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Overview

2017 was the end of the largest recession in Brazil ever recorded. The economy grew 2.1% YoY
during Q4 2017, the fastest pace since Q1 2014.

Consumption registered its third consecutive expansion in Q4 2017 (1.9% YoY). This process of
recovery was in line with an increase in household credit that is mainly explained by lower
interest rates.

Gross Fixed Capital Formation (GFCF) expanded in Q4 2017 (3.7% YoY) for the first time after
14 consecutive quarters of contractions. This could have been driven in part by lower interest
rates and a reduction of the idle capacity in the manufacturing sector.

Brazil’s inflation rate in February 2018 stood at 2.8% YoY. The falling prices of food were the
main driver for low inflation.

During the last meeting in March 2018, the Central Bank cut the interest rate (SELIC-monetary
policy rate) by 0.25 percentage points to 6.5%; this is the lowest the interest rate has been over
the last 20 years.

For 2018, it is expected that Brazil's GDP growth will accelerate. The tailwinds from low interest
rates and low inflation could continue propelling the improved environment for household
consumption and the upturn in investment. A continued positive outlook of the global economy
and improved commodity prices will be some of the factors that positively affect Brazil's
economy.
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1. GDP

2017 was the end of the largest
recession in Brazil ever recorded. The
economy grew 2.1% YoY during Q4
2017, the fastest pace since Q1 2014
(Figurel). On a quarterly basis,
economic activity showed a trajectory of
recovery, marking the fourth
consecutive quarterly increase in Q4
2017.

While it is apparent that the economic
recovery is  consolidating, post-
recession GDP growth is the slowest it
has been during any recovery period
over the past 18 years (Figure 2).

Consumption

Consumption  registered its  third
consecutive expansion in Q4 2017 (1.9%
YoY) (Figure 3). This expansion was the
highest since Q4 2014.

This process of recovery was in line with
an increase in household credit (Figure
4) that is mainly explained by lower
interest rates.
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Figure 1. GDP Growth
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Figure 2: Economic Expansion since 1999
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Figure 3: Consumption

%, real change, YoY (SA)
8

o A N O N MO

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

mmm Household Government —e—Total

Source: IBGE, MUFG

MUFG Latin America Topics | 12 April 2018

2



Recent data demonstrates a mix of results
in the labor market. On the one hand, the
unemployment rate continues to be high
(Figure 5). On the other hand, net job
creation is improving.

Consumer confidence was 6.7 points
higher in February 2018 (87.4) than in
February 2017 (80.7). Although this
represents a general improvement, the
still high unemployment rate could make

consumers more cautious and less
optimistic  moving  forward.  Further
complicating matters are that the

upcoming presidential elections could put
downward pressure on  consumer
confidence as the elections approach.

Investment

Gross Fixed Capital Formation (GFCF)
expanded in Q4 2017 (3.7% YoY) for the
first time after 14 consecutive quarters of
contractions (Figure 6). This could have
been driven in part by lower interest rates
and a reduction of the idle capacity in the
manufacturing sector. In addition, the
general improvement in the economic
outlook of Brazil could be contributing to
improvements in investment.
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Figure 4: Outstanding Household Credit
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Figure 5: Unemployment Rate and Net Formal Job Creation

Thousand of people (NSA) %(NSA)
400 - - 16
300 - L
200 - 14
100 - - 12
100 | [
-200 - r8
-300 - -6
-400 - L4
-500 -
-600 r2
-700 - -0
2013 2014 2015 2016 2017 2018

mmmm Net Formal Job Creation-L  —e— Unemployment Rate-R

Source: IBGE, Ministry of Labor and Employment, MUFG

Figure 6: Gross Fixed Capital Formation
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As the overall economic outlook improves,
business confidence has also picked up.
During Q1 2018, business confidence
reached its highest level (53.1) since Q4
2010 (Figure 7), reflecting businesses’
optimism about the current conditions.

Exports and Imports

Exports increased in Q4 2017(16.3%
YoY) (Figure 8). This expansion was
mainly driven by primary goods
(commaodity goods), principally soybeans,
iron ore and oil. This is in line with an
improved external condition and a record
agricultural harvest in 2017.

