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We see inflation at 4.2% in 2017 and 2018, due to the surprising BRL appreciation in 1H17, foodstuff deflation
in 1Q17, likely foodstuff disinflation through 2017, and the absence of disinflation waves in the 2018 inflation
scenario.

The first wave was the regulated disinflation, pushing inflation down to the 6% level in 2016, and the second
wave was the foodstuff disinflation in early 2017 that shifted inflation down towards the target of 4.5%.

We believe the reduction of the inflation target for 2019 will help to curb inflation expectations for 2018 to
under 4.5%, which will help to offset inflationary pressures.

We forecast the Selic rate at 8.5% at the end of 2017, with cuts of 100 bps in the April and June Copom
meetings, then being held at 8.5% throughout 2018.

Introduction

Finally, after eight years, inflation is at the target again. After a very long widespread inflationary process, since the beginning
of 2016, IPCA components most sensitive to economic activity level, such as services and industrial goods, have declined —
services inflation plunged to 5.3% in March 17 from 9.4% posted in December 15, and industrial goods inflation fell to 2.5%
from 6.2%. The highlight since the beginning of 2017 has been the deflation of foodstuff prices due to much better weather than
in 2016 and a record-setting harvest of seeds.

In order to better predict the inflation scenario, we believe it is helpful to understand what happened over the last two years.
Regarding inflation behavior, there were some significant events that drove the inflation trend. In 2015, the upward trend of
inflation was determined by the adjustment of regulated prices that resulted in 18% inflation (contribution of 4.4 p.p. to 2015
IPCA of 10.7%), which pushed inflation up to 10% from the 6% level registered in the previous five years. In 2016, the
downward trend of inflation was driven by regulated disinflation that resulted in 5.5% inflation (contribution of 1.3 p.p. to 2016
IPCA), which was the first wave pushing inflation back to the 6% level. Also, economic policy got back on track, with both
monetary and fiscal policies aligned in the same direction, reducing economic stimulus and helping to reestablish the trade-off
between activity and inflation, which resulted in significant disinflation of services, and consequently, disinflation of market
prices. In 2017, the second wave is the foodstuff disinflation due to a positive supply shock of agricultural production, which
could bring inflation back to the target.
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In 2017, the downward trend of inflation will be determined by foodstuff disinflation, which should result in 2.5% inflation
(contribution of 0.6 p.p. to 2017 IPCA compared to 2.4 p.p. of foodstuff inflation to 2016 IPCA). Again, the impact of the
recession on inflation coupled with BRL appreciation play important role on the disinflationary process in 2017, and services
inflation should fall to 4.5% (contribution of 1.4 p.p to 2017 compared to 2.3 p.p. in 2016) and while tradable inflation falls to
4.5% (contribution of 1.5 p.p. to 2017 compared to 2.4 p.p. in 2016). These two waves (foodstuff and services-tradables) should
more than offset the pressures from the tax increase on gasoline price (CIDE) and hikes in electric energy tariffs associated with
higher costs of energy during the dry season (April-November).

IPCA - Contributions (Waves)

2015 2016 A 2017 (f) A 2018 (f)
IPCA 10.7 6.3 -4.4 4.2 2.1 4.2
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Sources: IBGE and Santander estimates.

For 2018, we do not expect either wave to produce a significant shift in inflation. Therefore, we believe that inflation in 2018
will be similar to inflation in 2017 (consumer prices). We are revising downward our inflation forecasts for 2017 and 2018,
to 4.2% and 4.2%, respectively, based on the surprising BRL appreciation in 1H17, foodstuff deflation in 1Q17, likely
foodstuff disinflation through 2017, and the absence of waves in the 2018 inflation scenario.

Inflation trend — No waves

Significant shifts in inflation used to be a rare event in Brazilian consumer price indices, mainly because of the
important contribution of inertia, as services prices represent 35% and regulated prices represent 24%, which sum to
59% of IPCA. Also, there is an important cyclical item: foodstuff prices (at home), which represent 17%, and depends on an
unpredictable factor (weather) and on demand. Thus, the other 24% of IPCA — a mix of durable, semidurable and non-
durable (ex-food) goods — there is no clear deflationary or inflationary trends. Because of this, we believe that the most
likely scenario is 2018 inflation at the same level registered in 2017.

We believe inflation will not head south forever, for instance reaching 2% in 2018. We do not believe it is reasonable to expect
the third wave (the disinflationary wave) to shift inflation down. Also, because of the high contribution of inertia, the current
environment of a well-behaved exchange rate and weak economy contribute to inflationary pressures to be offset by deflation of
other consumer staples. Even in our scenario that assumes a depreciating trend for the BRL from 2H17 onwards, we do not see
the exchange rate pass-through effect on inflation and the normalization of foodstuff inflation as sufficient to more than offset
the disinflationary impact of the lower inertia of 2017 and high output gap on regulated and services prices, inflation
expectations, and the possibility of a lower inflation target for 2019.

