MUFG LATIN AMERICA TOPICS

Brazil's Macroeconomic MUFG UNION BANK, N.A.
ECONOMIC RESEARCH (NEW YORK)
Performance: Q1 2018 GDP and KAREN MARTINEZ
. Latin A icaE ist
Current Monthly Indicators aiezens

KMartinez@us.mufg.jp

MUFG Bank, Ltd.
13 JULY 2018 A member of MUFG, a global financial group

Overview

GDP rose 1.2% YoY in Q1 2018, a slowdown from the 2.1% YoY expansion registered in Q4
2017.

Consumption registered its fourth consecutive expansion in Q1 2018 (2.0% YoY), the largest
expansion since Q1 2014. This was mainly driven by household consumption (2.8% YoY). The
good performance of household consumption was influenced, among other factors by low
inflation and low interest rates.

Gross Fixed Capital Formation (GFCF) grew 3.5% YoY in Q1 2018, slightly lower than in the
previous quarter (3.8% YoY). This was driven in part by lower interest rates.

Brazil’s inflation rate in May 2018 stood at 2.9% YoY. The falling prices of food continue to be
the main driver of inflation and inflationary pressures remained subdued.

During the last meeting in June 2018, the Central Bank decided for the second consecutive
month to keep the interest rate (SELIC-monetary policy rate) unchanged at 6.5%.

For 2018, it is expected that Brazi's GDP growth will accelerate in comparison to 2017.
Household consumption will contribute the most to the economic expansion. The continued low
inflation is expected to positively influence household consumption. However, the uncertainty
from the presidential elections and more challenging financial markets, especially for emerging
economies (the normalization of interest rates in the US have led to a decrease interest in
investments in emerging economies), could weigh on Brazil's GDP.
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1. GDP

GDP rose 1.2% YoY in Q1 2018, a
slowdown from the 2.1% YoY expansion
registered in Q4 2017 (Figure 1).

Data confirms that despite the ongoing
economic recovery from Brazil's worst
recession, this recovery is on weak
footing. Post-recession GDP growth
continues to be the slowest of any
recovery period since 1999 (Figure 2).

Consumption

Consumption registered its fourth
consecutive expansion in Q1 2018 (2.0%
YoY), the largest expansion since Q1 2014.
This was mainly driven by household
consumption (2.8% YoY) (Figure 3).

The good performance of household
consumption was influenced, among other
factors by low inflation and low interest
rates.
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Figure 1: GDP Growth
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Figure 2: Economic Expansion since 1999

Real GDP at the each start of economic expansion=100 (SA)

140 +
130 -+
120 -~
110 -~
100 -
0123456 7 8 91011121314151617181920212223
Number of Quarters
—+— Q1 2017-Q1 2018 —e— Q2 2009-Q4 2014

------ Q3 2003-Q3 2008 Q4 2001-Q42002
--%--- Q2 1999-Q1 2001

Source: IBGE, MUFG

Figure 3: Consumption
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The labor market continued to be weak.
On the one hand, the unemployment rate
continues to be high (12.7% on average
from March to May). On the other hand,
although net job creation is improving, the
average of net formal job creation during
the first five months of 2018 is less than
the average registered in 2010-2014
(same period) (Figure 4).

Investment

Gross Fixed Capital Formation (GFCF)
grew 3.5% YoY in Q1 2018, slightly lower
than in the previous quarter (3.8% YoY)
(Figure 5). This was driven in part by lower
interest rates.

Although the Brazilian economy continues
to operate with high levels of slack in
manufacturing capacity utilization, the
variable has been trending upward since
the end of 2016 (Figure 6). In May 2018,
the capacity utilization rate in the
manufacturing sector dropped to 75.9%,
probably a temporary effect caused by the
truckers’ strike™.

! Please see Box at the end of the document for more details.
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Figure 4: Net Formal Job Creation
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Figure 5: Gross Fixed Capital Formation
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Figure 6: Capacity Utilization Rate (Manufacturing)
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Exports and Imports?

