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1. A CHALLENGING 2022 IN FISCAL TERMS

The fiscal accounts this year surprised positively as the outcome will be better than initially
expected in the beginning of the year. Indeed, chart | and Il shows that the nominal and primary
balances are coming much better: in the beginning of the year, the median of market expectation
was forecasting a nominal deficit around 7.0% of GDP and the primary deficit of around 3.0%,
but the most recent data show deficit of, respectively, around 5.5% and 0.5%. Just remind that
in 2020, the nominal deficit was 13.6% and the primary’s was 9.4%. Two main drivers for this
performance: i) better revenues as the economy recovered from the 2020 plunge and tax
exempts were lifted, resulting in a soar of 21.9% in the year through November over the same
period in 2020 in real terms; ii) the plunge of expenditures related to the pandemic that amounted
to -79.3% in Jan-Nov period in real terms. As a consequence, the gross public debt that closed
2020 at 88.8% of GDP is expected to end 2021 at 81% (initial estimates were around 92%).

Chart | --- NOMINAL BALANCE Chart Il --- PRIMARY BALANCE
(% of GDP -- Median of market expectation) (% of GDP -- Median of market expectation)
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The scenario for 2022 is different. The increase of inflation made the Central Bank react through
an aggressive policy rate hike, which tightening cycle might continue along the first half of 2022.

This monetary policy will have two main fiscal impacts: i) reduce tax collection as economic

growth might decelerate and ii) increase Chart Ill --- GROSS PUBLIC DEBT
(% of GDP -- Median of market expectation)

the expenditures with interest.
Additionally, the difficult discussions of
the 2022 budget resulted in a change of
the fiscal policy once the Congress

approved a bill to change the way the

spending cap is calculated, resulting in
an increase of expenditures. The final _
result wasn'’t ideal because it shows that S unaciariidl S p—

further changes may be made, but the spending cap is still in place and such alteration wasn’t

2 Brazil Monthly Economic Report No. 311 | 30 DECEMBER 2021 O M U FG



enough to make rating agencies take a negative action on Brazil as both S&P and Fitch
reaffirmed the sovereign rating at BB- (Fitch with negative outlook and S&P with a stable one).
Indeed, market expectations for 2022 nominal balance worsened along the second half, being
now at around -7.5% of GDP, while primary balance stopped improving, being now expected at
around -3.0%. As a result, gross debt might increase to around 84% (chart Il1), still well below
the 2020 outcome. Looking ahead to 2023 and 2024, assuming that the new administration will
pursue an austere fiscal policy, charts | and Il show a gradual improvement of both the nominal
and primary deficit, but gross debt might continue to grow to estimated 87% in 2024. It is still a

challenging situation, but market clearly don’t see the fiscal account deterioration back to the
2020 level.

2. ECONOMIC ACTIVITY: LOWER GROWTH IN 2022

GDP might post a growth of 4.9% in 2021, recovering from the slump of 3.9% in 2020. This 2021

call has a downward bias once the Chart IV --- Economic Activity
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another factor that impacts negatively the 2022 growth. Our call is 0.8% and the number is not
lower because agriculture and services might provide some support to the activity. Indeed,
according to the latest report, the 2022 grain production is expected to reach a record of 291
million T, a growth of 15% of the previous crop. In services, the gradual improvement of the labor
market might keep payroll growing, beside wages in general might recover the purchasing power
lost with the current high inflation. According to Fipe Institute, wages were readjusted by 5.0%
in average in Dec/20, what means a reduction of 4.5% in real terms considering an inflation of
10% in 2021. Conversely, wages readjustments now are around 11%, what mean a real gain of
6.7% considering our call of 4% for 2022 inflation.
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The main risk to the activity scenario is the omicron variant. The direct impact of the worsening
of the pandemic would be the imposition of further restrictions, impacting mainly services to
households which is the sector that is currently catching up other economic segments.
Additionally, in a global deterioration of the pandemic, this bearish possibility would keep for
longer the supply chain shock, impacting the industry with the difficulties of getting components.
Of course, the presidential election in October 2022 and the FED actions normalizing the

monetary policy in the USA are other items to keep an eye on.

