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e The Copom Policy Committee is scheduled to gather this week to announce its interest rate decision on
Wednesday (February 1). In line with the broad consensus (in terms of both yield curve pricing and analysts’
projections), we expect the Brazilian Central Bank (BCB) to keep the Selic policy rate unchanged at
13.75%.

¢ In the statement accompanying the decision, we believe that the BCB will not make major changes in the
signals for the next monetary policy steps, maintaining the indication that it will continue to evaluate “if the
strategy of maintaining the Selic rate for a sufficiently long period will be enough to ensure the convergence
of inflation”.

e However, the upside risks for the inflation outlook have clearly increased since the last Copom meeting.
We calculate that the 18-month-ahead inflation expectations have increased by 7bps since early
December. At 4.36%, this statistic got a bit further away from the calendar-adjusted 18-month-ahead
inflation target (now standing at 3.06%, from 3.13% previously, as the turn of the quarter leads to a greater
weight for 2024 vis-a-vis 2023).

e While the final move in 18-month expectations may seem small to the “naked eye”, it is important to bear
in mind a couple of things: first, the rise in median IPCA expectations for the horizons of 2023 and 2024
more than offset a downward calendar effect totaling 0.4 p.p. following the change in weights for the policy
horizon. Second, inflation expectations have increased despite the mark-up in the median Selic forecasts
(+75bps to 12.50% for YE2023 and +100bps to 9.50% for YE2024). The latter means that the markets
anticipate risks of a worse trade-off for monetary policy and less room for easing interest rates ahead,
reflecting both the perception of fiscal risks and a debate on the inflation targets.

e Asthe market and the monetary authority await economic policy decisions that could potentially imply large
fiscal stimulus and higher inflation expectations, we believe the authority will not change the strategy now,
but it could well step up its assessment of inflationary risks. In our view, an eventual signal of upward
asymmetry in the balance of risks at this stage would be warranted.

e We continue to believe that a change in the flight plan (of rate stability for long) would require the
confirmation of a significant deviation from the BCB’s scenario and hypotheses. We continue to pencil in a
YE2023 Selic rate at 12.00%, with rate cuts starting in August. But the risks of a slower and later policy
easing are definitely on the rise.

IMPORTANT DISCLOSURES/CERTIFICATIONS ARE IN THE “IMPORTANT DISCLOSURES” SECTION OF THIS
REPORT.
U.S. investors’ inquiries should be directed to Santander Investment Securities Inc. at (212) 583-4629 / (212) 350-
3918.
* Employed by a non-US affiliate of Santander Investment Securities, Inc. and is not registered/qualified as a
research analyst under FINRA rules
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SOME BACKGROUND ON THE PREVIOUS POLICY MOVES AND SIGNALS

At the December Copom meeting, the Brazilian Central Bank (BCB) held the Selic rate steady at
13.75%, as widely expected, with no changes in the policy signals. On that occasion, the authority once
again pledged to “remain vigilant” and to assess “if the strategy of maintaining the Selic rate for a sufficiently
long period will be enough to ensure the convergence of inflation”. The BCB still claims that “future monetary
policy steps can be adjusted” and that it “will not hesitate to resume the tightening cycle if the disinflationary
process does not proceed as expected”. Until that moment, the BCB had chosen to take a mild, cautious
approach to the fiscal risks. The authority stated that it will “closely monitor future developments in fiscal policy”,
particularly focusing on “its effects on asset prices and inflation expectations, with potential impacts on the
dynamics of future inflation.” Elsewhere, in the scenario assessment, the BCB slightly moderated its tone on
economic activity, kept its hawkish wording on inflation, and indicated that it remains alert about the global
(economic and financial) risks and developments.

The Copom continued to project IPCA inflation converging toward the mid-target for the relevant policy
horizon, assuming a scenario with rate cuts in August 2023. At the December meeting, the BCB made
slight changes in its inflation forecasts. It penciled in IPCA inflation at 3.3% for 2Q24 (the key policy horizon at
that moment), up from 3.2% at the October Copom. For YE2024, the BCB revised its forecast slightly higher,
to 3.0% (previously: 2.9%; mid-target: 3.00%). Importantly, the BCB’s inflation forecast for free-market items
remained considerably below the consensus for both 2023 and 2024.

