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New year old challenges

The end of the year is always an opportunity to take stock of what happened in the year that is
ending andalign expectations$or the one that is beginning his is even more true for such an
unusual year as 2020

Perhaps the bestvaytograspt hi s year’'s wunusualness 1Is to
2020 when it beganThisis actuallyhardto rememberand it is also hartb believe that ittook

us so long taealize the dramatic human and economic burden that the pandemic would bring
about However, theshock and the size of the economic downtgaused by the pandemiill

be hardto forget.

After a devastating first halbf the year, when the pandemic led to the clog of business, a
drasticreduction in mobility and largeapitaloutflows, which had already begun in late 2019,
the stuation changedn the second half of the yeakost notably, there wastrongGDRyrowth

in the third quarter. The yedoboks setto end without recovering the level of activiseenat
the end of 2019, buthe reduction was lesthan feared in mie2020.

In terms of futureprospects, the year eredl much better. Two important events in November
—the US elections and thesuccess o€OVIBL9 trials — positivelyaffectedinvestors maao d
the lastfew months of 2020. Thus, we ended the year with a strong increase in risk appetite,
appreciation of asseti& emerging countrieandthe weakening of thé&J.S dollar againsbther
currencies.

Given the strong political polarization in thénited States, the elections there wesesource of
uncertainty throughout this year. Although this will not disappeatirely until the Senate
elections in Georgia are over, the couritrg p o | i t iisocavklean. If the ademadorof

a divided government is confirmed, with Republicans controlling the Senate, this should result
in largerand longer monetary stinus.

In relation to COVH29, despitegreatuncertainty in the short term, due to the intensification
of the pandemic and the need for more restrictive measuregainouscountries, the start of

emergency vaccination campaiginslicatesa favorable outlo& for the world economy in the
coming quarters.

Vaccination has already started in theitéd Kingdomand Lhited Statesandit is likely to start

in Europe in thenext fewweeks.Other vaccines may also be approved alstributed more
widelyin emerging markets andacrosshe world in general. Everything indicates that 2021 will
see a sharp reduction in the pandemic and, consequently, in its negative impacts on life and
activity.
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As the population gets vaccinated, the economy should return to nommalthe emphasiswill
be on the services sector, whose outlook is again positive in the medium Bris will enable
afull recovery of global activity and brimdpout clear benefitdor the labor market.

However, although the prospect of recovery is evident, there ishstgeuncertainty about its
speedin the first half of2021 Thus, the first and second halves of the year may have very
different characteristics with regard to economic activity, desglie fact that the financial
markets are already focusing almost exclusively on the most favopatpects fothe second

half of the year.

Vaccination, positive prospects opening up for global economic recovery, the reduction in risks
regardingU.S.ecnomi ¢ policy and the maintenance of
have all contributed to growing risk appetite and significant asset rotation. As a result, the dollar
has weakened and there have been large investment flows to emerging counties.
intensified in November and looks set to continue over the next year.

The main highlight so far has been the marked acceleration of the Chinese economy, which is
seen as an example of what may lie ahead for other countries. In fact, Chinese ecaaotivitic
accelerated in the fourth quarter, as shown by the November indicators. The behavior of the
Chinese economy has contributed tglzortterm Asiardecoupling, especially while thénited
Statesand Europe still suffer the consequences of pfamdem cintesisification.

Thissituationhas benefited the countries of Latin America, including Brazil, as the appreciation
of highrisk assets hagsausedan increase in commodity prices, due to expectasiai
resumption ofglobalgrowth and weakening of thdollar. A good example is the significant rise

in the price of iron ore, whichas risermore than 70% in 2020

According to the International Finance Institute, a US$76 biltigpital inflow to emerging
countries was recorded in November. Emerging Asg#s the main destination for these
resources, but Latin America has also benefit®chzilstood outin November,when US$6
billion flowed into itsstockmarket

Thiscombinationof risk reduction, weakening of the dollar, increagecommodity prices and
resumption offoreign capital irfflows resulted in a strong appreciation of tBeazilianreal. It
went from R$1 =US$5.75t the beginning of November to R$ US$5.06 in the second week
of December. The stoaxchangealso rose sharply and lorigrm interest rates fell. However,
despitethis significantassetappreciation, we still have a long way to go to recover the losses
of 2020, as our currencgropped much more thanthose of other Latin American countries,
such as Chile, Mexico and Colombiae exbange rate is stillvell belowthe rate seen athe

end of 2019.

However, this undoubtedly indicatdéisat the improvement in external financial conditions was
more than sufficient to overcome domestic risBsazil hagood external fundamentalsyhen
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compared tats peers,but itsmain weakness, which is of a fiscal nature, was accentuated during
the pandemic and shows no signs of relies we begin 2021The risk is that favorable external
conditionswill reduce the sense of urgendgr reforms that are essentiaio maintain fiscal
solvency.

Brazil ' s pwhizth wee alfeadyim axworysg situation before the pandeimaye
becomeeven worse, given the high fiscal co$efforts tocombat the effects of COVAI®. Our
gross public det, which was already well above the average for emerging counisiegpected
to end 2020even more distant from that of our peerk reached®1% of GDP in Octob2020Q

up 15 percentage points from thend of 2019. In other words, 2020 leaves an imnfagce of
even greater fiscal fragility, making tbebttrajectory in the coming years even more uncertain
and reinforcing the urgameed forfiscal reforms.

However, in the short term, the government and Congress have postponed discussion of these
reforms, starting with the 2021 budget plan, postponed until early 2021, after the election of

the presidents of the House and the Senate. In this context, the question is whether, in practice,
the federal government's specodngyegr. ceil ing wil

We believe it will be, despite all the pressures. The improvement in external conditions may
contribute to this decision, as it will make the maintenance of fiscal stimulus less necessary.
However, for Brazil to continue to benefit from thavbrable external environment in the
medium term, it is essential to restore fiscal balance. For this to be possible, it will be necessary
to approve a reform agenda that will make compliance with the spending ceiling credible over
the next few years. Thask of complacency is high and it may increase as domestic financial
conditions improve, creating a nenivial risk of a crisis ahead, should the external situation
change and foreign investors decide to withdraw their resources from the country.again

Wi t h t hese concerns i n mi nd, t his edition 0
highlights

1. The section on economic activity notes tigat a thirdkquager GDP resulinderperformed
market expectations butvasin line with IBRE projectiors. The Octoberdata shoved that
economic activity continug to recover but the pace of growth slowed significantly at the
margin in the cases of industrial production and service activity. In view of these resailts,
revised ourprojection for this yeds GDP to a 4.7%ecline In the fourth quarter, we expect
growth of 1.3%compared tothe third quarter and a annualized dropf 3.6%. For 2021, we
forecast 3.6% GD§owth, largely due to thdarge carry ovefrom this year to the next. We
estimate a sigriicant slowdown in growth over the first half of 2021, due to 8exond wave
of COVIELY in Brazil and the end of stimulus policies implemented this yetmwever,
uncertaintiesremain (Section 1)
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2. The section o confidence showsthdt usi ness peopl e’ s afeldorconsur
the third month in a row in Decembgb ased on preliminary) dat a
reflecting a slowdown in activityisks of a second wave @fOVIBL9 and the upcoming ending

of emergency welfare benefitélowever, industry is still showing positive results for the year

as a whole The sector recovered very quickly and now faces typical problems of a heated
economy, such as difficulties in obtaining inputs. For the coming nsomibwever, there are

already signs of a slowdown, in line with less favorable prospects for household consumption

in the first half of 2021, signalday our Consumer Survey he outlook for2021is challenging

(Section 2)

