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INFLATION, ACTIVITY TAKE THE MAIN STAGE Bazm“é“:ﬁfé;;gﬁq:g

¢ Keeping its high volatility pattern, the BRL stood among the worst performing currencies this week, on the heels
of market fears about the renewal of extraordinary fiscal stimulus provided during the pandemic, and possible
risks for the fiscal regime.

o Fiscal jitters also drove a bear steepening in the domestic curve of nominal yields, pressuring the back end
higher. The front-end was driven by Copom’s decision (interpreted as more hawkish than expected by the
market).

e Brazil's COVID-19 vaccination has started, albeit at a slow pace amid vaccine supplies shortage. As of
Wednesday (January 20, 2021), 125k doses have been administered in the country. Amid a persistent second
wave of infections, tighter restrictions may be imposed in metropolitan S&o Paulo, which could mean a headwind
for activity in 1Q21.

e The Brazilian Central Bank (BCB) kept the Selic policy rate at the historical low of 2.00% but removed the
forward guidance, whereby the authority had been signaling a will not to "reduce the monetary stimulus as long
as specified conditions are met.” While the decision to scrap it means a small tightening in the policy stance,
the committee made it clear that dropping the forward guidance does not imply mechanical rate hikes
subsequently, with upcoming COPOM moves being data dependent. The Copom minutes (due on Tuesday)
will provide more details on the BCB’s scenario assessment and policy signals.

e On economic activity, November’s result for the BCB’s monthly index (IBC-Br) capped the batch of real activity
number for the month, reinforcing the likelihood of solid growth in 4Q20. Our tracking for 4Q20 was updated to
2.6% QoQ-sa (up 0.1 p. p). In the upcoming week, FGV will release the final results of its confidence surveys
for January. Employment data releases also are slated for release in the upcoming days.

e On Tuesday (January 26, 2021), IBGE is scheduled to release IPCA-15 inflation for January, and we expect
another hefty reading of 0.81% MoM. Eyes will turn to the underlying measures, which could show some relief
in terms of sequential annualized trends and reduce perceptions of upside risks.

o We expect the accounting of oil platforms imports to be the main driver of the USD5.7 billion deficit that we
estimate for the current account balance in December 2020 (due on Wednesday, January 27). This does not
change the sound prospects for the Brazilian balance of payments this year.

e The coming week is packed with fiscal policy publications. The Annual Borrowing Plan for 2021 will be published
on January 27, and the BCB will publish its consolidated fiscal number of 2020: the primary deficit and gross
debt should end 2020 slightly lower than the (symbolic) levels of 10% and 90%, respectively, of GDP, in our
view.

This report uses information up to the end of Thursday, January 21, 2021.

IMPORTANT DISCLOSURES/CERTIFICATIONS ARE IN THE “IMPORTANT DISCLOSURES” SECTION OF THIS REPORT.
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Figure 1. Brazil Macro Agenda for the Week January 25-29, 2021

Indicators Source Reference Sant_ander Prior
Estimate

Copom minutes BCB Jan-21 Tue, 26-Jan -- --
Construction Confidence (index) FGV Jan-21 Tue, 26-Jan -- 93.9
Consumer Confidence (index) FGV Jan-21 Tue, 26-Jan -- 78.5
IPCA-15 Inflation (% MoM) IBGE Jan-21 Tue, 26-Jan 0.81 1.06
IPCA-15 Inflation (% YoY) IBGE Jan-21 Tue, 26-Jan 4.33 4.23
Annual Borrowing Plan _Przgzz?:, 2021 Wed, 27-Jan - -
Current Account Balance (USD billion) BCB Dec-20 Wed, 27-Jan -5.7 0.2
Foreign Direct Investment (USD billion) BCB Dec-20 Wed, 27-Jan 3.0 15
Retail Confidence (index) FGV Jan-21 Wed, 27-Jan -- 91.7
Industrial Confidence (index) FGV Jan-21 Thu,28-Jan -- 114.9
IGP-M Inflation (% MoM) FGV Jan-21 Thu, 28-Jan -- 0.96
IGP-M Inflation (% YoY) FGV Jan-21 Thu, 28-Jan -- 23.14
National Unemployment Rate (%) IBGE Nov-20 Thu, 28-Jan 13.9 14.3
Formal Job Creation (thousands) Lla?no.r Dec-20 Thu, 28-Jan -130.0 414.6
Bank Lending Report BCB Dec-20 Thu, 28-Jan -- --
Central Gov. Prim. Balance (BRL billion) _Przgzzill Dec-20 Thu, 28-Jan -49.3 -18.2
Consolidated Prim. Balance (BRL billion) BCB Dec-20 Fri, 29-Jan -60.5 -18.1
Services Confidence (index) FGV Jan-21 Fri, 29-Jan -- 86.2
Federal Tax Collection (BRL billion) IBGE Dec-20 20 to 25-Jan 159.1 140.1
Federal Debt Report (BRL billion) 'IFIrzZE;ZE?:/ Dec-20 2510 29-Jan -- --