3. CENTRAL BANK REINFORCING THE HAWKISH VIEW

On December 08™, the Central Bank (CB) decided unanimously to increase the Selic policy rate
by 150 bps to 9.25% and also signaled another 150 bps for the next meeting on February 02"
2022. The Central Bank reinforced its hawkish tone to advance the process of monetary
tightening significantly into the restrictive territory in order to make inflation to converge towards
the targets in the next years. CB mentioned the intention to move Selic rate beyond the
assumptions in its baseline scenario. Following the statement, we expect another 150 bps hike
of the Selic rate in the next meeting to 10.75%, 100 bps hike in March to 11.75%, and a final
rate hike by 50 bps to 12.25% in May. Central Bank has a puzzle to solve. On one hand, the
current inflation continues mounting and 2022 forecast has been deteriorating, and on the other

hand the economic activity is weak and there is uncertainty about the pandemic.

We expect a very slow pace of economic activity recovery (GDP growth as of 0.2%-0.3% per
guarter during next year) thus labor market will improve very slowly. Coupled with the still high
inflation, we don’t expect a huge pass-through from cost to consumer prices. On the supply side,
we assume a favorable rainfall during this wet season leading to the turn off of most expensive
thermoelectric plants and resulting in some drop of electric energy price. In such scenario, we
assess that the Selic policy rate does not need to go beyond 12.25% level in order to guide
inflation expectation. On the fiscal side, we assume no significant change in the fiscal framework

from the one already approved by the congress.

Anyway, considering the electoral interests next year, there will be continuous political pressures
for higher expenditures. In such scenario of high fiscal risks along with our assumption that
pandemic will be under better control allowing a total ease of restrictions to economic activity,
we assess that Selic rate will have to be kept at 12.25% until the end of 2022. From 2023

onwards, we keep our view of a gradual reduction of Selic rate ending up the year at 8.25%,
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assuming that the pandemic will be fully under CHART V — SELIC POLICY RATE (% PER ANNUM)
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4. ADVERSE EXTERNAL ENVIRONMENT

In December, BRL appreciated 0.70% to 5.5805 in a volatile month with the rate oscillating
between 5.52 and 5.75. The behavior of the external market drove BRL performance during this
period. In the domestic market, the fiscal uncertainty was the main issue as politicians have been
pressuring the government for higher expenditures in the 2022 election year. The solution found
was to increase the spending cap by changing the way it is calculated, so the government could
launch a more robust social aid program and politicians got more appropriation to use in projects
that benefit their constituents. Remember that next year politicians will be running for president
and governors or being reelected as congressmen. The 2022 federal budget finally passed, but

the fiscal risk remained as public servants started to pressure for wage readjustment.

In the technical side, the yearend is a traditional period of higher outflow driven by dividend
remittances. Indeed, in December through 24", there was a net outflow of USD 7.2 billion in the
FX balance. Another reason for pressuring BRL was the unwind of overhedge position of the
banks given the tax overhaul starting in 2022. As a consequence of this scenario, the Central

Bank had to intervene in the FX market, selling USD 3.9 billion in the spot market.

For 2022, we see a weaker currency, so our call is a rate at 5.80 at the end of 2022. The main
drivers of this weakening trend are: i) FED actions by finishing the tapering and starting raising
the fund rates in the US; ii) the political noise provoked by the presidential election once the
likely scenario is another polarized campaign, this time between the leftist and former president
Lula and the rightist and incumbent Bolsonaro; and iii) fiscal uncertainties once pressure for
higher expenditures might continue to mount in the beginning of 2022 and also no clear scenario

of fiscal adjustment in the new administration that takes office in January 2023.
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MACROECONOMIC DATA FORECAST