3. The section about the labor market discusses thesults of the Continuous National
Household Sampling Survey (PNAD@G)ch registered another increase in the unemployment

rate in September, to 14.6%, 1in | i meeaseiist h FG)
expected, to 14.8%. Unemployment is growing as the economically active population expands,

due to proportionally larger increases in the participation rate. On the other hand, average
workinghoursin the third quarter of 2020 approachdteir pre-pandemic level, after a sharp

drop in the previous period. The recovery of average hours worked and population in the
workforce will continue to push up the unemployment rate in 2021. The General Employment
Registry (CAGED) again showed a large netigdiormal jobs,of 394,00Q in October. In

November, a lower increase of 245,000 is expect&etion 3)

4. With regard to inflation most of the projections for 2021 anticipate inflation below the

target, even though there anmajor risks in the economic environment. The start of vaccination

against COVHD9 in various countries should contribute to the resumption of global economic
growth, which should indirectly bring about greater stability and help lift the currencies of
emerging countries. The situation would lB¥en more optimistic if, tathe same time, fiscal

policy plans were disclosed. This would reduce uncertainty about the future of public debt,
making room for further appr econarypressare. @r Br az
expectation is that inflation will start to subside from the end of the first half, ending 2021 at

3.6%, below the inflation targef{Section 4)

5. In the section on monetary policy, our analyst shows that @e nt r al Bank’ s
projections make it clear that the current level of the benchmark Selic interest rate is
incompatible with meeting the inflation target in 2022, a year that will soon become the main
horizon for monetary policy. At the same time, hetes that 3.25% has already been defined

as the formal inflation target for 2023, which allows us to suppose that for the following year a
goal of 3.0% per year will be established. We certainly will not get there with real interest rates

of around minusl.0%, as we have today, although this was possibly unavoidable in the period

of pandemic. Selic will have to rise. The pace of adjustment is likely to be dictated by the speed
and intensity of the mucipromised reform initiatives, and their effects on rkat prices
(exchange rates, for example) and inflation projectidigsetion 5)
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6. The fiscal section discusses the challenge of fiscal consolidation in 2021, including difficulty
in making further cuts in mandatory expeiture. There is no prospect of a primary surplus in
the medium term and an estimated R$27 billion of cuts will be needed to remain below the
spending ceiling, so it was expected that further reductions in mandatory expenses would assist
in fiscal adjustment anth making it feasible to meet demands to combat the effects of the
pandemic. However, there are difficulties in approving measures of this kind. This was clear in
the passing of the Emergency Constitutional Amendment Proposal, which before being
postponedto 2021, moved from the main goal of containing the growth of mandatory expenses
to focus on a fiscal adjustment in 2021 by reducing tax breaks by 10%. A cut in mandatory
expenses via the Emergency Constitutional Amendment Proposal would also be impsrtant
counterpart to a new emergency benefit to mitigate the effects of C@@Dn 2021. The
alternative, especially in the case of a second wave, became extraordinary credits, not subject
to the ceiling, but not everyone accepts their legal validity. WBe or not this option is
adopted, it is important to implement additional reductions in mandatory expersasvhite
elephantthat needs to be tackletb ensure a lasting reversal of loistanding primary deficits.
Otherwise, the credibility of fiscal padgtment, the spending ceiling and possibly the post
pandemic recovery will be threatenetGection 6)

7. The external sector section highlights the increase in imports of capital goods and
intermediate goods by manufacturing inslmy—a si gn of the sector’ s r e
Argentina contributed in November to the gro
benefiting manufacturing. However, growing demand from Argentina is not guaranteed to
sustain industrial saledue to the rebound of the Brazilian real and the fact that the end of the
Argentine crisis is still far away. We highlight the importance of China, the destination of 33%

of Brazilian exports, whose GDP is projected to grow 8.2% in 2021. The dynamisna&d B | ' s
foreign sales will therefore have a favorable context in 2021. The same, however, cannot be
guaranteed for manufacturingSection 7)

8. The international section emphasizes tleiphoria has taken hold of the financiatarkets

Its participants are looking to the future, which in fact is what they always do. Following the
discovery of supposedly safe and effective vaccines, it will only be a matter of time before
economies fully recover. Suoh” remasemengs.,gad
i nvest or s’ pcalledf gmowtle stocke andl increassxgdemand for stocks considered
cyclical. Deep down, many investors are aware of potential problems and acknowledge that a

lot still has to happen before we canretur t o0 a “nor mal situation.
seems that investors are taking this for granted. It is as if the obstacles to the normalization of
economic life are not being perceived, or simply understood as of minor importance. The
dominant view sems to be that only the finish line matters. Reality, however, can be much

more complex than it appears to many. The road to the langited finish line will be long and
bumpy. Whether the real economy’s miafbketsnes
enthusiasm is hard to predictSection 8)
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9.In the Political Outlook sectigour guest analyst reflects 8o Paulos pl ace i n t he
political order which isfundamentalfor us to understand thérazl of yesterday today and

tomorrow. Between the1930s andthe restoration ofdemocray, the geopolitical axis of

Brazilian politics excluded the most economically dynamic part of the country, Sdo Paulo.
However, after democracy was restored in 1985, the staalaished itself as the politically
dominant subnational unit. Tragically, from 2014 onward the achievements made by Brazil
under the political hegemony of Sdo Paulo began to be lost rapidly. Today, S&o Paulo is no longer
the leading state in national ptics. Therefore, we must ask whether Doria will be able to lead

the political center against Bolsonaro in 2022, as has been speculated recently. The governor of
Sao Paulo is trying to reinvent himself, bt | | one of the grBaaviadi gger
Social Democracy Party (PSBBJ one of the main champions of radicalization in 2018 be able

to represent the virtues of moderation and dialogu&ection 9)

10. Finally, thelBRE In Focus section, written by researcHigricius Botelholooks at the
challenge of social polidyo | | owi ng the end of the gov.er nmen

(Section 10)

Armando Castelar Pinheirand Silvia Matos
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1. EconomicActivity
Economic activity slowsown

B r a zhird-quaster GDP figureseleased
on December3 by the national statistics
agency,BGE, showed a7%rise in relation
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Table 1: GDP Projections

, 2020.111 2020.111

to the second quarterbut GDP remained m Qo) (vov) | 0 A4
down 3.9%from the same period of 2019 Household e | e e
This result underperformed the medial %0"5“"‘9“0?
market expectation of around 8.7% Coo:sf::;‘gzn 0.3% -4.8% -49% 4.8%
guarter-over-quarter, but it was in line with Investment 23% -7.7% -6.0% 4.1%
| BRE' s pr giesemdadi oim Exports 09% -0.8% -09% 2.9%
N o v e miMacroBudletin Imports 71% -145% -12.9% 5.2%

, : GDP 13% -3.6% -4.7% 3.6%
The r_ esult S p.O S Agriculture -0.2% 0.1% 20% 1.7%
manufacturing and commerce, which hav Sisty S5 ALK . A 2%
already returned to the level seen at th: PR 19%  -34%  2.2%  2.2%
beginning of 2020. The performance « Processing 0.7% 04% -5.4% 45%
services was also favorable, but th Construction 14%  -7.0%  -7.6% 1.0%

categories  most affected by so_C|_aI Elect(n;:tyand . B AR O
distancing remain well below the pi&isis thee

) Services 13% -42% -5.0% 3.7%
level, such as other services, publ

administration services and transport. Th
main  negative highlight was the
construction industry, whose result came |
below expectations. The weaker recovery ionstruction was reflected in the result for
investment, which increased 11% compared to the second quarter, slightly below our
projection (For a more detailed analysis of the thigdarter GDP results, see
https://blogdoibre.fgv.br/posts/pibdo-3o-tri-e-atualizacaedo-cenaricibre-desaceleracamo-
radar.

