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In our view, there is no room to increase the tax burden; the recessionary environment drains economic
taxable resources. The revenue dynamics and economic cycle are linked and the GDP contraction of 3.8%
drained 1.9% of GDP in revenue, according to our analysis.

Since 2014, the recession has drained at least 2% of GDP in revenue while federal spending has kept
growing at 1.5% of GDP per year, leading to a primary deficit of 1% of GDP (excluding the fiscal maneuver
payment).

In our opinion, to build the bridge to a sustainable public debt ratio to GDP, a long-term agenda based on
structural reforms is required. However, all long-term measures have a higher degree of difficulty in terms of
gaining Congressional approval, and they do not produce an immediate impact on fiscal imbalance.

Disengaging the social from the minimum wage adjustment policy might save around 1.6% of GDP in 20
years, according to our estimate (0.1% of GDP per year for each 2 p.p. difference in annual adjustment
policy).

With the increase in the minimum age for retirement and the equalization between men’s and women’s
requirement age (e.g., to 65 years old), the savings would be around 2.0% of GDP also in 20 years.

On the other hand, the short-term agenda seems to be more feasible to implement. Thus, we believe that the
middle of the road solution will be adopted.

We foresee that a feasible fiscal package could produce a savings of 0.7% of GDP in 2016, and given the low
effectiveness of the short-term measures, long-term measures have to be proposed.

A continuous fiscal adjustment from 2017 onwards stemming from the structural measures is required to
stabilize the public debt ratio to GDP. We estimate that it is needed structural changes adding savings
around 1% of GDP per year in the upcoming years, in order to raise the primary result to a surplus of 2% of
GDP, and to reduce the interest rate to below 9%.Meanwhile, an almost neutral structural primary result in
2016 and a tight structural primary result in 2017, should help in the disinflation process, and generate an
improvement process in the country risk premium.

We are adjusting downward our forecast for the primary result in 2016 to a deficit of 1.8% of GDP, and we
are revising upward our primary surplus expectation for 2017 to a surplus of 0.7% of GDP. We see the gross
and net debt ratio to GDP declining from 2018 onwards; the gross debt ratio to GDP peaking at 75.9% of
GDP and net debt to GDP ratio peaking 43.2% of GDP in 2017.

Introduction

The consensus analysis (and ours) regarding the economic backdrop is that Brazil is in a vicious cycle. The public debt ratio to
GDP remains in an upward trend, which, in turn, is not improving due to the economic recession, which, in turn, is not
rebounding due to the worsening fiscal results, hence, crowding out private investment and consumption. The primary deficit is
running at 2% of GDP, and economic activity is still contracting at 3.8%, as gauged by the Focus survey's median of
expectations.

There were two budget cuts announced in 1Q16. The first one, in February, barely guaranteed the meeting of the central
government’s primary surplus target for this year at 0.39% of GDP given unrealistic assumptions adopted for the federal
revenues growth ( positive 14.7% yly in nominal terms, and around 7% in real terms), and for non-mandatory spending
(negative 27.4% yl/y in nominal terms). The second cut, in March, offered some escape clauses for 2016 fiscal results, unveiling
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more realistic assumptions for federal revenues and non-mandatory spending, but also revising the primary target downward, to
a deficit of 1.55% of GDP, thereby maintaining the deterioration of the fiscal account for the fourth year in a row.

Looking ahead, we see the same story of the last fifty years (at least), with two options for fiscal policy: (a) a short-term
agenda that reverses the current fiscal cycle, or (b) a long-term agenda that reverses the fiscal trend. Past governments
opted for the short-term agenda, with rare albeit important exceptions as the approval the fiscal responsibility law in May 2000,
and the mini reform of social security in December 2003 (adoption of a discounting factor on security benefits). In this report,
we will call these options “the old government conception” and “the new government conceptions”.

In our opinion, with a severe budget constraint and a poor international macro environment, the debate between these two
conceptions is of the utmost importance. The clash between the old conception of raising taxes and cutting spending —
historically at a ratio 0f70/30 — and the new conception of making meaningful structural changes.

In order to build the bridge to a sustainable public debt ratio to GDP, “the old government conception” has proven itself
insufficient. In 2015, two fiscal packages based on raising tax and cutting spending were proposed and partially
implemented, and the primary deficit (discounting the payment of the 2014 fiscal maneuvers) widened to 1% in March
2016 from 0.6% of GDP registered at year-end 2014.