actual data forecast
2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 2020 2021 | 2022
real GDP growth (%) 7.5 4.0 1.9 3.0 0.5 -3.5 -3.3 1.3 1.3 1.1 -4.1 4.9 0.8
exchange rate (USDBRL -- yearend) 1.67 1.88 2.04 2.34 2.66 3.90 3.26 3.31 3.87 4.03 5.20 5.50 5.80
(% change) -4.3 12.6 8.9 14.6 134 47.0| -16.5 15 17.1 4.1 29.0 5.8 55
exchange rate (USDBRL -- average) 1.76 1.67 1.96 2.16 2.35 3.33 3.49 3.19 3.65 3.95 5.15 5.40 5.69
(% change) -11.8 -4.8 16.7 10.5 9.0 41.5 4.8 -8.6 14.5 8.1 30.4 4.9 5.4
IPCA (%) 5.9 6.5 5.8 5.9 6.4 10.7 6.3 2.9 3.8 4.3 4.5 10.0 4.0
Selic policy rate (% per annum --yearend) | 10.75 | 11.00 7.25| 10.00 | 11.75| 14.25| 13.75 7.00 6.50 4.50 2.00 9.25 | 12.25
Real rate (Selic/IPCA) 4.6 4.2 1.4 3.9 5.0 3.2 7.0 4.0 2.6 0.2 -2.4 -0.7 7.9

Sources: IBGE; Central Bank; Own Forecast
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KEY ECONOMIC AND FINANCIAL INDICATORS

Dec Jan Feb Mar Apr May Jun Jul Aug Sept Oct Nov/21 Year-to-Date
01- GDP Growth (%)
Quarter over the previous quarter (seasonally adjusted) 31 1.3 -0.4 -0.1 --X=-
Quarter over the same quarter of the previous year -0.9 1.3 12.3 4.0 —-X=-
Last 12 months -3.9 -3.5 1.9 3.9 --X--
02 - Central Bank's Economic Activity Index
% change over the previous month (seasonally adjusted) 0.37 0.46 1.64 -1.88 0.45 -0.39 0.07 -0.12 -0.45 -0.46 -0.40 4.99
03 - Industrial Production
% change over the previous month (seasonally adjusted) 0.7 0.2 -1.0 -2.8 -1.4 1.2 -0.3 -1.4 -0.8 -0.6 -0.6 5.73
04 - Vehicle Production (1,000 units -- excluding CKD's) 209.3 199.7 197.0 200.3 190.9 192.8 166.9 163.6 164.0 1733 179.0 206.0 2033.7
Domestic Sale (1,000 units) 222.9 155.0 153.7 172.0 158.0 169.2 158.1 151.0 149.5 133.2 140.4 148.3 1688.2
Export (1,000 units -- excluding CKD's) 384 25.0 331 36.8 33.9 37.0 335 23.8 29.4 23.6 29.8 28.0 333.9
Import (1,000 units) 21.1 16.2 13.7 17.4 17.1 19.4 24.4 24.5 23.3 21.9 22.0 24.7 224.6
05 - Retail Sales (% change over the previous month -- seasonally adjusted) -6.2 -0.1 0.6 -15 24 21 -13 3.1 -4.1 -1.1 -0.1 26
06 - Services Survey (% change over the previous month -- seasonally adjusted) 0.2 0.6 4.0 -3.2 0.9 2.0 1.8 0.9 0.5 -0.7 -12 11.0
07 - National Unemployment Rate (%) 14.2 145 14.6 14.9 14.8 14.7 14.2 13.7 131 12.6 121 --X--
08 - Inflation (%)
IPCA (Brazil Consumer Price Index) 1.35 0.25 0.86 0.93 0.31 0.83 0.53 0.96 0.87 1.16 1.25 0.95 9.26
FIPE (Sao Paulo City Consumer Price Index) 0.79 0.86 0.23 0.71 0.44 0.41 0.81 1.02 1.44 1.13 1.00 0.72 9.10
IGP-DI (General Price Index) 0.76 291 2.71 217 2.22 3.40 0.11 1.45 -0.14 -0.55 1.60 -0.58 16.28
IPA-DI (Wholesale Price Index) 0.68 3.92 3.40 2.59 2.90 4.20 -0.26 1.65 -0.42 -1.17 1.90 -1.16 18.80
09 - Overnight (effective % per annum)
SELIC rate 1.90 1.90 1.90 2.23 2.65 3.29 3.76 4.15 5.01 5.43 6.30 7.65 3.63
CDI (Interbank) 1.90 1.90 1.90 2.23 2.65 3.29 3.76 4.15 5.01 5.43 6.30 7.65 3.63
10 - Sdo Paulo Stock Market Index (% Change) 9.30 -3.32 -4.37 6.00 1.94 6.16 0.46 -3.94 -2.48 -6.57 -6.74 -1.53 -14.37
11 - Exchange Rate (BRL/USD) - End of Period; Selling Rate 5.1967 54759 55302 5.6973 54036 5.2322 5.0022 51216 5.1433 54394 56430 5.6199 -X--
Devaluation (positive) / Appreciation (negative) -- % -2.53 5.37 0.99 3.02 -5.16 -3.17 -4.40 2.39 0.42 5.76 3.74 -0.41 8.59
12 - SISBACEN Exchange Transactions (USD mio)
Foreign Trade - Net -3,932 -825 1,349 5,242 3,502 2,268 1,805 2,740 1,132 2,805 -2,353 -7,174 10,493
Financial - Net -9,894 3,622 3,009 -3,674 488 -4,089 2,644 -1,909 2,577 -3,975 3,119 3,776 5,587
Overall Balance - Net -13,826 2,797 4,358 1,568 3,990 -1,821 4,449 831 3,709 -1,170 766 -3,398 16,080
13 - Foreign Reserve -- international liquidity concept (USD bio) 362.0 361.8 359.9 352.6 354.5 356.2 354.4 356.6 371.3 368.9 367.9 367.8 --X--

