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At the crossroads

P> We revised our exchange-rate forecast to BRL/USD 5.30 in 2026 (from BRL/USD 5.15) and BRL/USD 5.50 in
2027 (from BRL/USD 5.35), mainly reflecting a more adverse external environment for the currency, with
expectations of higher interest rates in the U.S. and a stronger dollar ahead.

> We kept our GDP growth forecast for 2026 at 2.1%, driven by fiscal and quasi-fiscal stimulus, which should

continue to support aggregate demand and offset the effects of contractionary monetary policy. For 2027, we

kept our GDP forecast at 1.7%, in line with the fading fiscal impulse. In the labor market, we kept our
unemployment-rate estimates at 5.7% in 2026 and 6.0% in 2027.

P We maintained our primary-balance forecasts at -0.5% of GDP in 2026 and -0.6% in 2027. With the drop in oil
prices, the risk is that the revenue gain will no longer be enough to offset the recent expenditure increases.
The expansion of policies carried out beyond the fiscal rules reinforces the need for a meaningful fiscal

adjustment ahead.

P> We kept our IPCA forecasts at 5.4% in 2026 and 4.5% in 2027. For 2026, we no longer incorporate additional
gasoline hikes at the refinery, given the recent retreat in oil prices, with the balance of risks shifting from
upward to slightly downward. For 2027, the balance of risks remains skewed to the upside, with uncertainty

over the effect of El Nifio on grain supply.

P> Recent communication points to a more cautious monetary-policy stance, given the deterioration of the base-
case scenario and the Copom's assessment that the balance of risks around this scenario is skewed to the
upside. Even so, the authorities' communication does not fully close the door to further cuts. We revised our
terminal Selic forecast to 14.00% (from 13.75%), with one last cut at the August meeting.

BRL: a more adverse external environment

We revised our exchange-rate forecasts to
BRL/USD 5.30 in 2026 (from 5.15) and BRL/USD
5.50 in 2027 (from 5.35). The revision mainly reflects
the change in the external scenario, with expectations
of higher interest rates in the United States and a path
of dollar strengthening. Added to this is the
deterioration in the terms of trade, led by the fall in ol
prices, and, on the domestic front, the rise in the risk
premium amid the seasonal dynamics typical of the
second quarter in election years. Although the interest-
rate differential still offers some support in the short
term, the combination of these factors points to a
depreciation path ahead.

Higher U.S. interest rates reinforce dollar
strengthening
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We kept our current-account deficit forecasts at
US$69 billion in 2026 and US$72 billion in 2027, with
the effect of a more depreciated exchange rate offset
by the decline in the terms of trade. The current-
account deficit remains above its recent average, with
the improvement in the trade balance partially offset by
more pressured services and income accounts. Even so,
the external accounts show greater balance, reflecting
the improvement in external financing, although with a
marginally less benign composition, given the larger
share of portfolio flows.

Activity: public policies should boost 2026
growth

April indicators reinforced the reading of still-robust
activity in 2Q26. The strong performance of
manufacturing and of the services sector supports our
GDP tracking for 2Q26 around the base-case scenario,
with a 0.6% qoq increase (at the margin, seasonally
adjusted) and a 2.2% yoy advance.

We kept our growth forecast for GDP at 2.1% in 2026,
driven by fiscal and quasi-fiscal stimulus, which
should continue to support aggregate demand and
offset the contractionary effect of monetary policy.
We estimate that the fiscal impulse in 2026 will be close
to 1.0% of GDP, with about 0.6 p.p. stemming from
increased spending on transfers and the remaining 0.4
p.p. associated with already-announced measures
(changes to income tax, Gas do Povo, Luz para Todos,
among others).

Fiscal impulse from transfers
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For 2027, we kept our growth forecast at 1.7%. We
expect the fiscal impulse to lose intensity, though it
should remain positive, in a context in which monetary
policy should stay in contractionary territory, limiting the
acceleration of activity.

In the labor market, recent data suggest incipient
signs of stabilization. We therefore kept our
unemployment-rate forecasts at 5.7% in 2026 and 6.0%
in 2027. Ahead, the expectation of activity growth close
to the neutral rate, combined with a slight rise in the
participation rate, should lead to a gradual and moderate
increase in unemployment over the coming months.

Fiscal: more stimulus beyond the fiscal rules

We kept our primary-balance forecast at -0.5% of
GDP in 2026 and -0.6% in 2027, with a more negative
balance of risks given the prospect of lower oil
prices. With the fall in oil prices, we see a risk that
recurring and extraordinary revenues (such as the
export tax) linked to the commodity, and already
incorporated into the scenario, may not materialize. On
the other hand, the removal of fuel-price subsidies may
be carried out more gradually, cushioning the impact on
domestic prices but sustaining a high level of
extraordinary expenditures.

We reiterate and stress the need for a meaningful
fiscal adjustment to stabilize public debt. The
structural challenge remains high: we estimate that,
keeping the current rules unchanged and with no course
correction, the fiscal adjustment needed to stabilize
public debt, currently around 4 p.p. of GDP, will continue
to grow, and to even more significant magnitudes. In this
context, the design of the prevailing rules has allowed
an expansion of primary expenditures that is
incompatible with the required trajectory, with an
increase in exceptions to the rules and in stimulus to
directed credit via financial expenditures, such that the
credibility of the fiscal anchor has been undermined,
with repercussions for the full transmission of monetary

policy.
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Inflation: composition changes, forecasts
unchanged

We kept our IPCA forecast for 2026 at 5.4%, but with
changes in composition. We no longer incorporate
additional gasoline hikes at the refinery over the year, as
the recent retreat in oil prices reduces the pressure for
new adjustments. In return, we raised our food-inflation
forecast, incorporating a possible El Nifio effect on
cereal prices as well. The balance of risks shifted from

upward to slightly downward: oil, previously the main
upside driver, now becomes the main downside risk for
2026, owing to a possible further easing of international
prices, combined with a higher probability of a green
electricity-tariff flag at year-end.