Source: Santander Brazil.

For details on Santander’s economic forecasts for Brazil, please refer to our latest scenario review?.

! Santander Brazil - Macroeconomic Scenario: “(Another) Challenging Year Ahead” — December 17, 2020- Available on: https:/bit.ly/Sant-
Scenario-Rev-Dec-20
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LOCAL MARKETS—FX

The BRL has weakened substantially in since last week (nearly 3%), and the USD/BRL pair is back to
the 5.35-5.40 range, which has led it to be the worst performer among emerging currencies since last week.
The reason for this behavior has nothing to do with the international news cycle, in our view, as there was not
any significant change in the global outlook these days. We believe that the cause for the poor performance of
the BRL was related to statements delivered by politicians about the renewal of emergency income aid this
year, which should put pressure on the budget framework.

An additional reason for the weakening of the BRL was the difficulties regarding the immunization program
against the COVID-19 in Brazil. It is not clear yet how many doses of vaccines the country will be able to
distribute, neither when the material needed to expand production on the domestic camp will be available.
Therefore, despite the approval of two vaccine options in Brazil, we think the immunization program may take
a bit longer to gain momentum, which weighs on prospects for an economic recovery and intensifies the debate
about the use of fiscal stimulus to support the economy.

Therefore, notwithstanding the constructive circumstances observed in the global conditions, idiosyncratic
issues continue to prevent the BRL from strengthening. We still believe the BRL trends will be largely
dependent on the implementation of a successful COVID-19 immunization program (allowing for a gradual but
safe reopening of businesses), as well as the maintenance of the fiscal framework (whose backbone is the
constitutional spending cap).

LOCAL MARKETS—Rates

A small bear steepening on the nominal yield curve took place in recent days. The front-end of the curve
(Jan-22 DI future) rose to 3.38% (+12 bps since our last report), while the back-end (Jan-27 DI future) rose to
7.26% (+16 bps since our last report). Hence, the steepness in this segment rose to 388 bps from 384 bps
since last Thursday.

At the front end, market participants seem to have interpreted the Copom’s decision (refer to the monetary
policy section on this report for a detailed analysis) as more hawkish than expected, as a higher probability of
an earlier Selic rate hike was priced in. At the long end, the domestic news flow regarding the debate on
whether another round of income’s emergency aid program will take place or not pushed the longer yields up.

We continue to see potential for volatility ahead, amid lingering uncertainties about the next fiscal policy steps,
especially as the pandemic continues to pose threats to the speed of the reopening process in many regions.
Although we do not believe that an interest rate hike is imminent and that there is still premium in the yield
curve, we reckon that the BCB’s signals make the asymmetry less attractive to receive the front-end.

Figure 2.A. — USD/BRL Intraday chart Figure 2.B. — Brazilian Domestic Yield Curve (% pa)
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Source: Bloomberg, Santander. Source: Bloomberg, Santander.
Note: As per the closing of Thursday, January 21, 2021. Note: As per the closing of Thursday, January 21, 2021.
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COVID-19 MONITORING

U.S. new cases are falling, but new variants of the virus could interrupt this trend. The risk here is that
these new variants are apparently more infectious than the original, possibly forcing authorities to impose
tighter restrictions, consequently weighing on economic activity. The pace of vaccinations in the country is
currently at 844k/day (7-day moving average). In Europe, new cases in Spain are surging rapidly, but elsewhere
(U.K., Italy and France) the new cases curve is either flat or falling. Germany extended and tightened its
national lockdown until February 14, 2021. Vaccination campaigns continue amid concerns that delays in the
delivery of vaccines could hamper the rollout in Europe. Meanwhile, China is seeing a rise in new cases, with
authorities ramping up efforts to contain a resurgence.

