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Brazil suffered a severe recession in 2016, experienced anaemic growth in 2017 and will likely
continue this trend through 2018. Therefore the fledgling recovery is yet to visibly reduce
unemployment and kick-start cyclical growth. Indeed, the market is pricing in a continuation, and
even deterioration, of this difficult environment.

We are, however, constructive on the country, currently 58% of our Latin America portfolio, as we
find it extremely attractive from a technical, business cycle and valuation perspective.

ELECTION CATALYST

We believe the upcoming elections are likely to bring
about a serious change in fiscal policy, resulting in a
boost to corporate confidence. A poll by Datafolha
released on 2nd October put Jair Bolsonaro, an ultra-
conservative candidate, in the lead with 32% of the
vote followed by Fernando Haddad, the PT/labour
party candidate and successor to former President
Lula da Silva, in second place with 21%. Moreover,
whilst Bolsonaro’s rejection rate was stable at 44%,
Haddad'’s increased from 27% to 38%. This implies

a strong probability of success for Bolsonaro in the
second round run-off on the 28th October. Indeed,
surveys indicate that safety and corruption are the
two most important issues for voters; hence it is
unlikely that Haddad can grow in stature as the broad
population blames his party for Brazil’s corruption
scandal and economic malaise. In this way, we believe
a Bolsonaro victory is likely, which would herald
policy change for the country.

BUSINESS CYCLE
A PAUSE NOT A REVERSAL

Despite the headlines and a brief hiccup after the
Truckers’ strike earlier this year, an economic recovery
is continuing. Recent evidence includes automotive
sales, up 8% on a YoV basis as reported by Brazil's
association of car dealers. Moreover, given loose
labour market conditions, with unemployment at

12% and a negative output gap holding inflation
around 4%, the central bank is likely to maintain its
accommodative monetary policy, with short-term
interest rates at a record low of 6.5%.
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VALUATION
ADDS WEIGHT TO FUNDAMENTALS

Brazil is also attractive from a market valuation
perspective. Brazilian country risk, captured by the
CDS spread (indicative of probability of default) has
pbeen increasing since Q1 2018. The widening spread
is linked to a combination of the halt in fiscal reforms,
negative economic impact of the truckers’ strike in
May and rising uncertainty regarding the presidential
election. Indeed, we believe the current CDS price
already discounts an unfavourable election outcome
and no subsequent structural reforms. The depth of
political will across all candidates is underestimated
and thus there will be broad political support to
normalise fiscal accounts, resulting in a decline in
Brazil’'s CDS spread, which in turn will positively
impact the value of equities.

Figure 1: Brazil's CDS
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Indeed, we believe the best expression of a

change in sentiment towards Brazil, is in Brazilian
equities. This is not only because of their significant
underperformance, but also due to considerable
outflows from international investors. EPFR Global
data indicates that the USD 6 billion of inflows into
Brazilian equities during the 12 months up to April
2018 has not only reversed, but has seen a further
USD 4bn outflow over the past 5 months. The top ten
of our Latin America fund is dominated by Brazilian
companies such as: CCR, an infrastructure operator,
Banco ltau, the largest private sector bank, Ultrapar,
best in class energy distribution industrial, B3 Bolsa,
the largest integrated exchange in Latin America, and
WEG, a world class industrial.

Figure 2: Brazil's industrial production and BRL/USD
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SEARCHING FOR VALUE IN THE
EQUITY MARKET

We see considerable value across Brazilian equities,
with a bias towards those companies with a strong
domestic exposure. Two sectors of importance to
our fund are Brazilian financials and Brazilian IT. We
hold Banco lItau, the largest private bank, B3 Bolsa,
the largest integrated exchange in Latin America, and
Linx, the largest POS/IT systems operator in Brazil.
Together they account for 17% of our fund, and are
trading at 20% to 50% discount to our conservative
valuations. Indeed, the financials sector is trading

at recession lows of 10x trailing PE. A pro-business
policy agenda will improve the growth outlook

and should see them rerate towards a 14x multiple
typically seen in a growth cycle
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Figure 3: MSCI Brazil Financials PE
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The Brazilian IT sector reflects all time low valuations,
with the market pricing a combination of no growth
and falling profitability.

Figure 4: MSCI Brazil IT PE
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CONCLUSION

The market is deeply sceptical and has heavily discounted asset prices on the basis of
dysfunctional politics. We believe this view ignores the realities; the political class are under
no illusions that fiscal reform is required, despite the roadblocks Brazil’s recovery has been
delayed rather than reversed and valuations already discount a significant deterioration.

In short, we see similarities to 2002, 2009 and 2016, years in which a massive change in
Brazilian politics coincided with a violent drop in risk premia and sharp equity market rallies.
Our positioning reflects our optimism and is biased towards out of favour, high quality
companies that in some cases offer over 100% potential returns.
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This document has been issued and approved by Alquity Investment Management Limited which is authorised and regulated by the Financial Conduct
Authority.

This material should not be relied on as including sufficient information to support an investment decision. The value of your investments can go up or
down so you may get back less than you invest.

This document is @ marketing communication and is intended solely for distribution to investment professionals as defined in Article 19 of the Financial
Services and Markets Act 2000 (Financial Promotion Order) 2005. If you are an individual who would like more information about Alquity’s Funds, please
go to www.alquity.com.

The Alquity Africa Fund, the Alquity Asia Fund, the Alquity Future World Fund, the Alquity Indian Subcontinent Fund and the Alquity Latin American
Fund are all sub-funds of the Alquity SICAV (“the Fund”) which is a UCITS Fund and is a recognised collective investment scheme for the purposes of the
Financial Services and Markets Act 2000 of the United Kingdom (the "FSMA”). This does not mean the product is suitable for all investors and as the Fund
/s invested in emerging market equities, investors may not get back the full amount invested.

This document has been provided for information purposes only and does not constitute an offer or solicitation to purchase or sell interests in the Fund. The
information contained in this document shall not under any circumstances be construed as an offering of securities in any jurisdiction where such an offer or
invitation is unlawful. The Fund is currently registered for sale in a limited number of countries and the Prospectus should be referred to before promoting

a share class of a sub-fund as promotion of the Fund where it is not registered may constitute a criminal offence. The current prospectus and simplified
prospectus are available free of charge from Alquity Investment Management Limited, 3 Waterhouse Square, 138-142 Holborn, London, ECIN 25W or by
going to www.alquity.com.

SWISS INVESTORS:
The prospectus, the Articles of Association, the Key Investor Information Document “KIIDs” as well as the annual and semi-annual report
of the Fund is available only to Qualified Investors free of charge from the Representative. In respect of the units distributed in

Switzerland to Qualified Investors, place of performance and jurisdiction is at the registered office of the Representative. Funds
other than the Luxembourg domiciled Alquity SICAV mentioned in this document may not be admitted for distribution in
Switzerland.

Swiss Representative: FIRST INDEPENDENT FUND SERVICES LTD., Klausstrasse 33, 8008 Zurich.
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