Source IBGEProduced byFGV IBRE

The economic activity data continued to mer in October, but there was a significant
deceleration in the pace of growth at the margin in industrial production and also service
activity. In industry, the slowdown in October was widespread among usage categories. In
particular, there was weak peafmance regarding the production of consumer goods and
intermediate goods. In services, our Monthly Services Survey (PMS) showed a slowdown in the
growth rate of services provided to families, which are still 32.3% below the level of February,
and in the dher services category

FGV' s GDP Monitor also indicated a sl owdown
This indicator rose only 0.6% in comparison with September, while the previous month it
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increased 1.6% in relation to AuguBtespitethe modestincreasein the first month of the
fourth quarter, activity remains 2.7% below the lewetordedin Octoberof last year.

In view of thethird-quarter GDP results and the sector data for Octolve, have reviseaur
projection for this yeds G@P growth taminus4.7%. For the fourth quarter, we expect growth
of 1.3%compared tothe third quarter and a annualizedlecrease of 3.6%, as shown in Table
1.

The reduction in emergenayelfarein the fourth quarter, together with the acceleration of
inflation and uncertainties related tayrowingcases of COVHI® and labor marketecovery
havealready causga slowdown in the pace of economic growth. These factors should directly
impact the consumption of goods at the end of the year, which led wwrdward revisions in

our forecastfor industry and commerce in the fourth quarter.

On the other hand, the performance of services in the fourth quarter should be slightly better
than we anticipated, given the more positive result of the other services amblig
administrationservices categoriesvhich together account for almost 50% of services in GDP.

On the demand side, household consumption is expected to grow bydudpter-over-quarter
(minus5.3%yearover-year) in the fourth quarter, and to declinley 6.1% irR020 as a whole

The 3.0% growth inverall incomewvas fundamental to boost the consumption of goods. In the
absence of the stimulus policies implemented by the government, there would have been a
6.1% drop iroverall income

In turn, nvestmern is expected tofall by 2.3%quarter-over-quarter (minus 7.7%yearover-
year) in the fourth quarter. The badutlook for investment at the end of the year is related to
the more pessimistic outlook for the evolution of constructidallowing the releaseof the
third-quarter GDP resu$ together with the expected slowdown in domestic production of
capital goods.

For 2021, we forecast GDP growth of 3.6%, given thedaigly overfrom this yearto the next.
We estimate a significant slowdown in growththe first half of 2021, with average quarterly
growth of around 0%, due to signs thie pandemic worsening in Brazil and the absence of
stimulus policies implemented this ye&iowever, mcertaintiesremain

Silvia Matosand Luana Miranda
2.BusinessPeofiQa | YR /2y &adzYSNEQ 9ELISOGI A2y a
Challenging outlook for confidence 021

Following a trend that began in October, the confidence indicators for companies and

consumers fell in November and in the preliminary data for December, released on December
14, signaling a deceleration in the level of activity and reflecting concern about the risks of a
second wave of COD in Brazil and the end of government emergency aid.
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The Business Confidence Index fe8
points in November and.7 points in  Graph:#11 001 A0Os AT A " OOET AO
early December The Consumer (seasonally adjusted, in points
Confidence Index fe.7 points and4.1
points, respectivelyin the same period
The decline in confidence has bee
driven by worsening expectations ir
relation to the following months
although the indexes that rifct the
current situation have also been falling
This move affects almost alegments,
but unevenly At one extreme, the
services sector i®nce more worrying,
with very low confidence levels. Thi: * Preliminary data up to Decemberll. Source and
situation is also obsened among produced by FGV IBRE.
consumers who are cautious about

spending The exception continues to be
industry,a sector thatmaintained its upward trend in November and is facing problems typical
of a heated economy: insufficient stocks, cost pressure and difficulty in obtaining inputs. The
sector isexpected to maintain positive results at the end of the year, but we are now starting
to revise expectations for the following months

—Dbusiness ——=gonsumer

The preliminary data signals the eighth consecutive increase in confidence in manufacturing
industry, takingittothely hest | evel since May 2010 (116.1
recovery after the critical period of the pandemic appears to stem from a combination of
changing consumer preferences, diverting part of previous service spending to goods, and
continued egémand for essential products such as food and medicines.

The recovery in demand associated with changes in consumption patterns and a relative loss of
response capacity in some chains has led many sectors to face difficulties in obtaining raw
materials. Aquestion added to our November surveys shows that more than 50% of companies
in industry, commerce and construction say they are finding it hard to obtain raw materials for
production and sale. The main reason for this problem is scarcity of products mfothestic
market. Among the segments most affected are textiles, clothing, plastic products, petroleum
and biofuels, metal products and motor vehicles

The inputs that are most threatening production chains include packaging, steel, metal and
metal produds, paper and cardboard, and fabrics. Around 30.3% of manufacturers reported
difficulties in obtaining packaging, an input whose demand increased a lot with the growth of
e-commerce, affecting industry and commerce. This percentage reaches 62.5% in

10
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pharmaeutics and 51.9% in food-
segments that have suffered less fron
the effects of the pandemic

In addition to packaging, steel is one ¢
raw materias that has had an impact on
various sectors and segments. |
manufacturing, the difficulty of obtaining
this input has affected the production of
56% of companies in the motor vehicl
segment, with repercussions on sales «
vehicles and parts. In construeti, this

issue has affected major segments, suc
as infrastructure. Shortages of rav
materials are limiting output in some

Graph 2: Raw Materials That Manufacturers Are
Finding It Hardest to Obtain

(percentage)

1
5%
I ¢
11,4%
17%
30,3%

0% 5% 10% 15% 20% 25% 30% 35%
W Fabrics  Paper/Cardboard m Metal/Alloys  Plastic m Steel " Packaging

Source and produced byFGV IBRE.

segments and also generating pressure

on costs and consequently on the prices of finished products

The increase in uncertainty sigad by the preliminary data released on December 11 indicates
that the situation will remain challenging in 2021. Given the recent growth in the number of
COVIBL9 cases, companies and consumers remain quite afraid of the direction the economy
will take inthe first half of the year and they are postponing investments, hiring and

consumption

MacroBulletin
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Graph 3: Use of Saved Money(percentage
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Source and produced byFGMVIBRE.

Faced with the impending end of emergency welfare benefits and the still difficult situation in
the labor market, consumers remain cautious, postponing consumption and saving in a
precautionary manner. According to a question added to our Nover@besumer Survey, 39%

of consumers have been saving as a way of protecting themselves during the crisis and this
percentage increases with level of family income. As the situation is still uncertain, most of
these consumers (73%) said they intend to corgisaving in the short term. Among those who
intend to spend, 31.3%lanto payfor current expenseand thisproportionis 39% in families

with lower purchasing powefr a segment in which the majoritpf peoplebelievethey will
spend this moneyn the nex three months. Families with higher purchasing power, on the
other hand, intend to use part of the funds saved for vacation travel (24.6%). In this group, most
consumers plan to usiheir resources only in the second halffthe year

In this atypical yar of 2020, marked by an unprecedented pandemic, companies and
consumers hit rock bottom. Manufacturers have managed to recover and they are even
experiencing limitations, such as shortages of raw materials and higher costs, which should cool
down in the oming months. The service sectoontinues to suffer and it facesahballenging
outlook forthe first half of 2021given theprolongation of difficultiesuntil the populationis

fully immunized against COVID.

Aloisio Campelo Jind Viviane Sedaittencourt

12
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3. Labor Market

t S2LX SQa NBGdzNYy G2 GKS 62 NJ T2 Nd#ncelrigeRin I @S NI
unemployment, even as the economically active population recovers

The September edition of the
Continuous National Household
Sampling SurvefPNADC) showed a
further rise in the unemployment s
rate. Ths indicator was 14.6%up 14
around 0.2 percentage poirs in B
relation to the previous three
months (14.45%, or 14.4% when

Graph 4: Unemployment Rate, 2019-20

i 238323323333 8383388
seasonally adjus_ted), angp almost fi3jiiaf358533533
3 percentage points fromhe same
periOd d 20109. The rate was in "ne == Unemployment Rate = Seasonally Adjusted Unemployment Rate
with FGV IBREs expemt Source PNADC (IBGByoduced byFGV IBRE.