Brazil’'s COVID-19 vaccination start amid short-term vaccine supply shortages. Following Sunday’s
approval by Anvisa (Brazil’'s National Health Regulatory watchdog) for emergency use authorization on Sunday
(January 17, 2021) of both vaccines (Butantan/Sinovac and Fiocruz/Astrazeneca), Brazil initiated its nationwide
immunization program with 6 million doses of Sinovac’s vaccine, with the majority of states receiving shipments
on Monday (January 18, 2021). More doses will follow, as India is set to clear the export of 2 million doses of
AstraZeneca‘s production on Friday (January 22, 2021). As of Wednesday (January 20, 2021), 125k doses
have been administered in the country. Butantan and Fiocruz, local manufacturing partners for both vaccine
makers, wait on supplies from abroad in order to produce doses for distribution. Another vaccine, Sputnik V, is
under consideration by Anvisa for emergency use authorization.

Tighter restrictions may be imposed, meaning a potential headwind for 1Q21 recovery. At a regional
level, Sdo Paulo state scheduled for Friday (January 22, 2021) another reclassification of Plano SP (reopening
process plan) for a third time in two weeks. More regions in the state are expected to step back in phases,
including Metropolitan Sdo Paulo, which has recently seen a surge in ICU occupancy rate (70%). Johns
Hopkins data for Brazil reports an average of 54k daily new cases (7-day moving average) as of Wednesday
(January 20, 2021), stable from last week, while daily deaths (7-day moving average) stood at 981, down 1.7%
in the same comparison.

Figure 3.A. — (Total Cases + Vaccines) - % Population Figure 3.B. — Daily COVID-19 Cases, Deaths in Brazil
14% .
O e US (+vaccines) 60.000 Daily new cases, 7-day average (LHS) 1600
2% === UK (+vaccines) ’,::'/ 50,000 ——Daily deaths, 7-day average (RHS) 1.600
Germany (+vaccines) /' ’ 1.400
10%  eee-. World (+vaccines) 5 40.000 1.200
8% 1.000
30.000
6% 800
20.000 600
4%
10.000 400
2% ) 200
0% 0 0
390 DD DD DD DDV S S S S & 8 &8 8 &8 &8 8 &8 & &
D000 0O0000000 T 22222 0 L Lo 2 S a4 = > O c
[ oo T T L N AN O - on bh N~ Oy O
PeNTLEQIILIRT IR <2 2 ° 2 4840 2 48 =
Sources: John Hopkins University, Our World in Data. Sources: Brazil Ministry of Health.



Santander Brazil Macroeconomic Research Brazil Macro Compass January 22, 2021

MONETARY POLICY

As widely expected, the BCB kept the Selic policy rate at the historical low of 2.00%. In the statement, the
takeaway point was the abandonment of the forward guidance, whereby the authority had been signaling a will
not to "reduce the monetary stimulus as long as specified conditions are met."

The BCB estimates the forward guidance meant an easing of monetary conditions equivalent to a Selic cut of
25 bps. Thus, the decision to scrap it means a small tightening in the policy stance. Increases in inflation
expectations and projections as well as high underlying CPl numbers explain such a fast tightening (for now,
still in the realm) of communication.

The committee made it clear that dropping the forward guidance does not imply mechanical rate hikes
subsequently, with upcoming COPOM moves being data dependent. Based on the BCB’s inflation simulations,
we think a good candidate for a flight plan is to start hiking rates in August.

While we continue to envision wide economic slacks in coming quarters, and still forecast headline IPCA below
the mid-target for 2021 and 2022, we are mindful of the upside inflation risks generated by rising input costs.
Moreover, a hypothetical situation of rising COVID-19 hospitalizations (leading to mobility restrictions) and
further budget stimulus (maybe outside the constitutional spending cap), seen as net inflationary, adds to the
picture and elevates chances of propagation of current shocks.