December communications from the BCB were complemented by the minutes and the quarterly
inflation report (QIR) for 4Q22. In the minutes2, the BCB said it will continue to pay special attention to the
evolution of the output gap, activity projections, and services inflation. The BCB believed the inflation risks
remained high and required “continuous monitoring and serenity in their assessment” regarding the inflation
outlook. The Copom considered that there had been “some decrease in the estimated [economic] slack since
its latest update”, but the authority continued to estimate “an increase in slack throughout the monetary policy
horizon, as a result of the monetary adjustment undertaken in recent quarters.” The BCB pointed to “a more
moderate pace of growth” in the data that “contribute to the assessment of the degree of slack.” The authority
also noted the initial impact of monetary policy on bank lending and on broader economic activity. On inflation,
the authority continued to recognize that CPI remained high, as the BCB saw “the inflation of the components
more sensitive to the economic cycle and the monetary policy, which present greater inflationary inertia”, still
running above the target.

In the inflation report, the BCB revised its 2022 GDP forecast higher to 2.9% (previously 2.7%), owing to the
historical time series revision and the results for 3Q22 GDP. For 2023, growth was still seen at 1.0%, with the
slowdown led by the global economy and a tight monetary policy. The authority calculated that the output gap
was open and was expected to remain so ahead: the economy was seen running 1.1% below its potential for
4Q22 (previously -1.6%) and 1.8% below the trend for 4Q23 (previously -2.1%). On that topic, one of the BCB
boxes of studies took a closer look at services inflation and concluded that inertia had the greater role in the
recent price acceleration for that group, with the weaker trend in cyclical services being viewed by the BCB as
confirmation of a still open output gap.

In our view, the December communications showed the Copom was in “wait-and-see” mode, believing
that the strategy of high for long would bring inflation down to the mid-target in the medium term.

' Santander Brazil Monetary Policy: “COPOM DECISION: Serenely Waiting and Seeing Fiscal Events” — December 7, 2022 — Available on:
https://bit.ly/Std-COPOM-dec22
2 Santander Brazil Monetary Policy: “Copom Minutes: Just Watching, For Now — November 1, 2022 — Available on: https://bit.ly/Std-COPOM-
min-oct22
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THE CONTEXT FOR THE FEBRUARY 2023 MEETING

In our view, the recent increase in the perception of fiscal risk would justify the BCB in issuing more
forceful signals about the consequences for monetary policy of the continuation of an expansionary
fiscal stance, from the standpoint of both aggregate supply-demand balance (i.e., the economic cycle)
and government debt sustainability.

This discussion becomes even more relevant amid initial signs of contagion in inflation expectations, given the
considerable uncertainty in the realm of fiscal policy and the market conjectures on future government
decisions on the path of the inflation targets. After the approval of a rather elevated waiver for federal spending
to settle above the constitutional ceiling this year, we believe the proposal for a new budget framework will be
of paramount importance. The debate on a possible change in the inflation targets for the medium term is still
incipient, and there is a lack of visibility on that front as well. Analysts’ surveys indicate that expectations are
starting to feel the effects: since the last Copom meeting (in early December), there has been an increase of
about half a percentage point in inflation projections for all horizons between 2023 and 2026 (for details, see
Figure 7).

Importantly, we calculate that the 18-month ahead inflation expectations increased by 7bps to 4.36%, getting
a bit further away from the calendar-adjusted 18-month ahead inflation target (now 3.06%, previously 3.13%,
as the turn of the quarter leads to a greater weight for 2024 vis-a-vis 2023%). While the final move in the 18-
month expectations may seem small to the “naked eye”, it is important to bear in mind a couple of things: first,
the increase in median IPCA expectations for the horizons of 2023 and — most importantly — 2024 (the latter
going to 3.90% from 3.50%) more than offset a downward calendar effect totaling 0.4 p.p. following the change
in the weights for the policy horizon (as we entered a new quarter). Secondl inflation expectations increased
despite the mark-up in the median Selic rate forecasts (+75bps to 12.50% for YE2023 and +100bps to 9.50%
for YE2024). The latter means that the markets are anticipating a worse trade-off for monetary policy and less
room for rate cuts ahead-.

