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What’s New: 2018 Inflation Below Target Midpoint

December CPI inflation was 0.15% m/m, slightly below our forecast (0.18% m/m) and above market consensus (0.12%
m/m). With that result, 2018 yearly inflation reached 3.75%, significantly below the inflation target midpoint (4.5%) but
above the target’'s lower bound (3.0%). Inflation in semi-durable goods came in higher than expected (at 1.06% m/m),
more than offsetting the November deflation resulting from “Black Week” sales (-0.39% m/m). Services inflation printed
below our forecast, with the lowest yearly inflation in healthcare services since 2006.

Yearly core inflation ended 2018 at 2.8%, the lowest since 1998. At the margin (annualized three-month inflation, after
seasonal adjustments), core inflation is running at around 2.0% vy/y, which reinforces our view that 2019 inflation is
likely to remain subdued. We expect year-end headline inflation at 3.7%, which, in our view, is compatible with a flat
Selic rate throughout the year.

Political Agenda: Waiting for the Pension Reform Proposal

The Congress is still three weeks from returning to its regular activities, so the executive branch has been dominating
the news flow. Details about the government’s pension reform proposal still have not been officially unveiled — the
president’s chief of staff, Onyx Lorenzoni, said this week that the economic team will present its proposal to President
Bolsonaro early next week, so he can evaluate it before his trip to the World Economic Forum the week of January 21.
The next important events to watch are the elections for the leadership of both houses of Congress, starting on
February 1.

Upcoming Data: November Retail Sales

The week ahead has a light schedule of economic indicator releases. We highlight November retail sales, which we
expect to show a boost from “Black Week” discounts. We expect 1.25% m/m growth in core retail sales (+2.3% yly).
The poor performance of auto sales in the month (-4.5% m/m, according to Fenabrave) should lead to much weaker
growth of the headline indicator (0.75% m/m), in our view.

In-Depth Research: 10 Macro Propositions for 2019

In 10 Macro Propositions for 2019 (January 7, 2019) we present the main assumptions and implications of our
economic scenario for this year. A key assumption is that the government will manage to pass meaningful pension
reform by the end of the year, significantly reducing the perceived risk of debt insolvency. Once this hurdle is cleared,
we see the potential for a year that combines low inflation, low interest rates, and cyclically strong growth, led by
domestic consumption. We forecast year-end CPI inflation at 3.8% y/y, 3% GDP growth, and a flat overnight rate at
6.5%. Despite this relative optimism, we believe BRL will trade on the weak side, due to low interest rate differentials
and shrinking global liquidity. We forecast the year-end USD/BRL rate at 4.00.

IMPORTANT DISCLOSURES/CERTIFICATIONS ARE IN THE “IMPORTANT DISCLOSURES” SECTION OF THIS REPORT.
U.S. investors' inquiries should be directed to Santander Investment at (212) 350-0707.
* Employed by a non-US affiliate of Santander Investment Securities Inc. and is not registered/qualified as a research analyst under FINRA rules, is not
an associated person of the member firm, and therefore may not be subject to FINRA Rules 2241 and 2242 and incorporated NYSE Rule 472
restrictions
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Chart of the Week: The Balance Sheet Approach

One of the key features of Minister of Finance Paulo Guedes’s economic policy framework is a “balance sheet
approach” to public debt management — the idea that the government should tap into its stock of assets through
privatizations, concessions, and securitization, using the proceeds to retire bonds and induce a reduction in interest
rates. Our “Chart of the Week” uses data recently compiled by the IMF (in its latest Fiscal Monitor) to catch a glimpse
of the potential of such an approach. Brazil has the lowest (and the only negative) net worth in our sample of emerging
countries, mostly because of the size of its public sector pension liabilities (87% of GDP, versus an average of 21% for
the other countries). Adding the liabilities of the underfunded pension system for private sector workers would only
further weaken this already bleak picture, which underscores the importance of comprehensive pension reform.

Public Sector Balance Sheets (% of GDP)

600
500
400
300
200

100 o
0

-100
-200
-300
D N 2 ) A0
2 0 2
Q} & \06\ «\)Q{* OQQ)
cP (\b
N o
9

Sources: IMF, Fiscal Monitor, October 2018.

Number of the Week

For the second year in a row, 12-
month inflation  finished the
calendar year below the inflation

2 target  midpoint.  Since  the
beginning of the inflation target
system, in 1999, this is only the
second time that has happened
(previously in 2006-07).
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Quote of the Week

“Military is a very distinguished category, Iin
uniform. Military, police, penitentiary agents,
Judiciary, Legislative, Public Prosecution have
special characteristics that have to be
considered and discussed.”

— General Carlos Alberto dos Santos Cruz,
Secretary of Government, commenting on
pension reform, as reported by Estadao
(January 9, 2019).

e “Brazil's Love Affair with Diplomacy Is Dead,” by Omar G. Encarnacioén (Foreign Policy, January 8, 2019). With
Bolsonaro, Brazil is set to break a long tradition of championing international liberalism, argues Encarnacion.
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e Bolsonaro and Brazil’s llliberal Backlash, by Wendy Hunter and Timothy J. Power (Journal of Democracy,
January 2019). An in-depth account of the rise of Bolsonaro, by two leading Brazilianists.

e Top Risks 2019 (Eurasia Group, January 7, 2019). According to Eurasia, Brazil is part of the “coalition of the
unwilling,” countries governed by leaders “unwilling to uphold the global liberal order, with some even bent on bringing
it down.” The potential for a slide into dictatorship, however, is perceived as a red herring.

e “Una republica disfuncional que aun asi puede frenar el autoritarismo,” by Anibal Pérez-Lifian (La Nacion,
January 3, 2019). According to the author, a fragmented Congress is a powerful counterweight to contain
authoritarianism.

e “How | Fell in Love with Sdo Paulo,” by William O’Connor (Daily Beast, December 31, 2018). Yes, that is
possible.