October, aother riseto 14.8% is
expected, which would be
equivalent to 15% in seasonally
adjustedterms.

The unemployment rate has gone up
success.lvelydesplte ] Increases In Fhe Graph 5: Monthly Change in Economically Active
economically  active population, Population , by Contribu tion of Formal and Informa |

measured by bothPNADCand PNAD Workers

COVIEL9, as shown inGraph 5. The  ** -
recovery of the economically active ¢ N
population began in July fanformal 1% /"
workers and in August forformal 0% ./

workers o . !/

During the peak moment of the labor **
market crigs, in the second quarter of =%
2020, the unemployment rate was
strongly relieved by not just the
partiCipaion rate, - which dropped Source PNADC (IBGE}fonverted into monthly data using
nearly7 percentage points, but also the  central Bank methodologyProduced by FGV IBRE.
reduction in average working hours
influened by the large proportion of
workers on leave in the periods shown irGraph6, the effects of both factors fell in the third
guarter — especially the latter oneas the average work week went fro80 to 36 hours

Jun-20 Jul-20 Aug-20 Sep-20

mmmm Formal  msss Informal  ——— Economically Active Population
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(compared to38 in 2019). We expect this movement to continue in the coming months
because due to the end of the government’ s
campaignthe participdion rate is projected to ris&.3%in 2021 Average working hours are

also expected to returto the prepandemic level

Therefore, bearing in mind an expected increase in the economically active popula#iolin
of 4.9% ¢€ompared to a projected decline 6f8%in 2020),the unemployment rate is forecast
to be 15.6%o0n average irR021.Thus, despite growth in the economically active population
the unemployment rate will be two percentage points higher than the probableameslevel
recorded in2020.

Graph 6: Unemployment Rate by Scenario Graph 7: Net Change in Employment, 2019-20
600000
400000
40% 200000 ||
0.l.l»lv-l=llll.’ylllll '|||||| !
30% -200000 | l ”
-400000
20% -600000
-800000
10% -1000000
22222233/’ 8 R
0% oL 3 X 3 3 o& o2 L
535258833832 5%§
B iuds Mierom T ik st ey mCaged mSA
of one year before
—2020.2 —20203
Source PNADC (IBGEfonverted into monthly data Source CAGEDabor Ministry). Produced by
using Central Bank methodologyProduced by FGV FGV IBRE.
IBRE.

In turn, in October,the General Employment Registry (CAGEd2prded a gain 0894,000
formal jobs—equivalentto 380,000 inseasonally adjusted terms. This result wakiencd by
another increase in hiringvhich was larger than in the same month2f19.In Novembeywe
expect another gairalthough smaller, baround245,000 jobsand a similar figure in seasonally
adjusted terms

Daniel Duque

4. Inflation

COVIBR19vaccine may help contaimflation

Most inflation forecasts for2021 anticipate that inflation will undershoot the target
notwithstandingsignificant risks in the economic environment

14
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The start of vaccination against COMMD in various countries should contribute to the
resumption of global economic growth, which should indirectly bring about greater stability and
help lift the currencie®f emerging countries. Thiactor may haveortributed to the 3.9%rise

in the Braziliamealin the last two weeks, frorR$L =US$5330n NovembeB0to R$1 = US$H12

on Decembed 5.

The situation would be even more optimistic if, at the same tifimgal policy plans were
disclosed. This would reduce uncertainty about the future of public debt, making room for
further appreciation of Brazil’'s currency.

In the wake of this upward move in the Brazilian real, the Broad Producer Price Indé0)IPA

in December recorded a clear slowdown, which could be observed in a generalized manner in

al |l the index’s three processing stages. Th
materials, a spending class that responds quickly to exchange rate movements.eBetwe
November and December, the rate of change in this group decelerated from 6.2% to 1.8%,
reflecting the less intense increases recorded in the prices of key agricultural commodities and
animal protein: solgeans(13.9% to 0.1%), corn (20.9% to 7.2%), wi{&6ét5% to 2.6%), pork

(12.2% to minus 2.5%) and beef (5.8% to 5%) are some examples.

Another significant group ihPA,intermediate goodsalso presented a slowdown between
November and December. The rate fell frofi2% to 2.7%. In this processing stagehe
highlights were manufacturing inpu€5.8%to 2.9%)andagricultural inputg3.4%to 0.9%) This
will depress the prices of chemical products and animal feed

Finally,finished goodslready anticipate slower growth in the pricet fresh food(10.9%to
7.5%)and processed foo3.8%to 3.5%) This trend has not yet reachéBC but it is being
captured by our InflationMonitor, through the preliminary results for the Extended Consumer
Price Index (IPCAYT h e “ me a | subgeaup,whiah mas UB.1%as of Decembet, was

up around 2% on Decembdrs. This movement indicates a slowdown in food prices in
D e ¢ e mbPEAIPAalready started to capture this trend in its initial December results

Despite the expected slowdown in food prices, the InflatoMoni t or ° s si mul ati o
1.3% rise i n —®kgher vabagon than thhtPeCofded in November. There are

three factors that will contribute to the acceleration of inflation iDecember electricity

charges airline tickets andeducation courses.Implementation ofthe level2 “red” power
surchargeacross the country will increasdectricitybills by 10.5%. In addition, some education
institutions havesuspendedhe discountsthey applied to school fees in the most acute phase

of the pandemic. As a resukducationcoursefeesmay rise 0.8%. Finally, even in the middle

of the second wave of the pandemic,faines went up38%, reflecting more heated demand in

view of school holidays.

If the Inflation Monitor correctly anticipateBecember mflation, the official index will close
2020 at 4.5%, 0.5 percentage patbove the target- almost the exact contribution that the
currentpower surchargedded to inflation in the last month of the year.

In 2021, there is a chance that IP@A come inbelow the target. However, forecasts indicate
thatt he o f f i I@meanth ratewilticertinuesto accelerate until May 2020, when it will

1Verdon of IPCAestimated by thé=GV IBRHEnflationMonitor, which measures the change in prices in the last seven days
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reach a increaseof around 6%. As of the second hi#lthe pandemic is brought undeontrol

in Brazil andacrosghe world and progress made to managtheg o v er n me n dlefick, budge
we expectthat inflation will start to subside, ending 2021 at 3.6%, below the inflation target,

which is 3.75%

André Braz

5. Monetary Policy

Theinevitability of an upward cycle irSelicin 2021

Until a few days beforeuphoria infected the global financial markets, the withdrawal of the
forward guidance introdoed by the Brazilian Central Bank in Auggstmed imminent

Back thenthe Central Bank undertook not to raise the benchmark Selic interest rate and it said
it might even cut it furtherlt was a kind ofdownward bias for the base rate

Four factors were given as conditions for maintaining the new monetary policy stafiagom
expectations and projections for the relevant monetary policy horizon, and the anchoring of
inflation expectations in the medium and long term, based on maintenance of the fiscal regime.

Subsequently, Central Bank officials clarified that in thenéwf any significant change in the

field of fiscal policy, the monetary authorities would avoid expressing themselves explicitly, that
is, they would avoid issuing a judgment on the change. It was clear that in this case, they would
act strictly within he precepts of the inflation targeting regime, responding to the effects of
government actions on inflation expectations and projections for the relevant horizon. In other
words, it is the market that would signal the way forward.

The long period of depréation of the real, as well as the inflationary shock that hit the Brazilian
economy in the second half of the year, ended up harming the behavior of the relevant
variables, to the point that analysts and market participants started to discuss whettaranfl
projections for 2021 were or were not “close
that this framework was about to be well defined, which, according to what was formally
established, would mean canceling the forward guidance.

