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What is behind the exchange rate appreciation in
Venezuela (in pandemic)?

Exchange rate appreciation in Venezuela remains as strong as ever, even in the midst of
the pandemic. Despite a less aggressive adjustment than what was seen between 2018
and 2019, between 2020 and so far in 2021, the amount that households and companies
must disburse to acquire the same goods of previous years continues to rise unabated.
As we have detailed in multiple previous reports, such appreciation not only remains in
place, but has also occurred asymmetrically among the main items of the typical local
basket. When comparing with what was seen at the end of 2019 to date, Ecoanalitica's
figures suggest that food leads such rise in price, followed by transport, paying USD 328
and USD 318 (in each case) additional with respect to USD 100 they cost in that year.

One of the reasons for this increase has been the slow adjustment in the relative prices
of the dollar with respect to other currencies. Not surprisingly, in the same previous period,
while cumulative inflation was 9,201.2%, the unofficial exchange rate only rose 5,732.0%.
However, this logic does not seem to be entirely reproduced with the arrival of the
pandemic. In particular, in the midst of the collapse in local demand (both that caused by
the effects of COVID-19 containment policies and by the spending restraint measures in
place since the beginning of the Recovery and Economic Prosperity Plan, PRE in
Spanish), the growth rate of local prices and of the currency have tended to converge
towards a similar ratio.
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Inflation vs. depreciation (year-on-year)
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Sources: LocalBitcoins and Ecoanalitica.

In fact, unlike what happened between 2019 and February 2020, while before we had to
wait up to 6 weeks for the exchange rate to exceed (in variation) the average of local
prices, since the arrival of COVID-19 in the country it only takes up to 4 weeks for both
inflation and depreciation to go at similar rates.

The above seems to point to the existence of other factors that continue to drive the real
appreciation of the local exchange rate. And many of these factors have to do with the
fact that, beyond the flexibilizations of recent years, the Venezuelan exchange market is
still not very transparent, with an almost null weight of the Public Sector and where its
actors lack the resources to participate in a way similar to what was seen in previous
years. Under this context, in the following report we will try to determine, from a merely
descriptive approach, the current role of prices in the determination of this cost and other
factors usually associated with it. Given the role of official pandemic management in local
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pricing! the data sample used is restricted to the duration of the "7+7" scheme, i.e., from
mid-June 2020 to the end of June 2021.

Usual suspects?

In a recent presentation?, some of the potential determinants of the rising cost of living in
dollars in Venezuela were pointed out. All (or almost all) have an adverse effect on local
people's spending decisions and, therefore, changes in the adjustment of the exchange
rate to the current macroeconomic context.

One of these elements is, precisely, hyperinflation itself as a mechanism that limits the
actions of locals when creating hedges. However, despite the convergence between
inflation and the exchange rate (described above) and the difficulties imposed by the
pandemic in the adjustment of prices, it seems that the appreciation continues to respond
in a less extend to domestic inflation. In other words, a larger domestic inflation rate
seems to have the same effect over real ER appreciation than the reduced increase on
nominal ER.

1 See Weekly Report 13 of 2021: Between radical and flexible: the distortions of the "7+7".
2 Presentation "Real appreciation in Venezuela: Causes and effects". Carried out on April 20, 2021, at the
“¢.Por qué hay precios en $ que aumentan en Venezuela?” forum, by the Venezuelan Finance
Observatory.
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Cost of living in USD in Venezuela vs. Inflation - weekly
depreciation
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Cost of G&S in USD (*)

(*) Amount of dollars needed to acquire a good at the cost of 1 USD the previous week.
Sources: BCV, LocalBitcoins and Ecoanalitica.

Also, it is also noteworthy that the higher cost in USD of local goods is preceded by
exchange rate pressures. In this sense, it seems that the transfer of the higher
depreciation to prices (pass-through) means that the increase in prices does not always
occur in weeks when the exchange rate rises. In other words, a higher nominal variation
of the exchange rate is not enough for the exchange rate to also grow in real terms.

A "real" fall

On the other hand, there are the limitations to economic activity, especially during the
pandemic. At this point, it is assumed that, given lower production or commercial activity,
less income is generated, fewer salaries are paid and, therefore, less foreign currency
circulates (given the high transactional dollarization), and the exchange rate varies in a
larger proportion. On the other hand, in the context of the pandemic, higher spending may
raise the cost of goods in dollars due to a higher demand for a dollarized good, or even
due to the disbursement of more foreign currency to acquire it, slowing down depreciation.
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Both arguments seem to support higher prices in "flexible” weeks (with more activity and
payments) related to a lower nominal ER adjustment during these periods, although this
would depend on how the behavior of the exchange rate is passed through to final prices
(pass-through).