Recent Publications (Available on Our Website)

Brazil Macro Scenario: 10 Macro Propositions for 2019 (January 7, 2019)

) Economic and Political Calendar: What to Watch in Brazil in 2019 (December 5, 2018)

) Risks for the Selic in 2019 Expected to Become Even Less Asymmetric (November 6, 2018)
) 20 Charts that Explain Brazil’s New Political Power Structure (October 29, 2018)

e  Brazil Post Elections: Honeymoon and Marriage (October 25, 2018)
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CONTACTS / IMPORTANT DISCLOSURES

Macro Research

Maciej Reluga* Head Macro, Rates & FX Strategy — CEE maciej.reluga@santander.pl 48-22-534-1888
Sergio Galvan* Economist — Argentina sgalvan@santanderrio.com.ar 54-11-4341-1728
Mauricio Molan* Economist — Brazil mmolan@santander.com.br 5511-3012-5724
Juan Pablo Cabrera* Economist — Chile jcabrera@santander.cl 562-2320-3778
Diana Ayala Economist — Colombia, Peru diana.ayala@santander.us 212-407-0979
Guillermo Aboumrad* Economist — Mexico gjaboumrad@santander.com.mx 5255-5257-8170
Piotr Bielski* Economist — Poland piotr.bielski@santander.pl 48-22-534-1888

Marcela Bension* Economist — Urugua mbension@santander.com.u 5982-1747-5537

Fixed Income Research

Diana Ayala Macro, Rates & FX Strategy — Latin America diana.ayala@santander.us 212-407-0979
Juan Arranz* Chief Rates & FX Strategist — Argentina jarranz@santanderrio.com.ar 5411-4341-1065
Juan Pablo Cabrera* Chief Rates & FX Strategist — Chile jcabrera@santander.cl 562-2320-3778
David Franco* Macro, Rates & FX Strategy — Latin America david.franco@santanderCIB.co.uk 44-207-756-6633

Aal Head of Credit Research aholsberg 212-407-0978

Equity Research

ron Holsberg @santander.us

Christian Audi Head LatAm Equity Research caudi@santander.us 212-350-3991
Andres Soto Head, Andean asoto@santander.us 212-407-0976
Walter Chiarvesio* Head, Argentina wchiarvesio@santanderrio.com.ar 5411-4341-1564
Nicolas Schild* Head, Chile nschild@santander.cl 5622-336-3361
Valder Nogueira* Head, Brazil jvalder@santander.com.br 5511-3012-5747
Cecilia Jimenez* Head, Mexico mcjimenez@santander.com.mx 5255-5269-2228
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Reuters Pages SISEMA through SISEMZ

This report has been prepared by Santander Investment Securities Inc. (“SIS”; SIS is a subsidiary of Santander Holdings USA, Inc.
which is wholly owned by Banco Santander, S.A. “Santander”), on behalf of itself and its affiliates (collectively, Grupo Santander) and is
provided for information purposes only. This document must not be considered as an offer to sell or a solicitation of an offer to buy any
relevant securities (i.e., securities mentioned herein or of the same issuer and/or options, warrants, or rights with respect to or interests
in any such securities). Any decision by the recipient to buy or to sell should be based on publicly available information on the related
security and, where appropriate, should take into account the content of the related prospectus filed with and available from the entity
governing the related market and the company issuing the security. This report is issued in Spain by Santander Investment Bolsa,
Sociedad de Valores, S.A. (“Santander Investment Bolsa”), and in the United Kingdom by Banco Santander, S.A., London Branch.
Santander London is authorized by the Bank of Spain. This report is not being issued to private customers. SIS, Santander London and
Santander Investment Bolsa are members of Grupo Santander.

ANALYST CERTIFICATION: The following analysts hereby certify that their views about the companies and their securities discussed
in this report are accurately expressed, that their recommendations reflect solely and exclusively their personal opinions, and that such
opinions were prepared in an independent and autonomous manner, including as regards the institution to which they are linked, and
that they have not received and will not receive direct or indirect compensation in exchange for expressing specific recommendations or
views in this report, since their compensation and the compensation system applying to Grupo Santander and any of its affiliates is not
pegged to the pricing of any of the securities issued by the companies evaluated in the report, or to the income arising from the
businesses and financial transactions carried out by Grupo Santander and any of its affiliates: Luciano Sobral*.

*Employed by a non-US affiliate of Santander Investment Securities Inc. and not registered/qualified as a research analyst under
FINRA rules, and is not an associated person of the member firm, and, therefore, may not be subject to the FINRA Rule 2242 and
Incorporated NYSE Rule 472 restrictions on communications with a subject company, public appearances, and trading securities held
by a research analyst account.

The information contained herein has been compiled from sources believed to be reliable, but, although all reasonable care has been
taken to ensure that the information contained herein is not untrue or misleading, we make no representation that it is accurate or
complete and it should not be relied upon as such. All opinions and estimates included herein constitute our judgment as at the date of
this report and are subject to change without notice.

Any U.S. recipient of this report (other than a registered broker-dealer or a bank acting in a broker-dealer capacity) that would like to
effect any transaction in any security discussed herein should contact and place orders in the United States with SIS, which, without in
any way limiting the foregoing, accepts responsibility (solely for purposes of and within the meaning of Rule 15a-6 under the U.S.
Securities Exchange Act of 1934) for this report and its dissemination in the United States.
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