In the wake othe confirmationoBi den’ s vi ct or y ialovetaldeetdthei t ed S
highly encouraging news about COMI®vaccine trialsthe markets entered a euphoric mode

on a global scalén Brazil the weakening of the dollaneant that the reaktrengthered, at the

same time that ANEELdecision to impose a levlio “red” power surchargen December

brought some reliefto next yeats inflation projections. The favorable interaction between
exchangerate and future interestrates helpedcreate what could be called arf'alignment of

the stars; responsible for theaforementionedeuphoria.

In this environment, the simple absence of any fiscally uncomfortable news (apparently, the
fear that something like this would happen at the end of the yeargvaater than we imagined)
ended up being seen ds Ihrdo ca¢éws si $s hgobodppeaemn
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concerns haveeasedsignificantly. This is the case, for exampiéth interest rate spreads,
which define the slope of thgield curve

In any case, the withdrawal of forward guidance was only postponed for a short Tiime.
Central Banls ownstatementssuggest this. In fact, the minutes of the Decembweting of

t he bank’ s Monet ar “YOvePlelnextdeyw m@nhths) th2021taterdar yeary
will lose relevance to the detriment of 202&hoseinflation projections andexpectationsare
close to the target.”’

The maintenance of this convergence suggest
guidance may no longer be met, bilis does not automatically imply an increase in interest

rates [ ...] I n the scenario of withdrawal of f or wke
will follow the prescription of the inflation targeting regime, based on analysis of prospective
inflation and its risk balanceé

Table 2 showofficial inflation expectationsii n t he CenRoou& !l r Bkt s
projections until 2022. Th€entral Banlcolumn shows the projections the two scenarios

with which thebank iscurrently workng, year by gar. The first is the basscenario and the

second corresponds to the hypothissof constant interest and exchange rates, the latter
corrected by PPP. Itis clear that, with Selic at the current level, inflation in 2022 would be above

the target (4.0%, agastthe target of 3.5%)
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Table2:) T £l AOET T %@ PoduBd@dpartahd Céntrat BankOProje ctions

2020 (%)

Focus Central Bank* Target
4.4 4.3/4.3 4.0
2021 (%)

Focus Central Bank* Target
3.3 3.4/3.5 3.75
2022 (%)

Focus Central Bank* Target
3.5 3.4/4.0 3.5

s # A1 OO Bdse serArlo BFécGsinterest rate) and alternative scenario(2.0% constantinterest rate).
Source Brazilian Central Bank Produced by FGV IBRE.

In itself, this fact signakhe inevitability ofanupward cyclan Selian 2021.Andthat is not all.
We mustremember thatthe intention isapparently tohaveinflation of around3.0% in 2024.
At least, this isuggested by th3.25%target in2023.We will @rtainly notachievethis goal
with realinterestrates of approximately minuk.0% (something perhaps inevitable in a period
of crisis), as we have lately. Selic will have to rise.

Finally, it is worthnoting that the euphoria thathas takenover the globalfinancial markets
since November made many people forget about our fiscal problddmscussions about
reformsand adjustments to the public finances will remain on hold, possibly until the end of
C o n g reeess$owever, they will have to start again in February. The speed and intensity of
reform initiatives and their effects on market prices (such as the exchange rate) and inflation
projections will set the tone for monetary policy in 2021

José Julio Sma

6. FiscaPolicy

Challenge fompost-COVIB19 fiscal consolidation in2021:the white elephant of mandatory
spending
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The year 2019 saw Brazil’'s sixth consecutive
in 2018. The c erimarydeflcit wal\2% of GDRIM2019,versus 1.7% in 2018.

The necessary confrontation of the public disaster brought about by the pandemic in 2020
del ayed the already troubled process of resc
health expaditure and assist local governments, as well as companies and vulnerable people

in the context of the pandemic, the federal government disbursed a large volume of respurces
approximately R$507 billion in primary expenditures as of Decembgrfibdnced mainly

through extraordinary credits, thus remaining outside the spending ceiling. Lower tax revenues
have also had a big i mpact, due to measures
effect on economic activity. As a result, wewestima e t he centr al govern
deficit to be 10.3% of GDP in 2020.

In2021,the dilemmathat COVIBL9 poses ighat the need for fiscal consolidation remains, but
there are also ongoindemandst o t ackl e t he pandemiGntheoneeal t h
hand, there is no prospecbf a primary surplus in the medium ternsurpluses are only
projected in the last few years of tt#21-2030decade Keeping expenditure under the federal
gover nment ' s,wkigh eunrehilyramchots ia langd paf expectations, will be an
everbigger challengeavithout a significant review of the structure of mandatory expenditure
The high deficit i2020will also have ammpacton gross dehtwhich is expected to ris&5.0
percentage pointsin the year, reachin§0.7%of GDPOn the other handall this is happening
in a situation of social vulnerabilitdemonstrated by thé&7.9 million people who receivethe
gover nment ' s“asdthe ungrepiogment ate di4,6%:; pointing to the reed for
more spendinguntil economic activity recoveries

To fund this additional spending to tackBOVIEL9, it would ordinarily be necessary to find
space in the budget subject to the ceilifighe lack of such spaeeas clear in the budget hill
which provided for a low amountf discretionary spending and compliance with the spending
ceiling without any breathing room. The difficulty in keeping expenses below the spending
ceiling in 2021 has only increased since the budget bill was presented, duedodtrrence of

fiscal risks not foreseen in the draft budget: an increase in expenses linked to the National
Consumer Price Index (INPC) and the overturning of the presidential veto on payroll tax relief.
In our update to the calculation presented in Novbeer ' s Macr o Bull eti n,
inflation projections, we estimate thahese developments alonalready generate a need for

cuts ofR$27 billion to keeppendingbelow the ceiling, in updating the calculation presented in
the November Macro Bulletirpased on new inflation projections.

2FiguresfromtheNat i onal T rCOEB-19 Fedéral Gokennment Spending Monitoring Dashbpasdf December
14, 2020.Tourism industry funding expenses without any primdeficit impact have been deducted

3The gener al g oV er ndaedmof GOP ingOctobers accdrdiry tto th&Cardral Bank up from 75.8%in
December2019.

4 Total people who received ajés reported by statewned bankCAIXA on Decemberl0.

5 Average in three months to September
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Given this need for spending cuts and the reduced amount of discretionary expenditure, it was
expected that the solution, both for more spending to tackle C@\h 2021 and to respect

the fiscal anchor of the spendinggiling, would be to reduce the volume of mandatory
expenditure. However, there are difficulties in approving measures of this kind. The most
anticipated instrument in terms of cutting mandatory expenses in the 2021 budget was
Emergency Constitutional Amdment 186 of 201. The justification section of the original bill,
presented lastyear, sayisat* t he presented constituthamanal a me
objectiveof containngthe growth of mandatory expensex all levels of government, in order

to make the gradual fiscal adjustment indicated by the spending cédasyple ”

However, political issues delayed the&gency Constitutional Amendménts a p.jpwas v a |
expected that a more restricted version of thisnstitutional amendment proposatould be

voted on in Decemberbut the rapporteur postponed thgrocessto 2021. Some important
measures to curb spending, such as the possi6b
hours by up to 25% and reducing their pay proportionately, havebemoved from this more
streamlined version of the billnstead, the main focus discaladjustment at least in2021,is

to cut tax breaks b§0%?°

In light of these obstacles, thenfeasibility of solutionsto curb mandatory spending has
stimulated the search for alternative ways to fund COV®belated expensesn 2021 For
example,the initial version of theEmergency Constitutional Amendmestiated that cuts in
mandatory spendingcould financean emergery benefitto help mitigate thep and e mi ¢
effects in 2021. The difficulty in cutting mandatexpenditure among other factors, ended up
removing this possibility from the agendss a resultCOVIEL9 expensesespecially in the case

of a second strongvave ofinfections will have to be funded througlextraordinary credits,
which arenot subject to the ceiling However,not everyone believes this will bawful, given

the criterion of unpredictability required for this measure

S

For 2021, we areurrently forecasting a central government deficit of 2.5% of GDP, subject to

a high degree of uncertainty, among other factors because there is no clarity on how the
government will conduct next year’s buwdget. A
Budget Law has been delayed and there are uncertainties regarding the role of the fiscal target

and the spending ceiling in budget management in 2021. What is certain is that, with or without
COVIBL9 spending via an extraordinary credit in 2021, itmiportant not to abandon the
commitment to fiscal consolidation.