For 2027, we kept our inflation forecast at 4.5%, with
a balance of risks still skewed to the upside, mainly
because of uncertainty over the intensity and
persistence of El Nifo. Although we have already
incorporated a scenario of more pressured food prices in
2026, with effects concentrated in fresh (in natura) items,
a more intense climate event tends to produce more
relevant impacts in 2027, raising the risk of productivity
and crop losses and reducing grain supply, especially
corn, a factor that could pressure food prices next year.

Monetary policy: the calibration cycle is almost
done

The Copom continued the monetary-easing cycle
with a new 25-bp cut at the June meeting, amid a
less benign reading of the prospective inflation
scenario. The scenario description turned more
hawkish, highlighting near-term activity acceleration and
inflation (both headline and core) above the upper
bound of the target, as well as an upward-skewed
balance of risks, by explicitly incorporating demand
stimulus as an inflationary-pressure factor. Even so, the
monetary authority justified the reduction of the Selic to
14.25% per year on the basis of the roll-over of the
relevant horizon: by considering the next horizon
(1Q28), less restrictive interest-rate paths become
compatible with inflation converging to the target,
avoiding the additional tightening path that would be
required to meet the target in the current horizon (4Q27)
and that would imply inflation significantly below target
ahead, resulting in undesired volatility of both monetary
policy and activity.

Recent communication points to a more cautious
stance, but without fully closing the door to further
cuts. The committee continued to stress that the
magnitude of the calibration cycle will be adjusted
depending on the evolution of the data. But, by
characterizing the balance of risks as upward-skewed, it
signals that any remaining room for easing is running
out quickly.

In light of recent communication, we again revised
our terminal Selic forecast to 14.00% (from 13.75%),
with one last rate cut at the August meeting. We
recognize that, given a scenario of de-anchored
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expectations and accelerating activity, the risk is that
this last cut does not materialize.

We expect the policy rate to be kept in
contractionary territory for a prolonged period,
and easing to resume in 2027, with the Selic rate
falling to 12.50%.

Brazil | Forecasts and Data

2022 2023 2024 2025 2026F 2027F

Current Previous Current Previous
Economic Activity

Real GDP growth - % 3.0 3.2 3.4 23 21 2.1 1.7 1.7
Nominal GDP - BRL bn 10,080 10,943 11,779 12,739 13,524 13,543 14,403 14,457
Nominal GDP - USD bn 1,951 2,192 2,186 2,278 2,606 2,651 2,663 2,749
Population (millions) 210.9 211.7 212.6 213.4 214.2 214.2 215.0 215.0
Per Capita GDP - USD 9,255 10,356 10,281 10,676 12,166 12,374 12,389 12,790
Nation-wide Unemployment Rate - year avg 9.5 8.0 6.9 5.9 5.5 5.5 5.8 5.8
Nation-wide Unemployment Rate - year end (*) 8.4 7.8 6.5 5.4 5.7 5.7 6.0 6.0
Inflation
IPCA - % 5.8 4.6 4.8 4.3 5.4 54 4.5 4.5
IGP-M - % 5.5 -3.2 6.5 -1.0 5.5 6.5 4.3 4.5
Interest Rate
Selic - eop - % 13.75 11.75 12.25 15.00 14.00 13.75 12.50 12.50
Balance of Payments
BRL /USD - eop 5.28 4.86 6.18 5.47 5.30 5.15 5.50 5.35
BRL / USD - average 5.17 4.99 5.39 5.59 5.19 5.11 5.41 5.26
Trade Balance - USD bn 62 99 75 68 80 80 80 80
Current Account - % GDP -2.2 -1.2 -3.0 -2.9 -2.7 -2.6 -2.7 -2.6
Direct Investment (liabilities) - % GDP 4.0 29 3.4 34 3.5 3.5 3.9 3.8
International Reserves - USD bn 325 355 330 358 360 360 360 360
Public Finance
Primary Balance - % GDP 1.2 -2.3 -0.4 -0.4 -0.5 -0.5 -0.6 -0.6
Nominal Balance - % GDP -4.6 -8.8 -8.5 -8.3 -8.9 -8.9 -8.7 -8.6
Gross Public Debt - % GDP 7.7 73.8 76.3 78.6 82.8 82.6 86.5 86.0
Net Public Debt - % GDP 56.1 60.4 61.3 65.2 70.7 70.9 74.7 74.6
Growth of public spending (% real, pa, **) 6.0 7.6 3.2 4.2 5.3 5.3 1.3 1.3

Source: IBGE, FGV, BCB and Itau
(*) Nation-wide Unemployment rate measured by PNADC, seasonally adjusted

(**) We do not consider the 2023 payment of extraordinary court-ordered debts (precatérios). Including it, spending grew by 12.5% in
2023 and fell by 0.9% in 2024.

Macro Research — Itau
Mario Mesquita — Chief Economist
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