Sources and Notes: 01 -- IBGE; 02 -- Central Bank, 03 -- IBGE, Year-to-Date: Cumulative data in the year over the same period of the former year; 04 -- Anfavea
05 -- IBGE, Year-to-date: same note of item 03; 06 -- IBGE, Year-to-date: same note of item 03; 07 -- IBGE/PNAD survey (3-month moving average)
08 -- IBGE, FIPE, FGV -- IGP-M is composed by 60% of IPA (Wholesale Price Index); 30% of IPC (Consumer Price Index)
and 10% of INCC (National Civil Construction Index)
09 -- Central Bank, Cetip, Year-to-Date: effective rate in the period; 10 -- Bovespa; 11, 12, 13 -- Central Bank
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KEY ECONOMIC AND FINANCIAL INDICATORS

Dec Jan Feb Mar Apr May Jun Jul Aug Sept Oct Nov/21 Year-to-Date

14 - Foreign Trade Balance (USD mio) 57 -207 1,832 6,424 9,873 8,610 10,437 7,389 7,638 4,310 1,999 -1,307 56,998
Export 18,471 14,960 16,371 24,286 25,969 26,259 28,281 25,5622 27,184 24,272 22,518 20,296 255,919
Import 18,414 15167 14,539 17,862 16,096 17,648 17,844 18,133 19,547 19,962 20,519 21,603 198,921
15 - Current Account Balance (USD mio) -8,458 -8,338 -3,973 -5,189 4,325 2,483 1,911 -1,157 377 -1,901 -4,401 -6,522 -22,384
16 - Net Public Security Debt in the market (USD bio) 898.6 836.8 835.3 811.4 861.5 904.1 975.3 955.4 956.2 900.0 862.3 872.9 --X--
17 - Monetary Base (USD bio) 78.9 74.3 70.3 71.2 77.8 771 84.4 83.6 79.0 74.2 70.2 73.5 --X--
M1 -- Money Supply (USD bio) 119.8 106.3 103.6 101.2 107.9 111.9 123.4 120.9 119.7 111.7 106.3 106.9 --X--
Saving Passbook Accounts (1) 200.1 187.8 184.3 178.5 189.3 195.9 361.0 204.0 203.0 191.3 183.5 182.4 --X--
Private bonds (2) 447.0 418.2 411.7 408.1 429.3 445.6 477.4 472.8 477.3 464.9 447.8 449.9 --X--
M2 (M1+1+2) (USD bio) 766.9 712.2 699.6 687.8 726.6 753.4 961.8 797.7 800.1 767.9 737.7 739.1 --X--
Fixed Income Mutual Fund (3) 737.3 708.4 706.1 683.5 732.2 768.4 807.8 795.9 802.7 759.0 728.3 752.5 --X--
Repo Operations with Federal Bill/Bond (4) 29.4 30.7 28.2 29.2 32.1 33.9 35.5 35.6 36.0 37.3 34.8 34.8 --X--
Repo Operations with Private Bill/Bond (5) 13.8 11.6 11.0 11.7 11.2 11.6 13.0 15.2 13.9 12.5 11.9 12.0 --X--
M3 (M2+3+4+5) (USD bio) 1,547.5 1,4629 1,4449 14122 15021 1,567.3 1,818.1 16443 16526 15766 15127 1,538.5 --X--
T Bill/Bond (6) 82.9 77.5 75.4 102.5 102.6 105.9 111.9 102.0 102.4 120.4 134.0 136.4 --X--
M4 (M3+6) (USD bio) 1,630.4 1,5404 1,520.3 1,514.7 1,604.7 1,673.3 1,930.0 1,746.3 17549 1,697.0 1,646.7 1,674.9 --X--

18 - Fiscal Balance (% of GDP -- Last 12 Months)
Nominal Concept -13.63 -13.52 -13.35 -12.72 -10.59 -9.09 -7.27 -6.79 -5.59 -4.80 -4.68 -4.71 --X--
Federal Government and Central Bank -13.59 -13.57 -13.46 -12.88 -10.90 -9.52 -7.73 -7.23 -6.25 -5.48 -5.36 -5.48 --X--
State and Municipalities -0.01 0.08 0.15 0.21 0.33 0.45 0.47 0.48 0.69 0.70 0.71 0.80 --X--
