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USDBRL Pair Focus

The Brazilian economy, in line with the rest of global economies, is
seeing signs of slowing growth based on softening global demand.
Manufacturing PMI is now at 44.30, but robust service sector
performance boosted the composite reading to 51.80, suggesting
that while the economy is slowing, overall consumption in the region
remains robust. While retail sales also continue to soften, with y/y
growth at 1.00%, they remain in line with the 2-year average,
suggesting the consumer sector is healthy. Likewise, overseas
demand remains relatively robust, highlighting the strong underlying
fundamentals in Brazil. The export volume index continued to
remain elevated, with the April figure at $336bn, up $35bn from the
same time last year. Higher soft agricultural prices are likely to prop
up the agricultural part of the economy in Q2'23. China's reopening
theme could see commaodity prices, and in particular, oil, shoot
higher, driving the growth in producer price performance. In recent
days, Chinese policymakers have discussed cancelling grain
purchases from the US in favour of cheaper Brazilian alternatives,
which could help support shipments out of the country. Still, growth
for 2023 is also set to recede sharply to 0.8%, down from 3.0% in
2022.
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Retail sales are seen softening in recent months, but still remain in
line with the longer-term average.
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Despite softer inflation growth, wages remain upwardly sticky, with
real income usually paid for the main job continuing to climb to
BRL2,799 in March 2023. This further underscores the availability
and propensity of households to spend, supporting retail and other
consumer spending habits in Q2 '23. In particular, President Lula
increased the country's minimum wage as his administration sought
to increase social spending while keeping the growth of public debt
under control. Lula signed a provisional measure adjusting the
country's minimum wage to BRL1,320 per month, up from the
BRL1,302 that had been set at the end of last year.

Overall, the service sector in Brazil remains robust.
Service PMI (LHS) Retail Sales Y/Y (RHS)
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The big risk for this year will be Lula's approach to policy support.
The government is increasing the size of welfare programmes
beyond strict budget limits to address social issues, breaking the
fiscal ceiling by BRL145-176bn. However, this new wave of
spending could put Brazil's debt on an even more unsustainable
path and reignite inflation. With the tax on fuel now reinstated, that
could support inflation higher for longer. Congress is preparing to
debate a bill to shore up public finances, a plan which Lula is also
counting on to allow for looser monetary policy. The legislation was
initially welcomed by markets, but questions remain on how the
government will raise revenues as forecast. In the meantime,
uncertainty associated with public debt growth alongside the
existing fiscal framework may lead to a more benign disinflation
process.

Inflation is set to accelerate slightly in Q3’23 as tax reduction impacts
ease.

Inflation Target IPCA Inflation Inflation Expectation
14
12

10

YIY %

2

0
Jan Nov Sep Jul May Mar Jan Nov Sep Jul May Mar Jan Nov Sep
13 13 14 15 16 17 18 18 19 20 21 22 23 23 24

Source: BCB

Indeed, the inflation story differs from that of the US and Europe, as
it has already halved from the peak of 12%, while developed
countries have only begun to soften in the latter part of 2022. Data
shows continued weakness in pricing pressures, and a recent
decline to 4.18% yl/y pointed to a sharper-than-expected reduction;
this highlights the slowest pace of growth in over two years. Indeed,
inflation in Brazil has been coming down at a faster rate than in the
US or Europe - this makes the government target of 3.5% more
likely. However, core inflation is still running hot and causes
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additional worries. PPI remains negative m/m, and the y/y figure just
flipped into the lows of 2.32%, losses not seen since the 2010s, and
we expect the PPI to remain low in the meantime.

