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CONCERNS OVER BRAZIL’S ECONOMIC AND FOREIGN POLICIES

Brazil has embarked on a series of policy changes, causing uncertainty to rise and 
equities to underperform in 2023. In this edition of Infocus Joaquin Thul looks at the 
recent Brazilian Central Bank’s (BCB) decisions, the factors that might drive a policy 
change later in the year and how Brazil’s foreign policy aims to lead global sustainability 
efforts and promote peace.

1. Inflation expectations still not anchored to BCB’s objectiveSince Lula Da Silva took office on 1 January, there has been 
a series of changes in Brazil’s economic and foreign policies. 
A left-wing government has been appointed following a 
divisive election in 2022. The new administration proposed 
a new fiscal rule, which is under review by the Brazilian 
Congress. The Ministry of Finance is working on a tax reform 
and aims to conduct an administrative reform. Concerns 
have been raised over the management of the fiscal 
budget by the new government which also questioned the 
independence of the BCB.

Additionally, Lula intends to re-position Brazil as a key 
player in the current geopolitical environment, signalling 
a change from the Bolsonaro administration. He aims to 
increase Brazil’s trade links with Asia and lead the BRICS 
group together with China, its main trading partner.1,2 The 
increased uncertainty over some of these proposed changes 
and the concerns arising from Brazil’s close ties with China 
help explain the poor performance of Brazilian equities in 
2023 despite attractive valuations. The Bovespa index is down 
by almost 7% year-to-date (YTD) after being one of the best 
performers last year with gains of almost 5%.

Economic policy developments
Despite initially questioning the BCB’s independence and 
need for lower interest rates, Lula has recently toned-down 
his criticism of BCB President Campos Neto.3 However, the 
appointment of Gabriel Galipolo, a senior official at the Ministry 
of Finance, as monetary policy director at the BCB has been 
seen as another attempt from the government to influence the 
central bank’s actions. On 3 May the BCB kept interest rates 
unchanged at 13.75% for the sixth consecutive meeting. The 
tightening of monetary policy since April 2021 saw the Selic rate 
increasing by 11.75 percentage points, and headline inflation 
declining from over 12% year-on-year in April 2022 to 4.65% in 
March 2023. There is speculation on when the BCB will start 
cutting rates to support the economy which, according to IMF 
projections, is expected to see its GDP grow by less than 1% 
in 2023. The decline in commodity prices, the deceleration of 
global economic activity and the contraction in domestic credit 
supply have lowered inflation and would support a rate cut in 
the coming months. 

Sources: Banco Central do Brasil, Refinitiv and EFGAM. Data as at 4 May 2023.
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However, the BCB said that cutting interest rates will depend 
on inflation getting close to the 3.25% target and the anchoring 
of long-term inflation expectations. The first condition has 
already been met. Current headline inflation is now within 
the upper limit of the target range (see Figure 1). The second 
condition remains challenging. The de-anchoring of long-term 
inflation expectations is attributed to the risks of persistent 
global inflationary pressures and the uncertainty surrounding 
the new fiscal rule which will impact the trajectory of public 
debt and thus inflation expectations (green dotted line in 
Figure 1).

In March, Minister of Finance Fernando Haddad presented the 
new fiscal rule, and it is expected to be approved by Congress 
in mid-May. The new rule sets annual primary fiscal balance 
targets and limits real spending growth to 70% of real revenue 
growth. This limit could fall to 50% if the primary balance target 
is missed.4 Being now linked to revenue, as opposed to inflation 
under the previous rule, the new fiscal framework risks making 
public spending more pro-cyclical. However, the additional 
condition to meet the primary fiscal target is expected to limit 
the scope for the administration to be fiscally irresponsible.

Stepping up foreign policy efforts
Lula has renovated Brazil’s foreign policy relations with key 
trading partners since January. In the first four months of 2023 
he met US President Joe Biden to discuss common initiatives 

1 BRICS is the group of Brazil, Russia, India, China and South Africa.
2 China accounts for one-third of Brazil’s total exports.
3 The BCB was granted independence by Congress in 2021.
4 Official projections anticipate a primary balance deficit of 0.5% of GDP for 2023, 0% in 2024 and a fiscal surplus of 0.5% and 1.0% of GDP in 2025 and 2026, respectively.
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2. Principal Chinese investments in 2021 (% of invested amount)

3. Brazilian exports by region (2021)

Sources: China-Brazil Business Council and China Global Investment Tracker (CGIT). Data as at 4 May 2023.
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on climate change, visited China to work on trade and joint 
investment projects, travelled to Europe to restart discussions 
over a free-trade agreement between Mercosur and the 
European Union, and received Russia’s Foreign Minister Sergei 
Lavrov to discuss a potential resolution to the Russia-Ukraine 
conflict. Russia is Brazil’s main supplier of fertilizers, a key 
input for its agricultural industry.

Lula’s visit to Xi Jinping in April was important to support 
investment and trade between the two countries. Brazil 
represented the main destination for Chinese investments 
in 2021, accounting for almost 14% of China’s investment 
abroad (see Figure 2). Moreover, Chinese investments in Brazil 
increased to USD 5.9 billion in 2021, the highest value since 2017, 
matching the amount invested by China in the rest of South 
America combined.5 Conclusion

The change of government in Brazil has brought a series of 
changes in economic and foreign policies. The uncertainty 
this has generated has contributed to the poor performance 
of domestic equities in 2023. However, the direction of 
economic policy is unlikely to change under Lula and that 
will give investors more clarity in the coming months. The 
independence of the BCB will be respected given its recent 
success at reducing inflation. Long term inflation expectations 
have increased above the BCB target but should decline as 
uncertainty fades. It would be reasonable to expect the BCB to 
start cutting rates in the second half of 2023. 

On the foreign policy front, Brazil’s ties with China have 
increased in the last few years, with a surge in Chinese 
investment in Brazil, particularly in the oil and gas exploration 
sector, but also in green infrastructure projects. Conversely, 
China is Brazil’s top trading partner, with agricultural exports to 
China representing almost one third of total exports.

Brazil seeks to position itself as a key player in the current 
geopolitical map. Efforts to negotiate a peaceful solution to the 
Russia-Ukraine conflict are commendable, although unlikely 
to succeed in the short term. Finally, it would be reasonable 
to expect joint efforts with China to increase trade within the 
BRICS in other currencies than the US dollar. However, this 
is also likely to take time given the strong position of the US 
dollar as global reserve currency.

Investors were also concerned over two events during 
Lula’s visit to China. First, he attended the appointment of 
Brazilian former President Dilma Rousseff as head of the 
New Development Bank (NDB), formerly known as the BRICS 
Development Bank.6 During that event, Lula suggested that 
Brazil and China should stop using the US dollar for trade 
between them and called for the BRICS countries to find an 
alternative currency to be used for commerce among the 
group. Trade with the BRICS represents a third of Brazil’s 
exports, with China being the top destination (see Figure 3).

Additionally, Lula condemned the invasion of Ukrainian 
territory but was critical of Western countries’ response to the 
war. He stated that US and Europe should stop “encouraging” 
the conflict and start talking about peace. In line with Brazil’s 
historically neutral stance on previous global conflicts, Lula 
used the meeting with Xi to discuss the creation of a so-called 
“peace club” of countries to negotiate a solution to the conflict.

5 Chinese Investment in Brazil. 2021 a year of recovery. 31 August 2022 
https://www.cebc.org.br/2022/08/31/estudo-inedito-investimentos-chineses-no-brasil-2021/

6 A supranational institution with headquarters in Shanghai, founded in 2015 to support infrastructure and sustainable development projects in emerging 
economies.
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