Public Owned Companies -0.03 -0.03 -0.04 -0.04 -0.02 -0.03 -0.02 -0.04 -0.03 -0.01 -0.03 -0.03 --X--
Primary Concept -9.44 -9.35 -9.16 -8.67 -6.97 -5.38 -3.77 -2.85 -1.56 -0.63 -0.24 0.15 --X--
Federal Government and Central Bank -10.01 -9.98 -9.84 -9.38 -7.80 -6.32 -4.73 -3.79 -2.72 -1.79 -1.39 -1.10 --X--
State and Municipalities 0.52 0.58 0.64 0.69 0.79 0.90 0.91 0.91 1.12 1.1 1.12 1.22 --X--
Public Owned Companies 0.05 0.04 0.04 0.03 0.05 0.04 0.05 0.03 0.03 0.05 0.03 0.03 --X--

Sources and Notes: 14 -- Development, Industry and Foreign Trade Ministry; 15, 16, 17 -- Central Bank
18 -- Central Bank -- The Nominal Concept includes all financial cost and the primary concept doesn't

(°) MUFG
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DISCLAIMER

The information herein is provided for information purposes only, and is not to be used or considered as an offer or the solicitation of an
offer to sell or to buy or subscribe for securities or other financial instruments. Neither this nor any other communication prepared by
Banco MUFG Brasil S.A. and/or MUFG Bank, Ltd. (herein jointly as “MUFG”) is or should be construed as investment advice, a
recommendation to enter into a particular transaction or pursue a particular strategy, or any statement as to the likelihood that a particular
transaction or strategy will be effective in light of your business objectives or operations. Before entering into any particular transaction,
you are advised to obtain such independent financial, legal, accounting and other advice as may be appropriate under the circumstances.
In any event, any decision to enter into a transaction will be yours alone, not based on information prepared or provided by MUFG. MUFG
hereby disclaims any responsibility to you concerning the characterization or identification of terms, conditions, and legal or accounting or
other issues or risks that may arise in connection with any particular transaction or business strategy. Note that MUFG may have issued,
and may in the future issue, other reports that are inconsistent with or that reach conclusions different from the information set forth herein.
Such other reports, if any, reflect the different assumptions, views and/or analytical methods of the advisors who prepared them, and
MUFG is under no obligation to ensure that such other reports are brought to your attention. MUFG retains copyright to this report and no
part of this report may be reproduced or re distributed without the written permission of MUFG expressly prohibits the distribution or re-
distribution of this report to any parties, via the Internet or otherwise and MUFG, its head office, branches, subsidiaries or affiliates accepts
no liability whatsoever to any third parties resulting from such distribution or re-distribution.