In recent years, initiatives aimed at adjusting expenditdtiee spending ceiling and reforms to
contain mandatory expenses, focusing on public pensiohave addressed structural issues

6 Thetext also provides fothe winding up of public funds and the possibility of activgimgoll control triggers. The latter is
irrelevant in2021,as these triggers are similar to measures already approv€implementay Law173 of 202Q which will
come into force in 2021

7 See: https://bit.ly/2LsiCKy
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but they have not come close to solving the problem. The different versions of the Emergency
Constitutional Amendment’s text, as well as i
implement additional cuts in mandatory expensea white elephanthat needs tobe tackled

to ensure a lasting reversal of lostanding primary deficitdn the absence of measures that

clearly signal how the government will address such issuesspbeding eiling will definitely

be at risk and the credibility of fiastadjustmentthreatened In this scenario, perceptions of

highrisk would make thg@ost-pandemic econoric recovery even more uncertain

Juliana Damascenand Matheus Rosa Ribeiro

7. ExternalSector

Increase in importolumesreflects signs ofecovery in manufacturing

8 Thistext is part of an analysipublshed byCOMEXa bout t he per f toaderbalanasailable onFGWBRE 9 & s
website
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Brazil s t rbatwleen _sur pl us
January_ _and Novembe_r _2020 was Graph 8: Change (%) in Volume and Price Indexes for
US$51billion, up US$9billion from Export s and Import s

the same period 02019. The more

9,5 9,5
pronounced drop inmports (147%) 02 020/
than exports(7.4%),which occurred "~ Tl = o’ ' I] ' .'l ' l'l"
throughout the yeayr exphins this ‘ ; ,
result

a3,1

Price Volume Price
without

platforms

Volume Volume Volume
without

platforms

Exports
mNov19to Nov20  mJan-Nov 19 toJan-Nov 20

Imports

The new development in Novembe
was growth in importolumes(Graph
8). They increased®.5%, following
consecutive annualized monthly
declines since June reflecting
economicrecoveryas of Jun&luly
When we analyze the change in the year to November réselts show a different situation.
Between 2019 and 2020, import volumes fell 7.8%. In this case, the real effective currency
devaluation (30% between Januakpvember 2019 and the same period of 2020), together
with the drop in GDP, explains the declinamports. In November, export volumes grew 0.2%

in relation to the same period of 2019, and comparing Jandoyember 2019 to the same
period of 2020, there was a decrease of 0.5%.

Source SECEXProduced by FGV IBRE.

Monthly export and import prices fell,
yearoveryear, throughout the year Graph 9: Terms of Trade Index
However, since July, import prices hav (Base:average in2006 = 100)
fallen more than export prices, thereby 125

improving the terms of trade. Betweer 120 -

November 2019 and November 202C s

this increase was 10.9% (Graph 9) i

Breaking down trade flows, we can se !0

an increase in the exportolumes of 100

extractive industry andnanufacturing 95

between  November 2019 and il - e R 2
November 2020, while there was St oo e s e E e
26.9% drop in agriculture(Graph 10).
The slowdown in soybean shipment:
explains thisresult, while higher sales
of durable and nordurable consumer
goods explains theesult for manufacturing In the case of durable goodsauto sales to
Argentinaexplain the favorable performance of exparts

abr-20
jul-20
out-20

Source SECEXProduced by FGV IBRE.
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In relation to our export market$or the second month in a rowhe monthlyvolumeexported

to Chinadeclined on an annualized bas&sl t hough i n the year to
external sale¢Graphll). We can see _
that China accounted for 33% of Graph 10: Monthly and Year -to-Date Change (%) in

] Export and Import Volume s by Type of Industry
Brazil ' s exports s ]

16,5 "
while all European countries added u = m .

to 18.5%.In the case oArgentina,the l B

rise 0f43.2%between NovembeR019 151
and November 220 is eXplaiHEd by B %9toNova0 | janNov 19tojinNov2 | Novi9toNov20 | JanNov 19 tofan-Nov2
auto sector sales oo impers

m Agriculture  m Extractive Manufacturing

Finally, it is worth highlighting the
growth of capital goosd imports by
manufacturers in NovemberAt the
same time, purchases of intermediate
goodsrosell.1%in November, after several consecutive months of declimbsse twaesults
indicae a recovery in manufacturing and rule out, for now, the hypothesisingbort
substituion (Graphl12).

Source SECEXProduced by FGV IBRE.
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Graph 11: Change (%) in Export Volumes by Graph 12: Change (%) in Volumes Import ed by
Destination Market Manufacturing Usage Categories

17,7
9,5 94 6.2 11,1

Capital goods  Capital goods  Durable consumer ~ Non-durable  Semi-durable Intermediate goods
(without goods consumer goods  consumer goods
China United States  European Argentina  Other South Mexico  Asia (excluding platforms)
Union America China and mNov19to Nov20  mJan-Nov 19 toJan-Nov 20
Middle East)

mNov19toNov20  mlan-Nov 19 toJan-Nov 20

Source SECEXProduced by FGV IBRE. Source SECEXProduced by FGV IBRE.

The World Trad©rganizéion estimaesthat global trade volumes will grow2%in 2021.The
|l nternational Monetary Fund 82%mektgeariTise pricdsat Ch i
of agricultural and mineral commodities are likely to rise until2021.

The outlook for Brazilian commodigxports isfavorable. However, this statement isased on
the hypothesis thathe COVIBL9 pandemic will be brought under control across the world in
2021 This is highly likely but not guaranteed

Lia Baker Valls Pereira
8. International Panorama
Theeuphoria2 ¥ FAY I YOAL f YI NJ S {M™ifficutiesR (G KS NBI

In November euyphoria took over the financial markets worldwid€he confirmation oBideri s
victory in the American elections and, above all, the highly positive results of dOVHzcine
trials, brought about great optimisnThe internatonal newsr e p o r t ewarything ralyy *
which even led to a decline ijjunk bondinterest rates. Emerging country shares gained
strength including in markets consideréthggards, such as those of Latin America in general
and Brazil irparticular.

Market participants are looking to the future, which in fact is what they alwayg-dtowing

the discovery of supposedly safe and effective vaccines, it will only be a matter of time before
economies fully recover. S u cnfovemeats, decreasingg g a v
investors’ pcalledf geowtle stocks andl increassgdemand for stocks considered
cyclical, which are more sensitive to the behavior of economic activity.