Although inflation projections are starting to gradually move away from the mid-target, both for the relevant
horizon (i.e., 18 months) and in the longer term, the preliminary signs of a de-anchoring could still potentially
be contained (or reversed) with appropriate signs from economic policy, more specifically if there are eventual
indications of planned curbs in government spending and a stronger signal of no intention to change the
inflation targets. Thus, even though the upward risks for the future trajectory of inflation are intensifying, we still
believe that a change in strategy on the part of the BCB would be premature at this point.

Regarding the scenario assessment, core inflation remains quite high, but real activity seems to lose strength
in 2H22 (particularly in 4Q22) and into 1Q23, which is in line with the BCB’s scenario. Tight monetary policy
and financial conditions continue to suggest a slowing pace ahead. However, the level of economic slack
remains a big question mark and a major source of uncertainty: our numbers point to a narrower output gap
than the BCB estimates presented in the 4Q22 inflation report. Despite the methodological difficulties involved
in calculating unobservable variables (e.g., potential GDP, structural unemployment), the apparent erosion of
economic slack is an important risk factor, raising the probability of even more persistent inflation, especially
amid an abundance of fiscal stimulus. Moreover, we believe there are indirect signs that economic idleness
may be running out, given: (i) the ongoing acceleration of average wage growth, in both real and nominal terms;
(i) the persistence of underlying inflation, as signaled by cyclical core gauges (e.g., IPCA EX3 ~ 7.5% QoQ-
saar); and (iii) the high level of the current account deficit (running close to 3% of GDP).

3 We calculate IPCA expectations and calendar-adjusted target for the rolling 18 months ahead based on the weights of each calendar year
comprised in the BCB’s policy horizon (according to the authority’s own rule of thumb). For 1Q23, this means 25% for 2023 and 75% for 2024.
4 This worse trade-off means higher inflation (expectations) for any given level of (expected) Selic policy rate. Both the perceptions of fiscal risks
and the debate on an eventual upward revision of the inflation target could explain these movements.

3
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WHAT CAN WE EXPECT FOR THE MEETING AND FUTURE STEPS?

In line with the broad consensus (in terms of both asset prices and analysts’ forecasts), we expect the
BCB to hold the Selic rate steady at 13.75% on Wednesday (February 1).

In its statement, we believe the BCB will not make major changes to the flight plan, keeping the indication that
it will continue to evaluate “if the strategy of maintaining the Selic rate for a sufficiently long period will be
enough to ensure the convergence of inflation”. We expect the BCB to continue to state that “it will not hesitate
to resume the adjustment cycle if the disinflation process does not proceed as expected”. Thus, we believe the
Copom will send the message that it intends to remain “vigilant” regarding the next steps and will signal a flight
plan that maintains interest rates on hold for a sufficiently long period.

However, amid the possibility of economic policy decisions leading to greater fiscal stimulus and higher inflation
expectations, we believe that the authority could raise the tone in its assessment of inflationary risks. We
believe that mentioning an upward asymmetry in the balance of risks would be adequate, even though
the BCB may continue to implicitly suggest an absence of bias. We also think it would be adequate for
the BCB to convey a stronger message on the higher risk that the start of an easing cycle (as embedded
in the BCB’s and market’s scenario for the Selic rate) could be pushed out further.

We still believe that a change in the flight plan (toward a hike in interest rates) would require strong evidence
against the current “null hypothesis” of the BCB (i.e., that the strategy of stable rates at high levels for longer
will bring inflation to the mid-target for the relevant policy horizon). That would require major deviations in the
scenario and hypotheses adopted by the authority. We continue to pencil in rate cuts in 2H23 (Selic at 12.00%
at YE2023), with risks for the expected path skewed to the upside, given the fiscal and policy uncertainties.

Refer to a summary of the Copom dataset and the following graphs.
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Figure 1. Santander Selic Forecast (% pa)
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Figure 3. Calendar-Adjusted IPCA Estimates, Target
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Note 1: IPCA expectations and target adjusted for the weight of each
calendar-year as a policy horizon. For 1Q23, this means 25% for

2023 and 75% for 2024.

Note 2: Figures for the end of month. For January 2023, up to the 27th.