Mitsubishi UFJ Financial Group, Inc. is one of the world’s leading financial groups. Headquartered in Tokyo (Japan) and with over 360
years of history, MUFG has a global network with over 1,800 locations in more than 50 countries. The Group has over 150,000 employees
and offers services including commercial banking, investment banking, trust banking, securities, credit cards, consumer finance, asset
management, and leasing.
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© 2019 Banco MUFG S.A. All rights reserved. The MUFG logo and name is a service mark of Mitsubishi UFJ Financial Group, Inc., and is
used by Banco MUFG S.A. with permission

DISCLAIMER

As informacdes contidas neste documento servem apenas para fins de informacéo e ndo devem ser usadas como ou consideradas oferta
ou solicitagdo de oferta para vender ou comprar ou contrair assinatura de instrumentos financeiros. Nenhuma comunicacgdo elaborada
pelo Banco MUFG Brasil S.A. e/lou MUFG Bank, Ltd. (em conjunto doravante "MUFG") é ou deve ser interpretada como conselho de
investimento, recomendagao para entrar em uma transagao especifica ou seguir uma estratégia especifica, ou qualquer afirmacéo sobre
a probabilidade de essa transacgdo ou estratégia especifica ser eficaz em vista de seus objetivos de negécios ou operagdes. Antes de
entrar em uma transacao especifica, é recomendavel obter assessoria independente financeira, legal, contabil ou de outra natureza,
conforme adequado as suas circunstancias. Toda e qualquer decisdo de entrar em uma transagdo serd exclusivamente sua, nao
baseada em informac&o elaborada ou fornecida pelo MUFG. O MUFG por meio desta se exonera de qualquer responsabilidade perante
vocé envolvendo a caracterizagdo ou identificacdo de termos, condi¢des, questdes legais, contdbeis ou outras ou riscos que podem
surgir em conexdo com qualquer transagédo ou estratégia de negdécios especifica. O MUFG pode ter distribuido ou pode distribuir no
futuro relatérios inconsistentes com ou que chegam a conclusdes diferentes da informagdo aqui apresentada. Esses outros eventuais
relatorios refletem diferentes hipéteses, visdes e/ou métodos analiticos dos profissionais que os prepararam e o MUFG nao tem
obrigagdo de garantir que esses outros relatérios cheguem até vocé. O MUFG tem direito autoral sobre este relatério e nenhum trecho
pode ser reproduzido ou redistribuido sem autorizacéo por escrito. O MUFG expressamente proibe a distribuicdo ou redistribuicdo deste
relatério a terceiros via Internet ou outro meio. O MUFG, sua sede, agéncias, subsidiarias e afiliadas ndo aceitam qualquer obrigagcéo
perante terceiros resultantes de referida distribui¢cdo ou redistribui¢éo.

O Mitsubishi UFJ Financial Group, Inc. € um dos maiores grupos financeiros do mundo. Sediado em Toéquio (Japdo), e com mais de 360
anos de histéria, 0o MUFG é uma rede global com mais de 1.800 escritérios e esta presente em mais de 50 paises. O Grupo tem mais de
150.000 funcionarios e oferece servigos de banco comercial, banco de investimento, trust, corretora, cartdes de crédito, financiamento ao
consumidor, gestéo de ativos e leasing.
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