Government preference for the short-term agenda is understandable, in our view, as this is easier to implement since
decrees and ordinary laws, which simply require a simple majority of congressional votes, can implement this agenda.
Meanwhile, the long-term agenda is based on structural reforms that require, in general, constitutional amendments,
which require a three-fifth majority of votes and have to be voted on twice in both the Lower House and Senate.

No country for an old government conception

In our view, there is no room to increase the tax burden. The recessionary environment drains economic taxable
resources.

In general, revenue growth slows during recessions and accelerates during expansions, and this elasticity is greater than 1.0One
can observe this evidence in the Brazilian data series. In the following charts, we deconstruct the tax collection between the
revenue dynamic and the impact of real GDP growth. The chart on the right side shows the revenue dynamic and GDP growth
behavior (very volatile), instead the relatively stable tax burden, which has hovered in the 33-34% range since 2002. Our
deconstruction reveals the obvious relation between the tax burden and the economic cycle, but it also reveals the degree to
which revenue dynamics and economic cycle are linked. .

After the adoption of the free-floating exchange rate regime in January 1999, important moments of negative economic cycle
resulted in revenue contraction (discounting the GDP real growth impact). In 2009, the revenue dynamic contracted to 2.1% of
GDP, in 2014 it contracted to 0.4% of GDP; finally, we estimate that it contracted to 1.9% of GDP in 2015. In the first two
instances, revenue contraction was higher than GDP contraction, which resulted in tax burden reductions. In the last, we
estimate that the GDP contraction was slightly worse than revenue contraction; as such, we saw slight stability in the tax burden
in 2015

We highlight that revenue dynamic in 2015 dropped, even with the hike of some tax rates implemented through the year
— such as the IPI (tax on manufacturing good), CIDE (tax on gasoline price), and IOF (tax on loans for individuals),
which amounted to a saving of 0.55% of GDP.
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In particular, since 1999 up to 2013, federal revenue (discounting the economic cycle) increased an average of 1.8% of
GDP per year, while federal spending (discounting the economic cycle) increased by approximately 1.5% of GDP per
year (for further details, see our report, The Fiscal Maze I: Origins, published on August 6, 2015).
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The pace of revenue growth higher than the spending pace explains the fiscal primary surplus of ~3% of GDP per year
in this period. Since 2014, the recession has drained at least 2% of GDP in revenue, while federal spending has kept
growing, leading to a primary deficit of 1% of GDP (excluding the fiscal maneuver payment).



Net federal revenues versus Federal Spending
(% of GDP)

20

19

18 -

17 4

16

15 4

14 — T T T T T T T T T T T T T T T T T
N M ST IETWOWNO©ON®NDDNDDO oo NN®M® T WM
LYY A A A A A A
Sccorg >0 ast Sy SO0S a0
55858833 02058588 TA [}
z2m>,m>g=0s Lyn<zm,mnI=0snA [T

—Net Revenues ratio to GDP ==Federal Spending ratio to GDP

Sources: Ministry of Finance and Santander estimate.

The Clash of Titans: Desirable versus Feasible

In order to build the bridge to a sustainable public debt ratio to GDP, a long-term agenda based on structural reforms is
required. Given the recessive environment in the short term, none significant resource would come from tax increase,
thus structural measures are needed to reverse the current fiscal trend, adjusting the spending growth pace to revenue
growth pace, and then producing an improvement in the confidence in the sovereign debt sustainability.

In our opinion, the following measures would point to a solid start to the process of addressing fiscal imbalances: (1)
disengaging social spending from the minimum wage adjustment policy, which represents about 68% of mandatory spending;
(2) simplifying the tax system (by unifying ICMS and reforming P1S/Cofins) would reduce overlap among tax rates; and (3)
revising the systems of social security benefits (pensions and retirement benefits) and financing.

However, all long-term measures cited above have a higher degree of difficulty to be approved by Congress, except for
the disengagement of social spending (see below for details), which requires only a simple majority to be approved.
Furthermore, these long-term actions do not produce an immediate impact on fiscal imbalances, although they adjust
the future trend of important federal expenditures.

(1) Disengaging social spending (social security benefits + unemployment insurance + non-contributory social assistance)
from the minimum wage adjustment policy (real GDP growth two years ago + consumer inflation one year ago) could
save around 1.6% of GDP from 2020 until 2040, according to our estimate. This measure could be implemented by
Ordinary law, which requires a simple majority in a single round, in both houses (Lower House and Senate).