In the absence of weekly figures on economic activity, a useful insight comes from the
design of the 7+7 scheme itself. In this regard, assuming the adoption of a "radical” week
as the occurrence of an event that reduces local real activity, it is possible to detect that,
with some degree of significance, dollars went from losing more than 2% of their
purchasing power in the weeks prior to the "event" (i.e., before the "radical" weeks) to
being worth 2pp more, or not be more expensive (the latter if a purely statistical criterion
is followed) once the event occurs.

Weekly variation of the cost of goods/services
in USD in Venezuela with limited activity

===-Percentiles 25 & 75

%

Pre-event week ("Flexible") Event week ("Radical") Post-event week ("Flexible")
Sources: BCV, LocalBitcoins and Ecoanalitica.

In other words, in the weeks of restricted activity, the price of local goods valued in USD
decreased (fewer dollars were needed to buy any good), validating the previous
arguments. In this sense, even with the greater nominal adjustment of the exchange rate
in the periods of lower activity, the final effect of such pressures on prices was lower,
giving way to a depreciation in real terms.
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Not believing what we see

In the context of the deterioration at the real level and its impact on appreciation, the lack
of bank credit can be mentioned as a mechanism to counteract the lack of income in
such a context. Thus, higher credit would mean that the appreciation would ease as
households and companies would use such funds to acquire foreign currency and raise
its price. This is the main premise under the anti-inflationary policies applied by the
Executive in the last two years.

However, the evidence does not seem to support such a relationship. Slightly, in fact, in
the weeks marked by transitory upturns in credit intermediation (credits/deposits in VES),
there seem to be increases in the amount of foreign currency required to purchase local
goods. In that sense, itis likely that local agents used such credits to buy real assets other
than currencies, raising their price in USD by adjusting demand. This seems to reveal
two peculiar aspects of our multi-currency environment: 1) households and firms in the
country seem to have internalized the loss to which the dollar has been exposed during
the pandemic, diversifying their portfolio by acquiring other goods when receiving loans;
and 2) not all local credit expansion seems to be destined to the purchase of foreign
currency (as at the beginning of the hyperinflation or prior to the PRE), contrary to the
regulator's vision and its reserve requirement targets.
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Cost of living in USD in Venezuela vs. credit intermediation (as
a percentage of deposits in VES), weekly
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Cost of G&S in USD (*)

(*) Amount of dollars needed to acquire a good at the cost of 1 USD the previous week.
Sources: BCV, LocalBitcoins and Ecoanalitica.

Dollar hegemony

Moreover, while dollarization may have facilitated local transactions during the pandemic
(especially in the absence of low denomination bills), it has also had an impact on the
cost of living in dollars. In particular, with greater circulation of foreign currency in the
country (in the context of partial dollarization), it is more difficult for local households and
firms to obtain more bolivars for each dollar sold (given the excess of bolivars).

An approximation to this potential relationship is to compare the deposit dollarization data
in the weeks where real appreciation occurred. In this sense, in pandemic, it seems to be
observed that, on average, in periods where the share of foreign currency deposits tended
to rise, the appreciation did as well.

The total or partial reproduction, publication and/or distribution of the content in this report is
forbidden. Detecting an information leak will cause the cancellation of the contract without any
refund of the subscription.

@ecoanalitica Av. Blandin, C.C. Mata de Coco, piso 5, oficina 5-E, La Castellana, Caracas, 1060, Venezuela.
(+58 212) 266 9080 / Fax (+58 212) 266 5119 / RiF J-31130403-7

www.ecoanalitica.com




EXCHANGE MARKET

Ecoanalitica

acompanando las buenas decisiones

REPORT

/)

Cost of living in USD in Venezuela vs. deposits in USD, weekly
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(*) Amount of dollars needed to acquire a good at the cost of 1 USD the previous week.
Sources: BCV, LocalBitcoins and Ecoanalitica.