Figure 5. Median Selic Rate Expectations
(% annual)
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Figure 2. Historical, Expected BCB Moves (% pp)
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Figure 4. Median Selic Rate Expectations (% annual,
monthly path)
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Figure 6. Median IPCA Inflation Expectations
(% annual)
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Figure 7. Proxy for the Copom Dataset, Part 1

ECONOMIC TOPIC LATEST DATA THIS MEETING LAST MEETING SECOND LAST
Key Variables When? Feb-23 Dec-22 Oct-22
INFLATION
Forecasts (% p.a.) - BCB's Focus report
Calendar-Weighted Forecast (~18 months) 27-Jan-23 i 4.36 4.29 4.22
Calendar-Weighted Target (~18 months) 27-Jan-23 L 3.06 3.13 313
Calendar-Weighted Expectations Gap 27-)Jan-23 LI 1.30 1.17 1.09
Forecast for a year ahead (12 months) 27-Jan-23 ] 5.63 5.28 5.13
Forecast for 2023 - target: 3.25% 27-Jan-23 i 5.74 5.08 4.94
Forecast for 2024 - target: 3.00% 27-Jan-23 i 3.90 3.50 3.50
Forecast for 2025 - target: 3.00% 27-)Jan-23 LI 3.50 3.00 3.00
Forecast for 2026 - target: 3.00% 27-)Jan-23 LI 3.50 3.00 3.00
Breakeven inflation rates (% p.a.)
1-year 27-Jan-23 A 6.36 6.11 5.82
2-year 27-Jan-23 i 6.39 6.12 5.83
5-year 27-Jan-23 LI 7.28 6.94 7.25
10-year 27-Jan-23 i 6.51 6.34 5.96
Actual CPI data
Headline (% YoY) Dec-22 th 5.8 5.9 6.5
Headline (% QoQ, saar) Dec-22 dn 4.8 1.9 0.3
Core IPCA EX3 (% YoY) Dec-22 [ 11.1 11.3 11.3
Core IPCA EX3 (% QoQ, saar) Dec-22 i 8.3 8.1 10.2
New cores average (% YoY) Dec-22 th 9.1 9.4 9.7
New cores average (% QoQ, saar) Dec-22 ] 6.1 5.9 71
Diffusion index (sa, 3m) Dec-22 dp 63.4% 63.3% 65.6%
Diffusion index ex-food (sa, 3m) Dec-22 th 20.9% 42.7% 66.1%
MONETARY POLICY
Selic rate (% p.a.)
Current level 27-Jan-23 = 13.75 13.75 13.75
Forecast for 2023 27-Jan-23 LI 12.50 11.75 11.25
Forecast for 2024 27-Jan-23 LI 9.50 8.50 8.00
Forecast for 2025 27-Jan-23 fh 8.50 8.00 7.75
Forecast for 2026 27-Jan-23 A 8.50 8.00 7.50
Yield curve (% p.a.)
1-year OIS swaps (pré-DlI) 27-)Jan-23 L 13.5 13.9 13.2
2-year OIS swaps (pré-Dl) 27-)Jan-23 s 12.8 13.4 12.0

Ex-ante real interest rate (% p.a.)

1-year (OIS swaps vs. inflation forecast) 27-Jan-23 th 7.5 8.2 7.7
FISCAL POLICY
Primary Fiscal Balance (% GDP)

Forecast for 2023 27-Jan-23 [ -1.1 -0.9 -0.5
Forecast for 2024 27-Jan-23 [ -1.0 -0.5 0.0
Forecast for 2027 27-Jan-23 = 0.0 0.0 0.6
Forecast for 2030 27-)Jan-23 th 0.6 0.8 1.0
Gross General Government Debt (% GDP)
Forecast for 2023 27-)Jan-23 th 79.0 81.7 81.5
Forecast for 2024 27-Jan-23 [ 82.0 83.6 82.5
Forecast for 2027 27-Jan-23 [ 88.0 88.7 86.8
Forecast for 2030 27-Jan-23 A 91.8 90.7 90.0

Sources: IBGE, FGV, Brazilian Central Bank, Anbima, Bloomberg, Santander.