In the following chart on the left side, we see that the minimum wage adjustment has influenced social spending growth;
nonetheless, we cannot explain the total expansion of social spending since 2006. In addition, the chart on the right side shows
that labor market conditions have influenced social growth, especially from 2011 onward. In order to capture the labor market
condition effect on social spending, we constructed an index combining formal job and the unemployment rate, variables that

influence the demand for social assistance.
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Therefore, we estimate the social spending ratio to GDP based on three explanatory variables: spending ratio to GDP lagged 1-
year; index of labor market; and minimum age or “new rule” for annual adjustment. The chart on the left side shows two trends
for social spending ratio to GDP. First, the black line represents the social spending ratio to GDP, if current social spending
remains linked to the current minimum wage policy, which will mean an annual adjustment around 8% from 2020 to 2040. The
red line represents the social spending ratio to GDP if the social spending adjustment policy is changed, for example to
productivity growth plus inflation from 2019 onward, which would mean an annual adjustment of around 6% (productivity
growth at 1-2% range and inflation at 4.5%). This untying would give more predictability to social spending growth (an
important share of mandatory spending), which, in turn, would make budget programming easier and more transparent. It is
important to highlight that we considered the impact of our labor market scenario on the social spending in these exercises. The

weakness of labor market in the short term would push the social spending up; also, the expected economic recovery from 2018
onward would push social spending down.
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The impact of this measure does not have an immediate impact; we estimate that the saving is 0.7% of GDP in the first 5 years;
it reaches 1.2% of GDP in 10 years after implementation; and up to 2040, savings would reach 1.6% of GDP, suggesting
savings of 0.1% of GDP per year (for the upcoming 20 years) for each 2 p.p. difference in the annual adjustment policy.
Moreover, the change of social spending adjustment policy adjusts the amount of social spending with a more restricted budget
reality.

(2) Simplifying the tax system. For instance, in 2015 the government’s plan was to unify the ICMS (state consumption
tax on goods and services), which would have unified the legal framework and significantly reduced the number of
different tax rates for the same product, depending on the state. This measure would reduce the distortion created by
the tax war among regional governments, optimizing the production chain, once the producer will set up the
companies plants based on the logistic condition and best economic resources, instead the taxation. This measure
could have been implemented by a Senate bill, which requires simple majority in a single round, only in the Senate, or
via Ordinary law, which requires a simple majority in a single round, in both houses (Lower House and Senate), and
thus setting up compensation accounts for states (state debt renegotiation).

(3) Social security reform. There are several points to be tackled when addressing social security reform: such as
adjusting the minimum age of retirement to account for increased life expectancy; equalizing the rules that govern men
and women’s retirement age; increasing the contribution base for rural retirement; and closing loopholes for fraud in
pensions and social assistance programs, among others. This measure could be implemented by Constitutional
Amendment (PEC), which means a three-fifths majority votes is required and the bill have to be voted on twice in both
the Lower House and Senate. For instance, the increase of minimum age for retirement and the equalization
between men and women requirement age, for instance to 65 years-old, would save around 2.0% of GDP up to
2040.

The social security deficit is at 1.5% of GDP and it would achieve the 5.1% of GDP mark in 2040 if the current system for
private sector workers (under the General Regime of Social Security - RGPS) is maintained, i.e. if the rule of progressive ratio
to retirement (85/95) is maintained. According to this rule, we estimate that women might be retired as of 53 years old,
receiving full benefit in RGPS, and men might be retired as of 58 years old, receiving full benefits* in RGPS. According to the
Ministry of Labor’s statistics bureau, in 2015, women’s average age of retirement was 57 years old in RGPS, and men’s average
age of retirement was 59 years old in RGPS. The average ages are higher than estimated in the 85/95 rule, because until 2015
social security was used to apply a discounting factor on the benefits, which inhibits early retirement. According this
discounting factor, women started to receive full benefits as of 61 years old and more than 30 years of contribution, and men
started to receive full benefits as of 64 years old and more than 35 years of contribution. Nonethelessm also according to the
Ministry of labor statistic bureau, women used to retire as of 48 years old, which meant that around 8% of women working
retired before 53 years old; also men used to retire as of 48 years old, which meant that up 22% of men working retired before

! Simulation for men: started to work at 20 years old, and after 38 years of contribution and 58 years old achieve the 95 factor (age + years of
contribution).
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58 years old, which explains the current age averages of 57 for women and 59 for men.