Imports increased during Q4 2017 (14.7%
YoY) (Figure 9). This expansion was
mainly driven by the imports of
intermediate goods and fuel. This is in line
with the improvement of investment and
also with a general improvement of the
economy.
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Figure 7: Business Confidence
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Figure 8: Exports of Goods
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Figure 9: Imports of Goods
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2. Public Finances

The central government’s primary fiscal
balance for 2017 was a deficit of 1.9% of
GDP, compared to a deficit of 2.6% of
GDP in 2016 (Figure 10).

This positive result was mainly driven by
an increase in exceptional revenues from
tax amnesty programs and concessions.
Tax collection so far is increasing faster
than expected, this could help the
government to meet the 2018 primary
fiscal target® (around -2.3% of GDP).

The proposed pension reform continues
to be key in order to have fiscal
sustainability. This will likely need to be
addressed by the next administration.

3. Inflation and Monetary Policy

Brazil's inflation rate in February 2018
stood at 2.8% YoY (Figure 11). The
falling prices of food were the main driver
for low inflation.

Core inflation continues to be lower than
the target rate (4.5%) and the diffusion
index, which measures the proportion of
inflation components with positive price
variations, registered an average of
48.5% in February, lower than in the
same period in 2017 (50.9%) (Figure 12).
Core inflation and the diffusion index
indicate an absence of upward pressure
on prices. Some risks going forward are
the Nifia phenomenon that could bring a
less benign scenario to food prices.

! A deficit of 159 Billion of Brazilian Reals
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Figure 10: Central Goverment Primary Fiscal Balance
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Figure 11: Inflation
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Figure 12: Inflation Diffusion Index
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During the last meeting in March 2018, the Central Bank cut the interest rate (SELIC-monetary
policy rate) by 0.25 percentage points to 6.5%; this is the lowest the interest rate has been over
the last 20 years. It is expected that the Central Bank is likely to end the rate cut cycle soon in
order to give the economy some time to react to the monetary stimulus already in place and to
evaluate its effects before changing the SELIC again.

4. Outlook

For 2018, it is expected that Brazil's GDP growth will accelerate. The tailwinds from low interest
rates and low inflation could continue propelling the improved environment for household
consumption and the upturn in investment. A continued positive outlook of the global economy
and improved commodity prices will be some of the factors that positively affect Brazil's
economy. There are some risks internally and externally that could impact the Brazilian
economy, among them are the Brazilian presidential election, the possibility that the Central
Bank of Brazil could start raising the policy rate by the end of 2018, fears of a trade war
between the US and China, and the speed at which the Federal Reserve adjusts interest rates.

For reference to our previous reports, see our website at: https://mufgamericas.com/economic-research

The information herein is provided for information purposes only, and is not to be used or considered as an offer or the solicitation of an
offer to sell or to buy or subscribe for securities or other financial instruments. Neither this nor any other communication prepared by
MUFG Bank, Ltd. (collectively with its various offices and affiliates, "MUFG Bank") is or should be construed as investment advice, a
recommendation to enter into a particular transaction or pursue a particular strategy, or any statement as to the likelihood that a
particular transaction or strategy will be effective in light of your business objectives or operations. Before entering into any particular
transaction, you are advised to obtain such independent financial, legal, accounting and other advice as may be appropriate under the
circumstances. In any event, any decision to enter into a transaction will be yours alone, not based on information prepared or provided
by MUFG Bank. MUFG Bank hereby disclaims any responsibility to you concerning the characterization or identification of terms,
conditions, and legal or accounting or other issues or risks that may arise in connection with any particular transaction or business
strategy. While MUFG Bank believes that any relevant factual statements herein and any assumptions on which information herein are
based, are in each case accurate, MUFG Bank makes no representation or warranty regarding such accuracy and shall not be
responsible for any inaccuracy in such statements or assumptions. Note that MUFG Bank may have issued, and may in the future
issue, other reports that are inconsistent with or that reach conclusions different from the information set forth herein. Such other
reports, if any, reflect the different assumptions, views and/or analytical methods of the analysts who prepared them, and MUFG Bank is
under no obligation to ensure that such other reports are brought to your attention. MUFG Bank, Ltd. retains copyright to this report and
no part of this report may be reproduced or re-distributed without the written permission of MUFG Bank, Ltd. MUFG Bank, Ltd. expressly
prohibits the re-distribution of this report to Retail Customers, via the internet or otherwise and MUFG Bank, Ltd., its subsidiaries or
affiliates accept no liability whatsoever to any third parties resulting from such re-distribution.

@ M U FG MUFG Latin America Topics | 12 April 2018

6