Deep down, very possibly, investors know of persisting problemsecaynize that a lot still

has to happen before we clageneralehoweven inpracticd, “ nor r
seems that investors are taking this for granted. It is as if the obstacles to the normalization of
economic life are not being peeived, or simply understood as of minor importance. The
dominant view seems to be that only the finish line matters.
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Reality, however, can be much more complex than it appears to many. The road to the long
awaited finish line will be arduous. In this redathere are manyaspectsthat need to be
obsened. Let us look at just the most important ones

First,fiscalpolicywill stop beingexpansiomry, as it was i”2020.In generalfiscal stimulus is
being scaled back etiminaed. Monetary policy will renainaccommodativebut it is clear that
its power to boost the economy is no longer as great as it used.to be

Second, perhaps the main characteristics of the pandemic are the high degree of uncertainty,
insecurity and mistrust. The recent emergencenadlicators designed to measure the degree of
uncertainty prevailing in society has provided a good idea about the extent of this problem. The
relevant consequence has to do with the fact that uncertainty is a phenomenon that inhibits
certain acts, such asonsuming, investing and hiring people. All this was aggravated by the
arrival of the second wave of infections. |t
resistance to vaccination. It is known that the greater the coverage of the populatien, t
greater the chance of getting rid of the virus.

Thethird factoristhe large number of businesses that closed during the pandemic and that will
not be reopened This willreduce thee ¢ 0 n o potential capacity due to the loss of
organizational capitallhe fourth factor is thatorporate indebtedness grew significantly during
the crisis. As is well known, ovieildebted companies invest less.

In order not to go too far, let us highlight the difficulties in generating employment. In general,
this will bethe great challengeverywheregoing forwardUntil the labor market fully recover
the economic recoverwill not becomplete.

It appears that the patho the finish line imagined by financial market participawi§ be long
and bumpy.Whether the reale conomy’ s mi sf ortunes will at a
mar kets’ enthusi.asm is hard to predict

Joseé Julio Senna
9. Political Outlook
SioPaula f2aid Ay¥FfdzSyOS A& az2NBfeé YAaasSR
The conflict over COVAD® vaccines between Governor Jodo Denl the health minister,
General Eduardo Pazuellmay appearto be typical of the unique moment that Brazil has
experienced in 2020. However, this dispute is part of a phenomenon thdbhgsnarked the
country’s republ i can hésbeweanthg central goveenmgnt andtleeq u e n t
largest state of the federation, S&o Paulo, whose main expression was toallesd
Constitutional Revolution of 1932. Not by chance, there were intense discussions about the size

of S&do Paul o’ shelHoese of Repeesentaivtes ivthe Constitutional Assemblies
of 1946 and 19872988.
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Reflecting on Sdao Paulo’s place in the natior
Brazil of yesterday, today and tomorrow. In a classic book on the sytjitished in 1982,

Simon Schwartzman argued that from the 1930s onward, the geopolitical axis of Brazilian
politics was composed of Minas Gerais, the Northeast, Rio de Janeiro and Rio Grande do Sul,
precisely excludng he country’ s mo sit regiog 8o PaiddFmrh by dy n
political perspectiveS&o Paulproduced no more thapopulist leaderswho were not able to

transcendt he st at.€loselylinked taltleat geopolitical axise Brazilian state did not
representthe organic interestsof society but was instead captured by parasitic political
interests, Schwartzman said

As the country developedSchwartzmarexpected a more representative type of politics to

emerge, featuring parties supported by the modern sociaksesthe bourgeadsie and the
working class, and originating in the county’
restoration of democracy in 1985, and above all with the election of a president who was a
member ofthe Brazilian Social Democracy Party @SWhich wagounded in S&o Paulo, 10

years later, the state established itself as the politically dominant subnational unit. This trend

was reaffirmed when Luiz Inacio Lula da SilMa bfe  Wo r k @T), anotheP gantytcrgated

in Sdo Paulo, was eled president in 2003.

Under the political hegemony of S&o Paulo, between 1995 and 2013 Brazil achieved five feats
that it had neverpreviouslymanaged to combine simultaneously: (1) a democratic regime; (2)
relative political stability; (3) economic growth, albeit modest;d4pnsiderale redudion in
poverty and social inequality; and (5) unprecedented international presfigpese were no

smdl achievementsThey werealso proof of the foresight of Schwartznmaranalysis

In a tragic way that is not yet fully understood by us, from 2014 onward, the aforementioned
achievements quicklgrumbled Today, only the democratic regime is left, busiin a critical
state. Consistent with Schwartzmianvork and in the wake of the sharp decline of PSDB and
PT, Sao Paulo today is no longer the leading state in national politics.

Ironically,the end of Sado Paul® political hegemony wasargelya conseqgenceof measures
carried out bypeople from there The*Mensalad corruption scandahad the indelible mark of
PT politicians from S&o Paulo. As a reaction to the debaélelobas Paultranch Luiz Inécio
Lula da Silvea S&o Paulo politician despite being born in Pernamlpickedthe inexperienced
Dilma Rousseff ddssuccessor. As is well known, Roussdffio termsas presidentdemolished

the economic pillars of the work begun in 1995.

Rousseff was impeachéd 2016 andreplaced bythe vice presidentMichel Temer, a politician
from Sao Pauld-dowever, he latter's presidencyvas not the result of Sdo Patdastrength, but
rather extremely controversial backstage maneuvers, which greatly helped to delegitimize the
political orderstructuredby Sao Paulo

9 Simon SchwartzmaBases do Autoritarismo Bras(lditiversity of Brasilia, 1982).
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As if all that were not enough, in the first round of the 2018 presidential elections,’PSDB
candidate, Geraldo Alckmithe governorof Sdo Pauldor 12 years, onlyreceived9.5% ofthe
votesof t he s t.dalr Bolsenar@ & molgid¢iaa from Rio de Janelespite being born

in S&o Paulo, received 53% of the votes in S&o Paulo. In the second round, Bolsonaro harvested
no less than 68% of th8do Paulo voteS hiswas the shovethat buried Sdo Paulo political
hegemony.

To end thduneral, in the election for Sdo Paujmvernorin 2018, Jodo Doria, PSD&ndidate,

coined theterm* Bol sodori a” to desi gna’'sextremarightwany i g n me 1
presidentialcampaign. It must be emphatically as®el that the transformation of the S&o

Paulo section of PSDBan organization created by progressive statesmen Keenando

Henrique Cardosd;ranco Montoro and Mario Covas in 198®ito a vehicle for extremeght-

wing populist leaders like Jodo Doriain 2018 was one of the mosemarkable political
phenomena in national history. It is rare in thbalhistory of democracy. How many times

do you see a party going from the cerdeft to the extreme righ?

We must hereforeask ourselves whethddoriawill be able to lead the political center against
Bolsonaro in 2022, as has been speculated recently

Undoubtedly, Doria distanced himself from Bolsonaro in 2019. Throughout 2020, he and the
president fought all the time. They became fierce enemies. Bvemor of Sdo Paulo is trying

to reinvent himself, but will one of the gravediggers of Sdo PaBISDB and one of thmain
championsof radicalizationin 2018 be able torepresent the virtues of moderation and
dialogue?

Faced with the prospect of Doriaddnga coalition of centrist forces, all that remains for this
political analyst fronRio de Janeiresto say softly: How | migke Sado Paulo of yore

ProfessorOctavio Amorim NetoFGV EBAPE

10. IBREIn Focus Measuring the social policy challengafter the end of the
I32PSNYYSYyiQa SYSRHSyO& AR LINRPINIY

The year2020was marked by th&€€ OVIEL9 pandemicand itsharmful consequences for the
Brazilian population. Among other effects, the pandemic caused an increase in unemployment
andasharpdropi®@DP. Nevertheless, this was the year
one of the lowest values in history. Possibly the lowest ever

Thisresultwas only possible because of t.Gieniggovernr
planned budget of more thaR$320billion, it represens by f ar Brazil-"s big
transferprogram.To get an idea of its sizest compare it to the budget for social development

initiatives at the start 02020: R$9dillion. The energency aid program was therefoBes times

Text adapted from the article OPerspectiva para os Progran
which can be seen herattps:/portalibre.fgv.br/sites/default/files/2020/paper_viniciusbotelho_ibre_2020.pdf
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bigger than the entire budget assigned for social development at the beginning of the year
including the planned budget for the Family Gr@gramand BPC, another welfare scheme.