The law 13,183 approved by the Congress in November 2015 introduces the rule of progressive ratio to retirement (85/95), the
early retirement for women would be extended by ~5 years, while early retirement for men would be extended by ~10 years.
This is incontrast to the former system (discounting factor on the benefits), where by 8% of women and 22% of men opt for
early retirement, with partial benefits. However, at the same time, the rule of progressive ratio to retirement (85/95) provides
incentives for women to retire at 53 years and 58 years for men, with full benefits. The net effect adds 0.5% of GDP to the
social security deficit by the end of 2040, according to our model. According to our models, the social security deficit would
achieve 4.6% of GDP until 2040 in the former social security rules (w/ discounting factor), while the social security
deficit will reach 5.1% of GDP until 2040 in the actual social security rules (progressive ratio to retirement of 85/95).
That said, in our view, the new progressive rule worsened the imbalance of the social security system.

In this subject, there are so many problems in so many levels, starting by how far the age averages of retirement (in both rules)
are from the Brazilian life expectancy, which is 22 years for population that was 60 years old in 2015, according the IBGE
(Brazilian Statistic Bureau). We estimate that the increase of minimum age for retirement and the equalization between men and
women requirement age, for instance to 65 years-old, would save something around 2.0% of GDP until 2040. According to our
model, the social security deficit will be 2.4% of GDP in 2040. In other words, it is possible to stabilize the social security
deficit at 2.0% level, only adjusting the minimum age of retirement to account for increased life expectancy and equalizing the
rules that govern men and women’s retirement age.

Expected survival by age group Simulation of Social security deficit ratio to
GDP
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Conclusion

The short-term agenda seems to be more feasible to implement, in our view, given the recent political environment and
the difficult of promote fiscal adjustment in a recessive scenario, as mentioned before. Mainly because it can be
implemented by decrees and ordinary laws, which requires the simple majority of the Congressional votes. Reminding, the
recessionary environment reduces the saving that could stem from tax increase. Thus, the short term measures might be
sufficient to reverse the fiscal cycle, bringing primary result to surplus side in the short term, but it will not be sufficient to
stabilize the public debt ratio to GDP.
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The following table shows what we forecast as a feasible fiscal package that would save 0.7% of GDP in 2016; involving
some tax increase, representing a saving of 0.3% of GDP, and some spending cuts, representing a saving of 0.4% of
GDP.

Short-term fiscal measures for 2016

Tax on Repatriated assets (extraordinary revenues) | 300  0.50%|Simple Majority | approved
CIDE (taxonfuelprices) | 11.8|  0.20%|govitdecision | high
IP| (tax on manufacturing goodprices) | 20| 0.03%|govtdecision | high
IOF (tax on financial operations) 3.7 0.06%|gov't decision high
Royalties on mining 0.5 0.01%]|gov't decision
|Removing the additional escape clause to public health spending | 20| __0.03%|govtdecision |
|Removing the additional escape clause to high priority investment | 3.5]....0.06%|govtdecision |
Cutting investments 150  0.25%|govitdecision |
Death pension - Payment depend on the age expectancy: 50% of
the total amount is paid. Young widow(er) will notreceive. | 50|  0.04%|Simple Majority (MP) | | medium
Cutting the unemployment insurance to fishermen 2.0 0.02%] Simple Majority (MP) high
0.70%

Source: Santander estimates.

We are revising our primary deficit forecast to 1.8% of GDP from 1% of GDP in 2016. Assuming (1) the impact of GDP
contraction is already embedded in this current primary result; (2) a remnant of fiscal package effect implemented in 2015
around 0.5% of GDP; (3) an eventual fiscal package this year of 0.7% of GD; and (4) non-recurring revenues stemming from
repatriation asset, which should amount BRL70 bn (BRL50 bn higher than expected in the 2016 budget, which means
additional revenue of 0.8% of GDP). Without short-term measures, the primary deficit would continue around 2.5% of GDP in
2016, decline to 1.5% of deficit in 2017, according to our estimates.

For 2017, we are revising our call for primary result to a surplus of 0.7% of GDP, previously it was 0% of GDP.
Assuming (1) the impact of GDP recovery and the positive impact on revenues and spending; (2) additional measures (new
fiscal package) effect implemented in 2017 around 0.8% of GDP; and 3) non-recurring revenues stemming from repatriation
asset (0.2% of GDP) plus revenues from asset sales (0.3% of GDP).

