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Brazil: Growth Momentum (1)

= Economic activity contracted by 0.2% qoq in the first quarter of the year.

Figure 1: GDP Figure 2: Consumption

= Latin America’s largest economy shrank by 0.2%
goqg in the first quarter of the year, as widely
expected by the market. The contraction was,
however, less severe than most analysts predicted
(-0.5%), as better-than-expected performances in
mining and agricultural activity helped soften poor
results in manufacturing and service sectors.

However, household consumption, which makes up
about two-thirds of GDP, contracted for the first
time since 2004 on a year-over-year basis, as
weakening labor market and high inflation keep
reducing consumers’ level of income and
purchasing power. The resolution of Mr. Levy,
Brazil's finance minister, to achieve a primary
surplus of 1.2% this year, though necessary to get
Brazil's fragile public finances in order, is gradually
becoming a drag for the economy. Public spending
fell by 1.5% yoy in 1Q 2015, the largest drop in
more than a decade. Furthermore, gross fixed
capital formation (GFCF) slipped by 7.8% yoy,
extending the fall for four consecutive quarters. No
wonder business confidence is at record lows.
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Figure 3: Gross Fixed Capital Formation (GFCF)
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Figure 4: Exports and Imports
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Brazil: Growth Momentum (2)

* The market expects a contraction of 1.4% in Brazil’s GDP, down from a 0.7%.

darkened
considerably since April, as the
distribution of market forecasts (see Figure 5). Now

= Brazil's economic outlook has

reflected in

the consensus forecast for this year's GDP growth
is -1.4%, down from -0.7%. Some analysts are now
betting that this year’s contraction would be higher
than 1.5%, while at the same time more believe
next year's GDP growth would be tepid in the face
of a more inflation-wary central bank and a fiscally
austere government. True, expectations do not
always match the final results, but recent data seem
to support the market’'s view. Brazil’'s central bank
IBC-Br index, a proxy for GDP, plunged by 3.3%
yoy in April, which clearly signals that the economy
has not hit bottom yet. The activity in the industry
and service sectors so far this year appears to point
to the same conclusion. Industrial production has
slumped by 7.6% yoy in April; while the service
sector posted its sharpest downturn (an annualized
rate of 3%) in 1Q 2015 since late 2008. All in all, we
expect the economy to shrink by around 1.5% this
year.

The Bank of Tokyo-Mitsubishi UFJ, Ltd.
A member of MUFG, a global financial group

Figure 5: GDP Growth (private forecasts)
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Figure 7: GDP by Sector in 2015
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Figure 6: Index of Economic Activity and GDP
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Figure 8: Industrial Production
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Brazil: Growth Momentum (3)

» Brazil is losing its last engine of growth: private consumption.

Figure 9: Household Consumption (priv. forecast) Figure 10: Labor Market
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by 0.7%. It would be the largest fall in more than a

decade, but would not be a surprise given the Figure 11: Retail Sales and Consumer Confidence Figure 12: Imports of Consumer Goods
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Brazil: Growth Momentum (4)

* Investment is likely to drop further this year despite the government’s infrastructure plan.

Figure 13: Gross Fixed Investment (priv. forecast) Figure 14: Production & Import of Capital Goods
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investment figures. The answer is likely to be no:

production of capital goods, a major component of Figure 15: Brazil’s Exports to Main Destinations Figure 16: Soybean and Iron-ore Prices
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Brazil: Prices, Exchange Rate and Current Account (1)

» Inflation continues to escalate amid tight monetary policy.

Figure 17: Inflation Figure 18: Policy Rate

= Inflation: 12-m inflation hit 8.47% in May, the
highest rate since 2004, despite the Central Bank’s
hawkish monetary policy to ease upward pressures
on prices. The bank’s monetary policy committee,
known as Copom, has raised its benchmark Selic
rate by 275 basis points from 11% to 13.75% over
the last eight months, a much more aggressive
stance than the market expected. But food and
beverage prices, which account for around 25% of
a typical consumer’s basket, have continued to
soar at an annual rate above 8%. To make the
Central Bank’s job even harder, housing-related
and transportation prices ramped up dramatically
so far this year due to energy subsidy cuts as part
of government’s efforts to rein public spending, and
a severe drought in Brazil's southeastern region
that has crimped water and electricity supplies. The
monetary authorities see inflation hovering above
8% for the rest of the year, but they also believe
inflation will gradually converge to the target of
4.5% at the end of 2016, as temporary upward
pressures start to dissipate next year.
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Figure 19: Consumer Price Index Figure 20: Inflation (Central Bank’s Forecast)
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Brazil: Prices, Exchange Rate and Current Account (2)

= First interest rate hike by the Fed could put renew pressure on the real.

Figure 21: Exchange Rate Figure 22: Exchange Rates

= Exchange rate: the real has depreciated steadily
against the US dollar since September 2014, very
much in line with other currencies of the region.
Although the real has somewhat strengthened over
the last three months, a possible interest rate hike
by the Fed is likely to put extra pressure on the real
again. In that scenario, the Central Bank would
probably use its reserves to smooth the volatility in
the foreign-exchange market.

Balance of payments: Brazil's external accounts
improved marginally in 1Q 2015 on a year-over-
year basis. The nation’s current account deficit
narrowed by 8.3% to $25.6 billion, thanks to a
meaningful reduction in its income account deficit
(from $10.9 to $9.2 billion), and a smaller trade
deficit. Despite those progresses and the amount of
international reserves held by the Central Bank
(around 16% of GDP), the imbalances remain large
enough to make the country less resilient to
possible sudden shifts in investors’ sentiment in the
aftermath of the expected normalization of US
monetary policy (market expects within this year).
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Figure 23: Current Account Balance Figure 24: International Reserves
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*This report is intended only for information purposes and shall
not be construed as solicitation to take any action. In taking any
action, readers are requested to do so on the basis of their own
judgement.

*This report is based on information believed to be reliable, but we
do not guarantee its accuracy. The contents of this report may be
revised without notice.

*This report is a literary work protected by the copyright act. No
part of this report may be reproduced in any form without
express statement of its source.
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