Lula’s presidency did little so far to alter consumer sentiment.
Consumer Confidence Consumer Confidence Expectations
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Despite the central bank's chief Neto stating his refusal to cut rates,
softer inflation stoked expectations that the BCB might be the first
major bank to cut rates soon. The swap rates curve is already
showing investor bets on a least 25bps cut to the benchmark rate in
September. Inflation is poised to decline until the end of the quarter,
especially given the round of tax reductions enacted last year.
However, expectations are set to increase once again in the latter
half of the year, with inflation growing to the 6.32% level in Q3'23. If
these expectations materialise, this should reaffirm the
policymakers' rhetoric of higher-for-longer rates for the majority of
the year. The next central bank meeting is scheduled to take place
on June 21st, and we expect rates to remain flat at 13.75%, the
highest among the major developing economies. The BCB has kept
the rates unchanged at current levels since August, hiking 11.75%
since the end of 2020 and keeping the rate unchanged right through
the election process. Brazil has done most of the damage before the
Fed and the ECB, driven by historically high inflation. Even with the
threat of inflation subsiding, abundant fiscal support is likely to keep
rates elevated for longer.

Both rates are set to remain higher-for-longer as policymakers
continue to tackle inflation.
Federal funds Rate USD LIBOR 3-Month

6 Brazil Selic Rate Brazil DI 16

14

12

10

o e 0
Sep Apr Nov Jun Jan Aug Mar Oct May Dec Jul Feb
6 17 17 18 19 19 20 20 21 21 22 23

Source: Bloomberg

Sucden Financial — FX Monthly Report

The prospects of high terminal rates keep real an attractive
investment, especially among the EMs. The Brazilian real was seen
strengthening in recent weeks despite the outlook for lower interest
rates as investors are growing optimistic that a new fiscal framework
proposal is set to succeed in shoring up public finances. It combines
fiscal adjustment with the preservation of the budget for social
policies, setting the annual primary budget surplus target from -0.5%
of GDP in 2023 to 1% of GDP in 2026. Brazil's fiscal framework sets
a ceiling and a floor for the expansion of public expenditures,
limiting it to 70% of the revenue growth or 50% when the
government fails to meet its budget surplus targets. The fiscal plan
signals the Lula administration's recognition of the importance of
replacing the old spending cap with a credible, new fiscal anchor to
contain macroeconomic uncertainties. By linking spending to
revenues as opposed to inflation under the prior cap, the new rule is
more pro-cyclical, taking a more holistic approach to fiscal
consolidation by targeting primary balances instead of just
spending. The authorities plan to pursue revenue efforts which they
hope will yield 1.1%-1.5% of GDP. They expect most of this to come
from the elimination of tax exemptions, dispelling the private sector's
fear of tax increases.

The proposal is yet to reach Congress, but if passed, this could
provide a strong upside for the real. The implementation of Lula's
policies is all set to prolong the country's inflation. In the meantime,
we expect higher interest rates as well as a positive fiscal outlook to
be a tailwind for BRL. This, coupled with a pause in tightening from
the Fed and a weaker dollar, is likely to keep USDBRL below the
5.00 level in the near term.
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Desk Comments

GBP

BOE hiked 25bp in line with expectations this month. Inflation
figures continue to print to the high side posting double digits for the
7th consecutive month, the BOE revised its inflation figures higher
forecasting to reach its target rate of 2% by 2025, a year later than
previously expected. Further 50bp rate hikes is now priced in by
year end. In addition, the divergence to the USD rate path has
helped GBP continue to trade bid in the past month, reaching a high
of 1.2668.

However, we see the economy stagnating over the next few
months. The economy unexpectantly shrank in recent months,
leaving the UK behind other G7 nations. Households are turning
more cautious as the result of strikes; increased borrowing costs are
starting to erode the spending power of consumers. Retail sales -
1% was well below forecast last month. Employment data is also to
the weak side, with a small uptick in unemployment 3.9% vs 3.8%
previously.

We don’t foresee much change in GBP over the coming weeks. Vols
are trading at yearly lows, sighting a lot of two-way flow so we
expect a range of 1.2440 — 1.2650 to hold with litle momentum of
any directional breaks to either side in the short term.