Exports of goods increased 8.7% YoY in
Q1 2018, a deceleration from the previous
quarter (Figure 7). The reason for this was
lower agricultural production in Q1 2018,
when compared to the record agricultural
harvest registered in same period in 2017.
In  contrast, manufactured  exports
experienced a 21.2% YoY increase during
Q1 2018 as a result of an increase in
exports of vehicles.

Imports of goods increased in Q1 2018
(19.1% YoY) (Figure 8). This expansion
was driven by the imports of capital and
intermediate goods. This is in line with the
results of investment during Q1 2018.

In general terms, the increase of exports is
aligned with a scenario of relatively good
economic growth for some of Brazil's
trading partners, and the growth of imports
is influenced by stronger domestic
demand as compared to last year.

2. Inflation and Monetary Policy

Brazil’s inflation rate in May 2018 stood at
2.9% YoY (Figure 9), just below the lower
band of the Central Bank’s inflation target
(4.5% plus or minus 1.5% points) and
slightly higher than in the previous month
(2.8% YoY). The falling prices of food
continue to be the main driver of inflation
and inflationary pressures remained
subdued. Core inflation remained below
the target rate.

2. . . .
This section is reporting nominal values.
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Figure 7: Exports of Goods
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Figure 8: Imports of Goods
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Figure 9: Inflation
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In addition to the trucker strike’s potential upward impact on inflation® (although this impact is
expected to be transitory), the depreciation of the currency could put some additional
inflationary pressures on the economy.

During the last meeting in June 2018, the Central Bank decided for the second consecutive
month to keep the interest rate (SELIC-monetary policy rate) unchanged at 6.5%. The Central
Bank stated that although inflation will have temporary upward pressures as a result of the
trucker’s strike, inflation is likely to remain low and inflation expectations continue to be well
anchored. Therefore, if current economic conditions continue, it is expected that the interest rate
will remain unchanged throughout 2018.

3. Exchange Rate Figure 10: Exchange Rate
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3 Please see Box at the end of the document for more details.
4 This number corresponds to the sum of the last 12 months of the current account balance divided by GDP. Nominal GDP in
Brazilian Real was converted to US Dollars using the average of exchange rate of the corresponding period.
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Figure 12: Current Account Balance
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4. Outlook

For 2018, it is expected that Brazil's GDP growth will accelerate in comparison to 2017.
Household consumption will contribute the most to the economic expansion. The continued low
inflation is expected to positively influence household consumption. However, the uncertainty
from the presidential elections and more challenging financial markets, especially for emerging
economies (the normalization of interest rates in the US have led to a decrease interest in
investments in emerging economies), could weigh on Brazil's GDP.
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Box: The impact of truck drivers’ strike on the economy

On May 21%, truck drivers started a strike
due to the high price of diesel. Diesel
prices have increased due to oil prices
increasing and the depreciation of the
Brazilian Real (Figure 13).

The automotive industry which accounts
for around one-fifth of total industrial
production was one of the sectors
affected. Vehicle production contracted
15.3% YoY in May 2018 (Figure 14).

Prices were also affected (Figure 15).
The mid-month consumer price index
increased to 1.1% MoM in June 2018
from 0.1% in May 2018. Food and
transport prices were the most affected
by the strike. Food prices were affected
because the strike prevented many food
items from reaching the market.

In order to end the strike the government
agreed among other measures® to cut
diesel prices by 0.46 Brazilian Reals per
liter (a 12.8% reduction) and to freeze
this lower price for 60 days, after which
the government would adjust the price
once per month®. The impact from the
strike is expected to be transitory.

Figure 13: Brent Oil Prices
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Figure 14: Vehicle Production
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Figure 15: Inflation
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Source: IBGE, DataStream, MUFG

° The government also announced the establishment of a minimum freight rate for the truckers on all government associated
contracts and a toll exemption for empty trucks on federal, state and municipal highways.

6 Before the prices were adjusted on a daily basis.
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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.
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