Our scenario also assumes a reduction of the inflation target to 4% for 2019. As the inflationary target system was constructed,
the target aims to influence inflation expectations, helping to minimize the economic activity costs of using monetary policy to
reduce inflation. During periods of high confidence by the market regarding the monetary authority’s ability to control inflation
within the inflation target, inflation expectations have historically remained at the target. We believe the reduction of the
inflation target for 2019 will help to curb inflation expectations for 2018 to under 4.5%, which would help to offset inflationary
pressures.
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Sources: BCB, Central bank news and Santander estimates.

Moreover, the Brazilian inflation target of 4.5% is one of the highest among the countries that adopt the inflation target system.
The advanced economies experience points to an average of 2-3%. In the right-hand chart above, Brazil’s inflation target is
closer to the bottom of the distribution of inflation targets across the world; the current target of Brazil’s 17 year-old inflation
target system is only lower than inflation-targeting countries that recently adopted this system.

... which means a faster pace for monetary easing

We are revising downward our call for the 2017 year-end Selic rate to 8.5% p.a. from 9.75% p.a. Previously, our scenario was
for the Selic rate being cut to single-digits this year, to 9.75% p.a., and then, to 8.5% throughout 1H18. The consecutive waves
pushing inflation towards the target leave room for faster monetary easing, in our opinion — mainly because monetary policy
remains in a contractionary mode due to the current disinflationary process and its impact on the behavior of inflation
expectations.

For instance, the ex-ante real interest rate (one-year future rate discounted by the 12-month IPCA expectations) is around 5%
and the ex-post interest rate (Effective annualized Selic discounted by IPCA accumulated in the last 12 months) is around 7% —
both above the neutral level that we estimate in the 4-5% range. There are some important empirical signals from the tight
stance of monetary policy: (a) the current output gap is among the widest in history and unemployment continues to deviate
from NAIRU (Non- Accelerating Inflationary Rate of Unemployment) estimates; (b) final average interest rates for consumers
and companies have increased and credit is still contracting, suggesting financial conditions are adverse and biased towards
additional deterioration, and, moreover, credit from state-owned banks, notably the BNDES, which has been a major source of
ex-interest rate monetary expansion in recent years, is trending down faster than those from privately-owned banks.

Selic and Ex-Ante Interest Rates Selic and Ex-Post Interest Rates
20.0% 20.0%
18.0% 18.0%
16.0% 16.0% \

14.0% 1“‘ 1‘1 14.0%
T S P i L N 2 N G
10.0% \"‘ 1 1 rd 10.0% +—— \ /

80% w 8.0% \—

6.0% - 6.0% A4 [
4.0% 4.0% o~ A~

2.0% N 2.0% v
20% +—F——mm———————————— T 00% 4+ ————
D © ONN®D®NDNDO O oA NN MM 0 1y © ©
8885583883334 3430533333 8855883330033 I39895
O C O Cc O C O C O Cc O Cc O cCc OcCc OcCc O cCc O c O L L L S e N U A I
O 5 OS5 DSOS DSDSDVDS OSSOSO DSO 83%%‘5_85%036'6%8388585%
a0 0"Q0"Q0"Q0"0m"050°A0 D'_’LLU)<Z'—3>"><?:§O§D'_’LL(/)<Z%"’
—Real interest rate (ex-ante) - Selic rate . .
Ex-post interest rate ~ ====Selic rate target

Sources: BCB, Bloomberg and Santander estimates.



o

The still tight current monetary stance, combined with the current recessionary backdrop, the downward current trend of
inflation, and well-anchored inflation expectation from 2018 onwards, create room for a significant easing cycle. Assuming a
positive evolution of the fiscal adjustments measures, with Congressional approval for at least 60% of the government’s
original social security reform proposal, and the convergence of inflation towards 4.5%, safely allows for the reduction
of the real ex-ante interest rate to the bottom of the neutral rate range (at 4%). Therefore, we forecast Selic rate at 8.5%
at the end of 2017, with cuts of 100bp in the April and June Copom meetings, then being held at 8.5% throughout 2018.

Revision of Forecasts

2015 2016 2017 2018 2019 2020
IPCA (yly %) 10.7 6.3 48-4.2 45-4.2 454.0 45 4.0
Selic rate (end of period %) 14.25 13.75 9-75 8.50 8.50 8.5 8.5

Sources: IBGE, BCB and Santander estimates.
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