However, even with the better primary result in 2017, the primary result will continue far from the primary surplus required to
stabilize the public debt ratio to GDP, which we estimate between 2% -3% of GDP range, depending on the real GDP growth
level and interest rate in the steady-state assumption (for further details, see our report, The Fiscal Maze Ill: Insurgent,
published on October 28, 2015) .

That said, to stabilize the public debt ratio to GDP, we conclude that with our new forecasts for primary result for the
upcoming years shows that a continuous fiscal adjustment from 2017 onwards stemming from the structural measures,
such as the disengaging of social spending, and short-term measures, is required. We estimate that it is needed
structural changes adding1% of GDP per year in the upcoming years in order to raise the primary result to a surplus of
2% of GDP, and to reduce the interest rate to below 9%.

Assuming that the government will adopted the middle of the road solution, implementing short-term measures and
proposing structural changes, we foresee the gross and net debt ratio to GDP declining from 2018 onwards (see chart on
the right). We foresee the gross debt ratio to GDP peaking 75.9% of GDP and net debt ratio to GDP peaking 43.2% of
GDP in 2017.



Breakdown Factor for Primary result

|2015 Primary Surplus (1.9)]
Non Recurring revenues and
expenditures 1.6
Impact of the Economic Cycle (2.9)
Spending Growth (0.8)
2015 Fiscal Package (remanant| 0.5
New Fiscal Package 0.7
|2016 Primary Surplus i (1.8)|
Non Recurring revenues a 0.5
Impact of the Economic Cycle 0.6
Spending Growth 0.6
New Fiscal Package 0.8
|2017 Primary Surplus 0.7 |

Source: Santander estimates.
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Simulation of Net and Gross debt ratio to GDP
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According to our models, all the fiscal effort that we are expecting will result in a structural primary result (adjusted by
the economic cycle) that will be slightly loose throughout 2016, becoming tight in 2017 (see chart below), given the
recessionary environment. Although, in the next two years the improvement of the primary result is not sufficient to
stabilize the public debt ratio to GDP, it should help in the disinflation process that started this year. We would expect to
see well-behaved service inflation this year due to the almost neutral primary result in 2016, and we would expect a
relevant service inflation decline in 2017 due to the tight stance of fiscal policy.

Additional, the proposal of a long-term fiscal agenda should generate an improvement process of country risk premium,
and consequently, which in turn will create more room for easing cycle, which in turn would potentiate the economic
recovery. Last year, the lax revision of fiscal target announced in end-July had negative impact on macro variables
expectation. In the same way, we would expect a positive impact (with the same magnitude) on expectation as a result of

fiscal austerity announcements.
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Consensus expectations for IPCA, BRL and GDP

2015 2016 2015 2016 2015 2016
Monthly Monthly GDP real GDP  Monthly

IPCA IPCA differential BRL/USD BRL/USD differential growth growth differential

May-15 8.39 5.50 3.20 3.30 -1.27 1.00
Jun-15 9.01 5.50 0.31 3.22 3.40 0.06 -1.50 0.50 (0.37)
Jul-15 9.25 5.40 0.07 3.35 3.49 0.11 -1.80 0.20 (0.30)
Aug-15 9.28 5.51 0.07 3.55 3.70 0.21 -2.31 -0.50 (0.61)
Sep-15 9.49 5.89 0.30 3.98 4.00 0.37 -2.82 -1.00 (0.51)
Oct-15 9.91 6.29 0.41 4.00 4.20 0.11 -3.05 -1.51 (0.37)
Now-15 10.39 6.64 0.42 3.95 4.20 (0.02) -3.20 -2.04 (0.34)
Dec-15 10.72 6.87 0.28 4.21 0.01 -3.71 -2.95 (0.71)
Jan-16 7.26 0.39 4.35 0.14 -3.78 -3.01 (0.06)
Feb-16 7.57 0.31 4.34 (0.01) -3.82 -3.45 (0.24)
Mar-16 7.29 (0.28) 4.00 (0.34) -3.71 (0.26)
Apr-16 6.94 (0.35) 3.72 (0.28) -3.89 (0.18)
May-16 7.00 0.06 3.70 (0.02) -3.86 0.03

Source: Focus Survey of consensus expectations.
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