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What’s New: Below Consensus CPI Inflation

October CPI inflation, released this week, came in at 0.45% m/m, below market consensus (0.56% m/m) and in line
with our forecast (0.42% m/m). 12-month headline ended October at 4.56% (from 4.53% in September). Transportation
costs (including fuel) contributed 0.31 pp to monthly inflation, with foodstuff (+0.91% m/m) accounting for most of the
residual.

We believe November data will show a steep decline in fuel prices: wholesale gasoline prices are already down more
than 10% month-to-date (see chart below), reflecting falling international oil prices and a strengthening currency.
Moreover, we also expect electricity tariffs to fall in the month, given the announced change to “yellow flag” in the
surcharge system. In sum, we expect CPI to contract 0.13% in November, bringing 12-month inflation to 4.13%. We
believe 12-month inflation will end 2018 below the target midpoint, at 4.3%. Moderate inflation should contribute to our
scenario of “low for longer” for the overnight policy rate (see “In-Depth Research” below).
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In-Depth Research: Copom Minutes and Selic

In Risks for the Selic in 2019 Expected to Become Even Less Asymmetric (November 6, 2018), we reiterated our call
of a stable Selic rate (at 6.50%) throughout 2019, after evaluating the risks mentioned in the minutes of the latest
Copom meeting. Even considering an economic recovery stronger than current market consensus (we forecast 2019
GDP growth at 3.2%, versus the 2.5% median of the Focus survey), the output gap is likely to remain disinflationary,
with the unemployment rate ending 2019 still above our best estimate for the NAIRU (10% vs. 9.5%). We also have a
positive take on the recent discussions regarding granting the Central Bank formal independence (see “Political
Agenda” on page 2) — if this does indeed materialize, that could strengthen the credibility of the monetary authority
and further improve market expectations. Finally, we believe that median inflation expectations are still due a
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downward adjustment, following the recent fall in fuel prices (see “What's New” on page 1), the incorporation of
forecasts of a stronger BRL into inflation models, and continuing low core inflation measures.

Upcoming Data: 3Q18 Activity Indicators

The cycle of high frequency economic activity data regarding 3Q18 ends this week. In general, we believe the
economy expanded at a slow pace in September, weighing in the uncertainties associated with the October
presidential elections.

We expect a 0.4% m/m growth in core retail sales (2.2% yly), to be released next Tuesday. For the headline indicator
(including the auto and construction material sectors), we expect a 2.2% contraction in the month, smoothing out the
strong growth in August (4.2% m/m). Still, we expect this broad measure to continue growing ahead of the core index
in yearly terms (+3.5% yly), reflecting a relatively strong growth recovery in auto sales.

We expect the volume of services (out next Wednesday) to feel the impact of industrial production’s poor performance
in the period, as sectors such as transport and information services are highly correlated with that indicator. We expect
a 0.2% monthly contraction.

Finally, on Friday the Central Bank releases its monthly GDP proxy, IBC-Br. We forecast 1.5% yearly growth, which
corresponds to a flat 3Q18. We expect a rebound in economic activity on 4Q18, led by the recent improvement in
financial conditions, the labor market recovery and confidence boost following the election.

Political Agenda: What Is Left for the Congress This Year?

The Brazilian Congress has only five working weeks (discounting the week of the Republic Day holiday, on November
15) until the beginning of the summer recess. Some relevant economic themes in discussion include:

1. Transfer of oil exploration rights (cessdo onerosa): The Senate tried to approve this week an urgency
request for the voting of the bill that allows the auctioning of oil fields in the Santos basin. The request was
blocked by the opposition, and a new voting on the request is expected to November 20 (if approved, the bill
can go to a floor vote in the following day). In any case, there will probably be no time for the fiscal revenue
from the auctions (estimated at between BRL 80 billion and BRL100 billion by the Ministry of Mines and
Energy) to be added to this year’s balance (the incoming government may be benefited by such revenue in
2019, if the conditions for the auctions materialize).

2. Pension reform: Pension reform discussions are back, although there still seems to be no consensus about
what kind of measures can be proposed to Congress. We believe the probability of approval of a meaningful
reform this year are to be low, given the tight calendar and the difficulty in providing incentives to a large share
of representatives and senators that did not get reelected. We expect the pension reform to be the top priority
of the incoming government early next year, though.

3. Central Bank independence: This week the Central Bank governor, llan Goldfajn, and the speaker of the
Lower House, Rodrigo Maia, met to discuss the possibility of still holding a vote this year on a bill that would
give the Central Bank formal independence. According to the press (see, for example, “Equipe de transicao
negocia independéncia do Banco Central,” Agéncia Brasil, November 8, 2018), this theme has also support
from the incoming government. The bill to be re-discussed (PLP 32/2003) is authored by Rodrigo Maia
himself, was first presented in 2003 and is pending a reading opinion from the rapporteur at the Finances and
Taxing committee of the Lower House. The proposal also includes a fixed tenure for the governor (four years)
and board members (seven years), with the governor’s tenure not coinciding with the presidential mandate.

The current legislative year ends on December 22. The newly elected Congress starts working on February 2, 2019,
with the election of speakers of both houses as its first task.
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Chart of the Week: Doing Business Ranking

On October 31, te World Bank released the 2019 update of its flagship Doing Business report. The report compares
indicators of business regulation and protection of property rights across 190 economies over time. In the ranking of the
aggregated indicator “ease of doing business score”, Brazil ranked 109, its the best position since 2014 and up 12
positions relative to the 2018 release. Despite being the only large Latin American country that moved up in the ranking
in the period, Brazil still has one of the worst business environments among large emerging economies.
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What We’ve Been Reading

. Doing Business 2019: Training for Reform (The World Bank, October 31, 2018). Update of the bank’s flagship
report on business practices, see the “Chart of the Week” above.

. Inflation in Emerging and Developing Economies: Evolution, Drivers, and Policies (The World Bank, November 7
2018). A new comprehensive book edited by the World Bank, including a soon-to-be released dataset covering
inflation in more than 175 countries.

o “Brazil's new finance minister eyes ‘Pinochet-style’ fix for economy,” by Andres Schipani and Joe Leahy
(Financial Times, November 2, 2018). Paulo Guedes, the incoming finance minister, claims that the Chicago Boys
saved Chile.
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o “Brazil’'s new president: strongman at home, weak man abroad?” by Harold Trinkunas (Order from Chaos,
October 31, 2018). The next government will have to deal with Brazil's eroding “soft power’ abroad, argues
Trinkunas.

e  “Brazil is unpredictable right now. Here are 3 possible scenarios for incoming president Jair Bolsonaro,” by Ryan
Lloyd (Monkey Cage, November 7, 2018). Lloyd believes that the best possible outcome for the next government
would be mediocrity, as extreme success or failure would increase the risk of political instability.

Recent Publications (Available on Our Website)

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)

e  Brazil — Risk Premium: Apples and Oranges (October 9, 2018)

e BRL: Between Common and ldiosyncratic Factors (September 26, 2018)
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