At that point, it is likely that the higher flow in foreign currency influenced the exchange
rate not only at the mean level but also at the variance level. The latter is consistent with
our findings on exchange rate volatility during the radical weeks2, which were precisely
those weeks that suffered from lower foreign currency circulation, in addition to the
greater weight of uncertainty in exchange market adjustments®. Assuming that such
deposits do not include all foreign currency circulation, it is valid to presume that, if such
relationship persists, the true effect of dollarization on the increase in exchange rates will
be greater than the one described here.

3 See note 1.

4 See our Exchange Market Report from January 2021: The foreign exchange market in 2020: uncertainty

as arule.
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Cost of living in USD in Venezuela vs. real growth of the weekly
monetary base
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(*) Amount of dollars needed to acquire a good at the cost of 1 USD the previous week.
Sources: BCV, LocalBitcoins and Ecoanalitica.

In contrast, has the cost in USD changed under pandemic conditions in the face of a
greater circulation of bolivars? Apparently not, where increases in real terms of the
monetary base on a weekly basis do not always coincide with higher appreciations or
vice versa. However, appreciation does seem to be observed in periods preceded by
increases in the creation of money of fiscal origin. In this sense, it is likely that the
payment of direct bonuses (one of the few items where the restricted public spending is
concentrated in the midst of the pandemic) has been mostly diverted to the acquisition
of priority goods®, putting pressure on their cost in bolivars or dollars.

5 Validated by the close (positive) relationship shown by food prices in weeks where the monetary impact
of the Treasury's actions rises.
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Cost of living in USD in Venezuela vs. creation of money of
fiscal origin
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(*) Amount of dollars needed to acquire a good at the cost of 1 USD the previous week.
Sources: BCV, Localbitcoins and Ecoanalitica.

Regulation that hinders

On the other hand, it is possible to mention regulatory changes as events that modified
the cost of local goods in USD, under a premise outlined in several previous reports
where changes in credit or wage regulation policies are linked as a source of greater
volatility of the exchange rate®. Since the application of the 7+7 scheme, six actions
have been implemented, including wage and reserve requirements adjustments, which
have been followed by changes in the unofficial price of the dollar.

If we apply a similar view to the one used in the analysis of the cost in USD under local
activity restrictions, we see that, prior to each event (be it the application of a measure,
wage increase or legal reserve), the increase in cost in USD tended to rise after having
been lower in the two previous weeks. However, this cost seemed to become more
diffuse in the weeks following the measure.

6 See note 4.
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Weekly variation of the cost of goods/services in USD in
Venezuela regarding regulatory changes
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The impact seems clear: upon the announcement of each decision, greater exchange
rate pressures seemed to arise (derived from greater "uncertainty" about the possible
effects of each measure), which ended up having an impact on local prices and, therefore,
on the appreciation. In fact, the higher cost in USD could have come from the adjustment
of the country's households and companies to such measures, which, knowing what each
decision would cause in terms of prices, began to purchase more goods to protect
themselves from the same loss of purchasing power of the dollar.

Lesson or lessons?

It seems that the problem of exchange rate appreciation in Venezuela is a
multidimensional issue. And as such, combating it deserves more than a single isolated
and specific action. On the one hand, given that inflation and the exchange rate seem to
continue to contribute to its explanation, a good strategy to face the higher costin USD is
based on a well-known vision: not to create hedging exclusively in foreign currency, as
long as the co-circulation between bolivars and foreign currency persists and this is an
important aspect for the appreciation.
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Similarly, the limitations imposed by trade restrictions pose an additional insight for cash
flow management. Using the 7+7 framework, a favorable action would be to take
advantage of radical weeks (or any other period of real slowdown) and defray expenses
using currencies with higher purchasing power. If such slowdowns are prolonged to
periods longer than one week, foreign currency savings are plausible. All these measures
should be flexible in the face of changes in the purchasing power of the dollar in the event
of any regulatory announcement or other event that alters the circulation of foreign
currency.

Luis Arturo Barcenas
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Parallel exchange rate projections

Fundamentals of upgrades:

Given the technical difficulties in making nominal exchange rate projections in a
hyperinflationary environment, as mentioned in previous reports, Ecoanalitica is
currently making adjustments to our predictive model. The results shown in this edition
are the result of this adjustment process. Therefore, they present relatively significant
changes with respect to the previous edition.

