corollary of our fiscal assumption is that fiscal policy will turn contractionary in coming years,
paving the way for a prolonged period of expansionary monetary policy. And this monetary
stimulus, amid favourable prospects for a credit-fuelled economic recovery, is the main reason to
be optimistic about Brazil's growth prospects.
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Bank lending continues to rise, amid record-low delinquency
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As seen in the chart above, bank lending has surged, despite the pandemic, and the outlook
remains favourable, especially in the housing and construction sectors, which should benefit from
record-low rates and new financing options.

There are two other growth-enhancing drivers we would highlight. The first is the expected
progress in pro-growth legislation such as the approval of the new regulatory framework for
natural gas and private sector investment in water/sanitation services. The second is the more
competitive FX rate, which should help local producers so long as the inflation outlook remains
anchored, as we expect.

Inflation expectations should remain anchored but we see
upside risk to GDP growth
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Despite uncertainties, our 2021 outlook is rather benign

Overall, we expect the government and Congress to remain committed to the current fiscal
framework. This suggests that inflation expectations should remain fully-anchored and the central
bank should be able to keep the policy rate unchanged at 2% throughout 2021, providing upside
risk to GDP growth expectations.

Inflation risks have risen, amid fast-rising food prices and global supply disruptions, but high
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unemployment and spare capacity suggest that price pressures are likely to be temporary.

We currently expect Brazil's GDP to contract by 4.3% in 2020, among the best results in LATAM,
and to grow by 3.9% in 2021. Our bias is for a better-than-expected 2021.

The Brazilian real's underperformance since mid-2019 was largely driven by the country's deep
interest rate reduction and given that we don't expect any rate hikes in 2021, the BRL should
remain poorly supported by the monetary policy stance.

We expect an appreciation bias for the BRL to gradually emerge throughout 2021 however, as
external accounts continue to improve and fiscal risks abate, helped by the recovery and falling
debt servicing costs.

An alternative scenario in which Congress abandons the current fiscal framework and opts for
fiscal stimulus would, meanwhile, create a vicious cycle. It would exacerbate fiscal risks,

elevate risk premium levels and, eventually, stimulate the dollarisation of local portfolios, forcing
the central bank to tighten monetary policy, resulting in further deterioration in the fiscal outlook.
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