Last update: January 27, 2022.
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Figure 8. Proxy for the Copom Dataset, Part 2

ECONOMIC TOPIC

Key Variables

REAL ACTIVITY
GDP forecasts (% p.a.) - BCB's Focus report
Forecast for 2023
Forecast for 2024
Forecast for 2025
Forecast for 2026
Actual activity data
IBC-Br (% QoQ, saar)
Industrial production (% QoQ, saar)
Retail sales (% QoQ, saar)
Services volume (% QoQ, saar)
Unemployment rate (% 3m, SA)
Real average wage (% YoY, 3m)
Real wage bill (% YoY, 3m)
Caged payrolls (thousands, SA, 3m)
Economic confidence (2011=100)
EXTERNAL SECTOR
FXrate (USD/BRL)
Current level
Actual: 5-day average (previous week)
USD/BRL (to be) used in simulations
Forecast for 2023
Forecast for 2024
Forecast for 2025
Forecast for 2026
Current account balance (USD Billions, 12m)
Current level (12-month rolling)
Forecast for 2023
Forecast for 2024
Forecast for 2025
Forecast for 2026
ASSET PRICES
Santander Brasil's financial conditions index*
IC-Br (% YoY)
CRB Commodity Index (Futures, USD terms)
CRB Commodity Index (Futures, BRL terms)
CRB Commodities in BRL: 50-day average
Brent Qil Price (USD bbl) / 1st Active Future
Brazil 5-year CDS (basis-points)
Ibovespa stock index (points)
Dl Jan-24 (% p.a.) / Futures
Dl Jan-25 (% p.a.) / Futures
Dl Jan-26 (% p.a.) / Futures
NTN-F 2029 (% p.a.) / Pre-Fixed Rate
NTN-F 2033 (% p.a.) / Pre-Fixed Rate
NTN-B 2045 (% p.a.) / Inflation-Linked
NTN-B 2055 (% p.a.) / Inflation-Linked

LATEST DATA

When?

27-Jan-23
27-Jan-23
27-Jan-23
27-Jan-23

Nov-22
Nov-22
Nov-22
Nov-22
Nov-22
Nov-22
Nov-22
Nov-22
Jan-23

27-Jan-23
27-Jan-23
27-Jan-23
27-Jan-23
27-Jan-23
27-Jan-23
27-Jan-23

Dec-22
27-Jan-23
27-Jan-23
27-Jan-23
27-Jan-23

Jan-23

Dec-22

Jan-23
27-Jan-23
27-Jan-23
27-Jan-23
27-Jan-23
27-Jan-23
27-Jan-23
27-Jan-23
27-Jan-23
27-Jan-23
27-Jan-23
27-Jan-23
27-Jan-23

Sources: IBGE, FGV, Brazilian Central Bank, Anbima, Bloomberg, Santander.

* Santander Brazil Economic Activity: “Financial Conditions Remain Restrictive, Despite Relief at the Margin” — January 17, 2023 — Available on: https:/bit.ly/Std-FCl-jan23

Last update: January 27, 2022.
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THIS MEETING

Feb-23

0.80
1.50
1.89
2.00

-2.7
-3.1
3.2
5.4
8.6
7.2
13.0
115
83.0

5.11
5.12
5.10
5.25
5.30
5.30
5.30

-60.4
-46.0
-45.0
-48.0
-45.5

1.08
-1.6
278
1,416
1,430
87
233
112,316
13.55
12.85
12.79
13.12
13.23
6.46
6.48

LAST MEETING SECOND LAST

Dec-22

0.75
1.71
2.00
2.00

0.7
-3.2
-2.0
10.0

8.6
4.7
11.5
131
85.2

5.22
5.25
5.25
5.25
5.23
5.21
5.30

-61.3
-43.0
-44.2
-39.5
-45.1

1.13
-0.1
266
1,384
1,460
78
247
109,069
13.85
13.04
12.79
12.84
12.86
6.16
6.17

Oct-22

0.63
1.80
2.00
2.00

6.1
-1.2
-6.3
12.1
8.8
2.5
9.9
143
84.5

5.38
5.23
5.25
5.20
5.11
5.15
5.20

-58.5
-34.0
-38.0
-40.0
-45.0

1.56
-1.7
277
1,484
1,457
91
286
112,764
12.99
11.92
11.80
12.16
12.22
5.86
5.86
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