Projections

Non-official exchange rate forecasts

Date Actual value Forecast range
* Low Medium High

2020M01 72.027 12.790 19.447 23.049 45.421 71.696 72.027
2020M02 73.251 16.682 25.366 30.063 59.243 75.158 93.947
2020M03 89.197 16.212 24.651 29.216 85.451 91.299 170.097
2020M04  175.225 21.176 32.198 38.161 92.962 119.253 237.964
2020M05  195.647 65.528 107.279 187.981 207.635 268.682 342.777
2020M06 205.571 77.180 151.499 196.612 225.913 241.724 391.502
2020M07 11.974 84.624 172.993 233.829 294.665 351.803 429.260
2020M08  341.279 108.285 223.192 317.513 365.428 449.143 522.311
2020M09  432.117 110.036 340.751 374.678 408.605 449.288 489.971
2020M10  505.483 115.887 215.215 351.970 488.724 525.269 643.814
2020M11  1.034.437 174.338 362.381 528.195 697.768 849.775 1.001.782
2020M12  1.072.790 295.285 580.294 1.128.906 1.430.167 1.811.823 2.952.848
2021M01  1.724.778 355.685 796.865 1.156.080 1.515.295 2.002.887 2.593.191
2021M02  1.916.295 936.107 1.356.411 1.776.714 2.429.531 3.009.805 3.744.428
2021M03  2.069.946 1.002.311 1.452.340 1.833.827 2.215.313 3.328.354 4.441.396
2021M04  2.661.545 1.672.220 2.423.031 2.627.365 2.831.699 3.675.711 4.519.723
2021M05  3.090.404 1.782.075 2.582.211 3.054.694 3.527.177 4.172.566 4.817.955
2021M06  3.219.987 1.932.628 2.187.905 3.323.873 3.847.403 3.905.938 3.964.473
2021M07 3.073.947 3.574.630 4.075.314 4.739.099
2021M08 2.814.324 3.857.597 4.900.870 5.650.829
2021M09 2.269.656 3.828.737 5.387.817 6.801.811
2021M10 2.005.117 4.188.289 6.371.461 8.806.161
2021M11 2.186.099 5.914.083 9.642.068 14.099.715
2021M12 1.660.720 6.199.301 10.737.882 17.523.744

Sources: BCV, Ecoanalitica and own calculations.
*End-of-month; otherwise, if indicated.
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Foreign Exchange Market Indicators

Exchange rates indicators

Exchange Rate Indicators

(VES/USD)
Jun-21 m/m (%) yly (%)
M2/IR* 302,453.9 12.3 1,359
RER** 6,393,876.2 10.7 1,652
Money desks *** 3,204,079.5 3.3 1,484
WER (Consumers) 3,171,679.9 5.7 1,407

Source: BCV, other Central Banks and Ecoanalitica
* End of month. ** Monthly average (Ecoanalitica). ***Last auction.

Annual exchange rates indicators

Exchange Rates (VES/USD)

Depreciation/ Real Depreciation/

2018 2019 2020 . L
Appreciation Appreciation
Public Sector ER* 70.8 10,584.0 371,303.3 -97.15 -79.99
Imports ER * 111.5 10,841.1 377,475.2 -97.13 -79.65
Real ER ? 3,754.0 151,121.0 1,855,226.8 -91.85 0.00
M2/IR ? 91.1 4,328.0  91,554.3 -95.27 -95.07

Sources: BCV and Ecoanalitica
1Annual average.  2Year ending.
*Information until November. Additionally, the calculations were made with the National Assembly's inflation.
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Foreign Currency Availability Indicators

International Reserves

International Reserves
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Extrabudgetary Funds

Extrabudgetary Funds
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Source: Ecoanalitica.
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Non-Financial Debt with the Private Sector

Non-Financial Debt with the Private Sector (USD MM)

2Q2019 3Q2019 2019  1Q2020 2Q2020 3Q2020 2020  1Q2021  yly (%) alq (%)

CADIVI -Non-settled imports 5.7 5.4 53 5.3 53 5.1 5.1 5.1 -4.3% 0.0%
CADIVI -Dividends approved and unpaid 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2 -1.5% 0.0%
CADIVI -Rent and Services* 11 11 11 11 11 11 1.0 1.0 -4.5% -0.1%
Mixed Companies - PDVSA partners 12.1 12.4 9.3 9.0 9.0 9.0 9.0 9.7 7.4% 7.9%

19.1 19.1 15.9 15.6 15.6 154 15.3 16.0 2.5% 4.6%

Total
Source: Ecoanalitica
* Includes debt with airlines.