Had it not been for the emermcy aid progranpoverty, as defined by daily income thresholds
of US$100, US$P5, US$PB0andUS$320,t would have been betwee.1 and6.6 percentage
points higher in May020than the average rate i2019.Theemergency aid program did not
just stop this increase in poverty batade it betweenl.8 and 4.5 percentage points lower in
May 2020 than it had been @019,according to these same criteria

However the emergency aid programfiscaly unsustainable

Therefore, one of the major issues for 2021 is to measure the effects of the end of the
emergency aid program on the poverty rate, so that necessary reformulation measures for the
country’s existing social welfare schemes car

To make thisassessmentwe need toisolae the effects of welfareprogramson poverty
statistics To do this,we will calculate a poverty rate thaleducts income from welfare
programst? cal | ed “demand f oand meadurkthe ppwempaf wafarea ms , ”
programsat reducing poverty. This is precisely the difference betweg@mandfor welfare
programs” and t he.Bgewayd amnpanseprepiauy data ordemandiot e
welfare programsthe power ofsocialpolicy and the poverty rate is presenta@dTabk 3.

11 Calculaed per capitaand per dayin U.S. dollars adjusted by purchasing power pahityBraziliarreais, in mid-2020 these
thresholdsrepresened R$81, R$101, R$15d4nd R$259 per capitper month

12PNADC6s dat a encomp as sPeogrami R@ and- athar welfarepdgrams PNAD COVID-199 s dat a
encompasses the Family Grant Progr&mC and the emergency aid program
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Table 3: Demand for welfare programs, power of social policy and poverty rate, 2012 to 2019

Poverty line 2012 2013 2014 2015 2016 2017 2018 2019

US$ 1.00 5.1% 4.8% 4.4% 4.8% 5.7% 6.2% 6.5% 6.5%

Us$ 1.25 5.8% 5.7% 5.2% 5.6% 6.6% 6.9% 7.1% 7,00%
Demand for welfare programs

US$ 1.90 8.3% 8,00% 7.1% 7.6% 8.8% 9.2% 9.4% 9.5%

US$3.20 15.4% 14.7% 13.1% 14.1% 15.7% 15.6% 15.7% 15.5%

Uss$ 1.00 2.3% 2.6% 2.4% 2.5% 2.9% 2.9% 3,00% 2.9%

Us$ 1.25 2.4% 2.6% 2.5% 2.6% 2.8% 2.7% 2.7% 2.6%
Power of social policy

US$ 1.90 2.6% 2.9% 2.6% 2.7% 2.9% 2.8% 2.9% 2.9%

US$3.20 3.2% 3.3% 3.3% 3.3% 3.4% 3.1% 3.2% 3.3%

Us$ 1.00 2.7% 2.3% 2,00% 2.2% 2.8% 3.3% 3.5% 3.5%

Us$ 1.25 3.4% 3.1% 2.7% 3,00% 3.8% 4.3% 4.4% 4.4%
Poverty rate

US$ 1.90 5.7% 5.1% 4.5% 4.9% 5.9% 6.4% 6.5% 6.6%

Us$ 3.20 12.1% 11.3% 9.8% 10.8% 12.2% 12.4% 12.5% 12.2%

Source PNADQIBGE).Produced by FGV IBRE.

Using data fronPNAD COVHD9,we cancalculde demandfor welfareprogramsin each month
of 2020and compae thesestatistics to the figuregalculded using data frorfPNADQ0109.
Thismakes it possible to evaluate the extent of the increasdeamandfor welfare programs
this year ando analyze its dynamics over time

Theresultsof this calculation are showm Tabk 4. We can see a strong rise demandfor
welfare programsin May 2020.However,over the course of this year, thisipactwas greatly
lessened by the economic recovelaintaining the current pace of recovenye can see that
the same level of poverty recorded 2919, or higher may be reached bthe end of the first
quarter of2021.

29

MacroBulletin




N”FGV IBRE

December2020

Table 4: Difference in demand for welfare programs in each month of 2020, compared to 2019

Poverty line May 2020 June 2020 July 2020 August 2020 September 2020  October 2020
US$ 1.00 6.1% 5.9% 4.6% 3.7% 3.4% 2.7%
USS$ 1.25 6.8% 6.5% 5.1% 4.3% 4.0% 3.2%
USS$ 1.90 6.7% 6.3% 4.9% 3.8% 3.6% 2.6%
US$ 3.20 6.9% 6.3% 4.7% 3.7% 3.6% 2.9%

Source PNADC2019 and PNAD COVIR9 (IBGE).Produced by FGV IBRE.

The questiorthat this analysis does not answisrwhat level the poverty rate will end up,at
after we return to the social welfararrangementof 2019.

To answethis questionwe can establish an econometric relationship betw@en capitaGDP
and poverty According tgprojections in this Macro BulletirGDP will shrinkd.7%in 2020and
grow 3.6%in 2021. In terms ofper capitaGDR this means a decline d&.4%in 2020 and
expanson of 2.8%in 2020 As a resultper capitaGDP 2021 will still be2.7%lower than in
20109.

What is the effect of thisontraction ondemandfor welfareprograms?l'o answer this questign
an econometric forecasting model was developed that relgtes capitaGDPto the poverty
rate.!3 The results are shown ifabk 5.

13 For more details, see the articldPerspectiva para os Programas de Transferéncia de Renda end B@¥Inicius Botelho,
which can be seen herhttps://portalibre.fgv.br/sites/defafiiles/202012/paper_viniciusbotelho_ibre_2020.pdf
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Table 5: Poverty Rate Projections
Poverty line 2021 projection Projection’s confidence interval (95%)
USS$1.00 +0.9 p.p. +0.5 p.p. to +1.2 p.p.
USS$1.25 +0.8 p.p. +0.4 p.p. to +1.2 p.p.
USS$1.90 +1.0 p.p. +0.3 p.p. to +1.6 p.p.
USS$3.20 +0.9 p.p. -0.2 p.p. to +2.0 p.p.

Source PNAD019 and National Accounts SysteriBGE).Produced by FGV IBRE.

Although this exercise is extremely limited in terms of the number of observations, and 2020
represents an economic shock very different from the other shocks the Brazilian economy went
through between from 2012 and 2019, the results seem consistent Wéhrends indicated by
PNAD COVHDO.

Supposing that 2021 s soci al policy has the
presupposes the end of emergency aid and a return to the Family Grant Program, BPC and other
welfare programs under exactly the sap@rameters and formats as before the pandemic, the

poverty rate will rise by around 0.9 percentage points in 2021, compared to 2019.

Considering that the power of social policy fluctuated for all poverty lines by an average of 2.9%
in 2019, t hnepacts avould eequiirec thesexpansion of the social safety net by
approximately one third, which seems achievable by focusing the existing welfare structure on
the most vulnerable people.

However, it can be argued that the 2019 poverty rate was too highake as a point of
reference. Using the same econometric model, we can calculate the per capita GDP growth
necessary to eradicate poverty, according to any of the poverty lines mentioned in this text.

Starting from the per capita GDP level projected fo2PCeradicating the demand for welfare
programs for the US$1.00 poverty line would be a great challenge: per capita GDP would need
to grow approximately 20%. For the US$1.90 poverty line, growth would need to be
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approximately 26%. For the US$3.20 line, thallenge is even greater: 51% growth would be
necessary. Each new recession leaves Brazil increasingly far from this reality.

Consideing themagnitudeof the challengestrengtheningsocialwelfare arrangements aimed

at the poorest workers igxtremely important, as is higher productivity in th@&razilian

econony, which also has theotentialt o i mprove people’ s | ives &
financial dependency

Vinicius Botelho

ORAG2NAIt wS@OA&aA2Y 2F L.w9Qa al ONR . dzZ ft SGAYY CSNJ
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