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e In our view, tensions derived from the trade war be  tween China and the US are unlikely to subside int  he
coming months, thus menacing the constructive asses sment made by the Brazilian Central Bank (BCB)
about external environment.

¢ Besides confirming that there is room for additiona | monetary easing—conditional to further progress i n the
agenda of structural reforms—the minutes of the las t Copom meeting introduced a debate on the
components of the neutral interest rate.

< Both inflation and activity indicators came below t he medians of market participants’ expectations, wh ich
reinforces the consensus view—which we concur with— that the balance of risks for inflation in the shor t term
should allow the Brazilian Central Bank to cut the base interest rate in September 2019.

« The Lower House concluded the assessment of the pen  sion reform, which will now be taken up by the
Senate. Now, representatives should focus on discus sing another key structural overhaul: tax reform.

Trade war tensions: A week after President Trump’s tweet on the decision to impose further sanctions to Chinese imports
from September 1 onwards, there hasn’t been any signal from either the US or China pointing towards a reduction in
the level of animosity between the two nations. On the back of the lack of intervention from the People’s Bank of China
(PBOC) in the FX market, the renminbi weakened during the week and breached the psychological threshold of
CNY7.00/USD, which led the US government to accuse and officially label China of being a currency manipulator. The
status may lead to further restrictions, which means the trade war between the two countries should get fiercer rather
than gentler further down the road. As a result, the Brazilian Real got hit as well, which seemed to reduce doubts about
the net impact of this situation on the Brazilian economy-there are those who claim that Brazil could benefit from the
conflict, as it exports to both countries. More important, the situation may make it more difficult for the Brazilian monetary
authority to consider that the international environment is benign for emerging markets, which may lead the BCB to
reconsider its strategy for the adjustment in the base interest rate. It is important to bear in mind that the BCB's inflation
simulations considered that the exchange rate would either remain stable at BRL3.75/USD or weaken from
BRL3.75/USD in the end of 2019 to BRL3.80/USD in the end of next year. As the FX rate is currently hovering around
BRL3.95/USD, if it remains at this level, we are likely to see an upward impact in inflation forecasts between 20 to 30
basis points in BCB’s simulations. Therefore, it will be important to assess if the positive contribution of further progress
in the agenda of reforms will be sufficient to offset the negative impact from a tenser international environment.

Minutes of the Copom meeting: Albeit a bit outdated due to recent developments abroad, the minutes of the last Copom
meeting reinforced the general view that under circumstances prevailing on the meeting day and conditional to additional
progress in the agenda of reforms, the BCB would feel comfortable with further cut(s) in the Selic target rate. However,
the monetary authority surprised market participants by bringing up a discussion about the components of the neutral
interest rate. According to the BCB, the neutral interest rate comprises risk premium and risk-free neutral interest rate
factors, which does not necessarily move in the same direction at all times. Apparently, Copom members’ intention was
to signal that further monetary policy moves may tend to become more intricate than before, which means the room for
easing may be more limited than market participants thought previously.

Inflation and activity indicators: The IPCA for July 2019 registered a 0.19% MoM change, which was below both our
forecast (0.23%) and the market's median estimate (0.24%), and led the inflation rate in YoY terms to recede to 3.2%
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from 3.4% in the previous reading. Prices of edible items and personal items were the highlights and reinforced our view
that inflation dynamics continue to be quite favorable, which should lead the IPCA annual change to end 2019 below
the targeted level (3.8% versus 4.25%). The benign behavior of inflation has chiefly to do with the lethargic performance
of economic activity, which we don’t expect to change anytime soon. Hence inflation forecasts for the coming years
should remain anchored at the goals set by the National Monetary Council (4.0%, 3.75% and 3.50% for 2020, 2021 and
2022, respectively).

Incidentally, activity indicators released in the last few days underpinned our assessment. First, we had the survey on
retail sales for June 2019, which remained unchanged as compared with the previous month in seasonally adjusted
terms. As a result, the sector registered a 1.2% QoQ seasonally adjusted expansion in 2Q19, especially on the back of
strong vehicle sales. All in all, these numbers seemingly corroborate our perception that private consumption should
increase in a very gradual fashion this year.

Then, the survey on the performance of services other than retailers showed a substantial 1.0% MoM seasonally
adjusted drop in the same period (-3.7% YoY), which frustrated the market’s expectation (the median market estimate
pointed towards a 2.2% YoY decrease). There was no exception as far as segments that compose the survey are
concerned, with IT and Transportation being the highlights (-2.6% and -1.0%, respectively in MoM seasonally adjusted
terms). Adding to this update, industrial figures released in the previous week, our simulation points towards an
expansion of 0.1% MoM seasonally adjusted for the IBC-BR—-the proxy created by the BCB to mimic the behavior of
GDP on a monthly basis that will be released on August 12. If our forecast proves right, the IBC-BR will have fallen 0.4%
QoQ seasonally adjusted, which hints at a modest performance of GDP in the period (0.1% QoQ sa). For the year as a
whole, we expect the effect of progress in the agenda of reforms and better credit conditions derived from lower interest
rates to stoke up the economy, but the more intricate international environment should limit that recovery, which make
us comfortable with our 0.8% full-year forecast.

Agenda of reforms: On the back of the conclusion of pension reform in the Lower House, representatives should now
turn their eyes to the tax reform bill that is already under analysis of the Special Commission of the House—the venue
where modifications to original proposals are made. However, given that there is another bill in the Senate addressing
the same theme and the government wants to send a third alternative, the big question is which one will prevail. This
doubt should remain for some weeks and is a good example of the difficulties that this reform could face. As for the
pension reform, it is time for the Senate to start assessing it. We don’t expect them to change it substantially, which
means it may go through a ‘fast track’ process and to be concluded by the end of September.

Number of the Week Quote of the Week

“The best possible expectation.”

7 OO H;Zst;]rglzczm%g;,gg ?r?:jceh\(/)vlgglt(;ilsions — Paulo Guedes, Economy minister, asked last
) 99 ' Wednesday about what he expects for the pension
reform in the Senate.
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Chart of the Week: The problem is abroad

Our “Chart of the Week” takes a look at the behavior of the Brazilian FX rate during this year and we highlight two
important moments: the first round vote of pension reform in the Lower House and Mr. Trump’s tweet a week ago. While
domestic factors have favored an appreciation of the BRL, external factors have led to depreciation. It will be important
to move on with more progress on the domestic side, if the country wants to get a stronger insulation from other countries’
problems.
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