Liquidity (M2)

Monetary Indicators

Real liquidity expansion
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Sources: BCV and Ecoanalitica.
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You should take into account

v According to the Central Bank of Venezuela (BCV), inflation stood at 28.5% in May on a
month-over-month basis. This indicates that the increase in prices in the first five months
of the year was 264.8% and 2,719.5% compared to May of last year.

v' The month of June closed with a parallel exchange rate of VES 3,219,986.83; while the
official exchange rate according to the BCV was VES 3,204,079.51690000. As for the
monthly average, the exchange rate was approximately VES 3,196,649.30, while the
official exchange rate averaged VES 3,133,701.03115789.

v' The average official exchange rate in June increased 6.7 percentage points over the
previous month, and has risen 194.4% year-to-date.

v" According to a report published by Bloomberg, the Venezuelan Central Bank (BCV) is
considering a new monetary reconversion that would divide by 1,000,000 the value of the
sovereign bolivar.

v' Bloomberg's sources specified that the BCV will probably launch six different
denominations ranging from 2 bolivars to 100 bolivars and that the name will remain
bolivar soberano; however, the monetary authority has not confirmed these rumors.

v" Nicolas Maduro announced that he is reviewing the possibility of eliminating the 7+7
scheme, a contagion prevention method that has been implemented in the country since
2020, in order to have total openness and flexibility.

v' The increase in monetary liquidity marked a new milestone in the country's economic
history, exceeding VES 2,000 trillion in circulation, according to official information from
the Central Bank of Venezuela (BCV) which, as of July 9, reported that the circulating
currency reached VES 2,071,523,984 million.

v In the first semester of 2021, the National Superintendence for the Defense of
Socioeconomic Rights (Sundde) carried out a total of 11,403 inspections and attended
2,401 users throughout the country.

v' The president of Zoom Casa de Cambio, Cesar Atencio, informed that the average
amount of money sent from abroad has dropped from levels ranging between USD 100
and USD 120 to USD 60, while the amounts leaving Venezuela to support emigrants have
increased, with an average of USD 140 per operation.

v Atencio pointed out that family remittances leaving Venezuela have increased, while
those received have fallen, giving a low figure of between USD 1,500 MM and USD 1,600
MM annually. Outgoing remittances go, in more than 50% of the operations, to Colombia,
the main recipient, followed by Peru, Ecuador and Argentina.

v" The Central Bank of Venezuela (BCV) intervened in the foreign exchange desks in the
month of July and the market responded with a slowdown in prices, which caused the
average price of the foreign exchange desks to rise 0.46% on July 12 and open on July
13 at VES 3,291,083.87.
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v' The issuing institute injected foreign currency, for an undisclosed amount, at an exchange
rate of 3,886,918.22 bolivars per euro, an increase of 1.2% over the previous exchange
intervention operation.

v' According to the Venezuelan Finance Observatory (OVF) of the National Assembly
belonging to the government of Juan Guaido, as of July 8, the cost of the basic food
basket for a family with five members stood at USD 300.27, which would be equivalent to
VES 950,656,793.65, which would represent 136 minimum wages.

v At the same time, the OVF reported that inflation closed at 6.4% in June, the lowest figure
since the country's economy entered hyperinflation. On the other hand, inflation increased
2,616% compared to the same month of last year, and accumulated inflation closed at
333.0%.

v' According to the latest Coyuntura Venezuela report of June 2021, economic activity will
grow 2.0% and hyperinflation will remain between 2,000.0% and 2,500.0% during 2021.

v According to the most recent figures of the Venezuelan Central Bank (BCV), at the end
of May, there were 32.4 million 200,000 bolivar notes; 143.9 million 500,000 bolivar notes
and only 12.2 million 1,000,000 bolivar bills, a denomination that only began to circulate
in June, even though it should have been available in March.

v" The proportion of banknotes and coins in circulation is 4.2% of monetary liquidity which,
as of July 2, was VES 1,986,424,136 million.

v' According to secondary sources from the Organization of the Petroleum Exporting
Countries (OPEC), Venezuelan oil production was 529,000 barrels in June, a mere
19,000 barrels per day, below the estimates of analysts such as Argus, which projected
a monthly increase of 40,000 b/d.

v" However, the Ministry of Petroleum sent OPEC a report that placed crude oil extraction
at 633,000 barrels per day (bpd), with a monthly increase of 51,000 bpd, a figure that
exceeds the 569,000 b/d that the Government recognizes as the official average for 2020.
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