All in all, the accumulation of upside risks to inflation is making us increasingly uncomfortable about our
baseline call for a later-than-consensus start to the BCB's rate normalization process. See link belowz.

Figure 4.A. — Selic Rate (monthly average, % p.a.) Figure 4.B. — Inflation Simulations by the BCB
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Source: Brazilian Central Bank, Bloomberg, Santander. Sources: Brazilian Central Bank, Santander.

2 Santander Brazil Monetary Policy - “Making a U-Turn Soon, but Slowly” — January 21, 2021- Available on: http:/bit.ly/Sant-copom-jan21
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ECONOMIC ACTIVITY

An expected deceleration in goods’ spending. Data on retail sales showed signs of softening, with the broad
index posting a monthly increase of 0.6%, while the core index (which excludes building materials and vehicles
sales) posted a decline of 0.1%, the first drop since April’s tumble. This deceleration was highly expected, since
we believe the reduced paycheck value from September onward, the prices increases for essential goods and
an adverse employment outlook were reasons to expect a cooling down in retail sales at some point. After a
favorable start for the sequence of fourth quarter releases, November’s result for broad retail sales implies a
carryover of 4.5% for 4Q20, reinforcing our expectations of a solid GDP growth in 4Q20. See link belows,

Another sequential gain in overall economic activity. November’s result for the BCB’s monthly index caped
the batch of activity index releases for the month. The IBCB-Br posted a gain of 0.6% MoM-sa (-0.8%), precisely
our call, but still not enough to offset the drop registered during the COVID-19 crisis, with the headline index
down by 1.9% since February (pre-crisis mark). This monthly gain is consistent with a sequential resumption
of activity seen for the other key sector-based indicators in November (e.g., industrial production, broad retail
sales and the services sector). After a favorable start for the sequence of fourth quarter, we calculate a
carryover of 2.9% in 4Q20, which in our view supports the likelihood of solid growth for economic activity. In a
preliminary exercise based on the historical correlation of IBC-Br and GDP, our tracking for 4Q20 GDP was
updated to 2.6% QoQ-sa (up 0.1 p.p), which reflects a gradual move toward our current projection of 2.8%
QoQ-sa, consistent with our expectation of a 4.1% drop in 2020. See link below-.

In the upcoming week, FGV will release final January results of its confidence surveys.

Figure 5.A. — Economic Activity (2011=100, sa) Figure 5.B. — 4Q20 GDP Tracking (YoY%)
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Source: IBGE, BCB, Santander. Source: IBGE, BCB, Santander.

3 Santander Brazil Economic Activity - “An Expected Adjustment” — January 15, 2021- Available on: http://bit.ly/Sant-pmc-nov20
4 Santander Brazil Economic Activity - “Another Increase in Economic Activity” — January 18, 2021- Available on: http://bit.ly/Sant-ibcbr-

nov20
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INFLATION

The first significant inflation release of 2021 should still show an upwardly pressured number. On
Tuesday (January 26, 2021), IBGE is scheduled to release IPCA-15 inflation for January. Although monthly
inflation should decelerate compared to December’s reading, we expect another hefty reading of +0.81% MoM
(+4.33% YoY). Once again, we expect food-at-home inflation to be one of the main sources of upward pressure,
though we see a deceleration in MoM terms to +1.96% MoM (from +2.57% in December). Industrial goods
should also contribute to the upward pressure, in our view, rising +0.93% MoM (from +0.43% in December).
We also expect administered prices to post a steep change (+0.99% MoM), as the effects of the change in
electricity costs (the flag was lowered from Red 2 in December — the top flag in terms of extra costs for
consumers — to Yellow in January) did not fully take place yet. Finally, we expect services to remain well
behaved, with a mild change of +0.15% MoM (from 0.72% in December).

In terms of underlying measures, the EX3 core should rise around +0.72% MoM, per our projections, which,
despite being hefty, could mean a stabilizing trend (3mma-saar) or even a slight deceleration. If we are right
on that front, this would be a positive sign for inflation.