EUR

EUR has declined below 1.09 against the USD on the back of broad
USD appreciation. However, the ECB path continues to diverge
from the FED. More rate hikes are priced in this year as the
European commission raised the inflation outlook. Moreover, the
projections for consumer price growth were raised.

Therefore, growth within the EU economic area continues to
expand, GDP estimated to rise by 1.1 % this year thus avoiding a
recession within the whole area.
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The Labour market continues to strengthen. Unemployment levels
6.5% have steadily declined from a post pandemic high of 6.5% and
earnings remain steady.

With volatility at year lows, the price action is likely to remain muted.
As a result, we see range bound price action with a slight bullish
bias.

USD

Dollar has seen a bounce in May benefiting from risk aversion as
market reluctant to take on risky position amid debacle surrounding
the US Debt ceiling. Following last Fed Rates announcement market
now believe terminal rates have been reached. Timing of any
potential cuts in the future is lacking consensus, earliest cuts could
come as early as September, but we believe this to optimistic.

Service and manufacturing performance is set to diverge further in
the coming months, with the former more resilient.

Composite Manufacturing e Services
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Yields have remained broadly rangebound in the coming weeks.

10yr TIPS Breakeven 10yr US 10 year yield
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Largest risk to USD currently is the highly unlikely but still the
possibility of Default of Treasury debt for the first time in their
history, as negotiations between the White house and the House of
Representative likely to go to down to wire as very little progress
currently been made (debt ceiling likely to be breached by 1st June).

Our expectations is for the dollar to appreciate once situation of the
debt ceiling is behind us, as we have seen recent economic data
showing the US economy slowing causing recessionary jitters and is
likely to see flight to the safety of the dollar. Especially given similar
situation is occurring in Europe with economic data surprising to the
downside; unlike in the US, inflation is far from under control in
Europe/UK and is likely to see both regions potentially facing a
stagflation situation and weakening their respective currencies.
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Technical Analysis
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GBPUSD has risen steadily since March but failed to break above white downtrend and Resistance at 1.2680. Candlesticks show a bearish
engulfing pattern and could indicate further pull back to the red uptrend. On the Downside, a break below red trendline could indicate a deeper
pull back to the psychological 1.20 area and then support at 118 Area. On the upside a close above white trend line / 1.2680 resistance could
pave the way for the cross to test 130 and then 76.4% fib level at 1.3328.
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EURUSD has broken-down trend after a period of steady gains, and this could pave the way for a deeper correction down to 1.05. Support
before then comes at 61.8% (1.0737) and 76.4% fib (1.0653) of the recent move up. If support @ 1.05 holds, we could see a period of
consolidation in the range between 1.05 — 1.11. On the upside, closed above 200week MA / 1.1272 (61.8% fib) would be needed to see cross
make next leg higher to 1.15 and then 1.1682.
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Disclaimer

This is a marketing communication. The information in this report is
provided solely for informational purposes and should not be
regarded as a recommendation to buy, sell, or otherwise deal in any
particular investment. Please be aware that, where any views have
been expressed in this report, the author of this report may have had
many, varied views over the past 12 months, including contrary
views.

A large number of views are being generated at all times and these
may change quickly. Any valuations or underlying assumptions
made are solely based upon the author’s market knowledge and
experience.

Please contact the author should you require a copy of any previous
reports for comparative purposes. Furthermore, the information in
this report has not been prepared in accordance with legal
requirements designed to promote the independence of investment
research. All information in this report is obtained from sources
believed to be reliable and we make no representation as to its
completeness or accuracy.

This report is not subject to any prohibition on dealing ahead of the
dissemination of investment research. Accordingly, the information
may have been acted upon by us for our own purposes and has not
been procured for the exclusive benefit of customers. Sucden
Financial believes that the information contained within this report is
already in the public domain. Private customers should not invest in
these products unless they are satisfied that the products are
suitable for them and they have sought professional advice.

Please read our
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