Looking ahead, we still have a benign view for inflation, as our IPCA inflation tracking for 2021 is at 3.2%.
However, high-frequency food-price surveys at the wholesale level are accelerating, international gasoline
prices continue higher than the domestic ones and the BRL remains depreciated. Also, pass-through to
industrial goods is coming in higher than we expected. As a result, the inflationary risks are tilted to the upside.

Figure 6.A. — IPCA Monthly Forecast % Figure 6.B. —Core Inflation (IPCA EX3)- Annual %
MoM YoY —e—3mma-saar fcst. ——3mma-saar
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Source: IBGE, Santander. Source: IBGE, BCB, Santander.
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BALANCE OF PAYMENTS

We calculate that the current account balance should have registered a USD5.7 billion deficit in
December 2020, which—if confirmed—would have led to an annual gap of USD13.1 billion. While the
primary income account should have accounted for the bulk of the monthly result—which has to do with the
seasonal increase in the remittances of profits and dividends in the period—the main highlight, in our view,
should be the trade deficit observed last month on the heels of an ad hoc event related to the import of oil

platforms (see link belows). Were it not for that, we believe the current account deficit would be closer to USD1.0
billion.

Regardless of this technical issue, the fact is that the current account balance has gone through an intense
adjustment last year (with the deficit having shrunk to USD13.1 billion from USD50.7 billion in 2019), with
outlays related to the remittances of profits and dividends, tourism and import of goods having contracted more
strongly than export revenue. Given our expectation for a gradual economic recovery in the coming years, we
do not expect the current account deficit to deteriorate much, which should keep the subject off market
participants’ radar, in our view.

Additionally, on the financial account we expect direct investments in the country to have reached as high as
USD3.0 billion in December 2020, which would have led to a volume of USD36.4 billion amassed last year.
While this means a notable decline from the USD 69.2 billion total seen in 2019, the amount of direct
investments in the country remains more than enough to finance the current account deficit, which means the
country continue to face a tranquil situation regarding its external financing needs. Last but not least, the
financial account data will bring us more details about the volume of capital repatriation made by Brazilian
banks last year, which should help us calculate how much of the “over hedge” issue was left to be addressed

in 2021.
Figure 7.A. — Current Account Deficit And Direct Figure 7.B. — Current Account Balance Adjustment
investment in the Country (USD billion, 12M-to-date) Cycles — by Component (USD billion, 12M-to-date)
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Source: Brazilian Central Bank, Santander. Source: Brazilian Central Bank, Santander.

5 Santander Brazil External Sector - “Trade Balance — December 2020” — January 4, 2021- Available on: http://bit.ly/Sant-trad-blc-Dec20
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FISCAL

The coming week is packed with fiscal policy publications. On January 27, the National Treasury will
publish the Annual Borrowing Plan for 2021, which is the main instrument used to inform the market players
and society about the financing guidelines for the Federal Public Debt (FPD) management, including the goals
and innovations proposed. We expect an increase in net borrowing requirements ~BRL1.5 trillion, considering
that BNDES will repay the Treasury BRL100 billion, due loans owed to the federal government. In 2020, this
amount accounted to BRL1.1 trillion, including the transfer of BRL325 billion from the Central Bank FX result
to the Treasury.

On January 28, the National Treasury is expected to publish the central government primary deficit of
December 2020. We expect a deficit of 49.3 billion in the month, with this result the total deficit of 2020 will
reach BRL748 billion or 10.1% of GDP.

On January 29 the BCB will publish the consolidated public sector’s fiscal balance for December 2020, which
encompasses the federal government, regional governments and state-owned companies. We anticipate a
monthly primary deficit of BRL60.5 billion. For the total 2020 deficit, we estimate BRL707 billion — or 9.8% of
GDP, with gross debt ending 2020 at 89.5% of GDP.

With a more conservative stance on the spending side at the end of 2020 and with total spending related to
COVID-19 at BRL524 billion, below the BRL605 billion that had been budgeted, the primary deficit and the
gross debt should end 2020 slightly lower than the (symbolic) levels of 10% and 90%, respectively, of GDP,
according to our projections.

Figure 8.A. — Consolidated Primary Balance (% GDP) Figure 8.B. -Gross Debt (% GDP)
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Source: Brazilian Central Bank, Santander. Source: Brazilian Central Bank, Santander.
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