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Brazil: cyclical recovery

1. We continue to expect the Brazilian economy to grow by 0.6%
this year and by 1.5% in the next one. While recent data suggest
that the recovery could be somewhat stronger than expected, the
fiscal situation and political noise prevent further optimism about
growth

2. Therecovery of the economy is being led by private
consumption and exports. Low inflation, looser monetary policy
and the gradual improvement of the labor market will continue to

support private consumption. On the other hand, higher terms of ‘ li'L’ﬂ&thm[\'ﬁl bhh\\\\
trade, a more favorable exchange rate and greater global demand AEERRERRERRELE ‘h k\\k\\k
will continue to stimulate exports. Fixed capital investment, which hlilllllllllllll\l |

continued to decline in 1H17, should gradually recover from the 1 “l llll"lllllllll"ll

2H17 onwards

3. Lower inflation and interest rates. Following the recent surprises,
we adjusted our inflation forecasts downwards. We now expect it to
reach 3.2% in 2017 and 4.3% in 2018. Lower inflation creates room
for a more expansive monetary policy than previously anticipated:
SELIC rates are expected to converge soon to 7.0%. If the fiscal
problem is not solved, inflation and interest rates will hardly remain =
at historically low levels =" oy e —
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The positive global environment is consolidated
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Global growth: strong and stable in 2H17

Growth of gross world product (GWP)
(Forecasts based on BBVA-GAIN (%, QoQ)
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Trends indicators are improving

significantly and suggest a more positive
outlook than the activity indicators

Strong growth in world trade and an
ongoing recovery in the industrial sector

Signs of strength in private consumption
despite reduced tailwinds
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Recovery: more synchronized across different areas

Index of growth synchronization between developed and 4 Developed
emerging economies - Significant growth rebound in USA
- Positive surprise in Europa
70 Aceleracion
crecimiento * Emerging:
en DMy EM _ _ _
60 Crecimiento Aceleracion « Small deceleration in China, although
estable en EM / crecimiento en DM / i i
ol oo e e o, smaller than gxpected. Still supporting
50 en DM the rest of Asia
« Recovery in other emerging regions,
such as Russia and Latin America
4 Growth increasingly supported by

economic policy
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Index of synchronization: result of inverting the standard deviation of the quarterly growth observed in the countries. In this way, the index
associates smaller (greater) volatility in the growth among countries with a greater (less) degree of synchronization at world level. 6
Sources: BBVA Research, Markit Economics and BBVA Research
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Core inflation: no warning signs

USA and Eurozone: wages 4 Despite economic growth and the
0 .
(YoY'%) improvement of the labor market, core
40 inflation remains at low levels
a5 4 Doubts about the consolidation of the
ﬂ emerging salary spikes. Contained
3.0 inflationary pressures
2.5 4 Uncertainty about the determinants of
inflation Temporary or permanent
2.0 changes?
15 4 Cautious central banks, especially in
P developed countries. More margin in
' emerging economies
0.5
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Central banks: progress towards very gradual normalization
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 |nthe US, due to the moderation of inflation
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Normalization of the
balance sheet starting in
October and the upcoming
interest rate hike in
December, with two
additional increases in 2018

and the expected change in the FOMC in

2018

Announcement in October on

reduction of debt purchases

for 2018. Rate increases are
expected from mid-2019
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High level of uncertainty:

)

cycle of rate hikes (low inflation)

* Inthe Eurozone, a bias toward more gradual
tapering (strength of the euro) and a lag in the
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Financial markets: still favoring emerging economies

Indicator of regional relocation of assets 4 Weakness of the dollar and poor US
(standard deviation from the historical average) bond yields boost the quest for

1.25 profitability and bolster assets in
emerging markets

1.00
81 o5 o L
33 4 Global liquidity will remain high, given
57 I the gradual process of normalisation by
> IS the Fed and the ECB, although these
oo tailwinds will disappear
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Upward revision for Europe and China Positive bias in South America
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Risk: short-term rebalancing from China to US

June E Sept

Deleveraging risk: very high but more contained in the short run (more
gradual economic slowdown & authorities strategy)

Need to reform state-owned companies

Management of the soft landing

Political controversy & cyclical slowdown risk

Financial instability risk: signs of overvaluation in some assets
(potential spillovers on private sector)

Fed’s exit risk: low but high uncertainty on hikes path
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**QOther risks: Geopolitical (North Korea); Protectionism (China-US)

Political and banking concerns: more contained except in Spain

German elections: the FDP role in a three-way coalition and the surge
of AfD may restrict the margin for pro-EU policies.

+ ltalian elections (before May18): risk of a coalition (led by
Berlusconi’s party) contrarian to European project

» Brexit: lower risk. Towards a soft position: “transition period
around two years based on the existing structure of EU rules”

ECB'’s exit risk: low; very gradual starting with tapering in 2018

11
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Political tensions will remain at high levels

4 Recent signs showing Congress backs BBVA Research’s index of political tensions in Brazil*
President Temer increase the likelihood (7-days moving average)

that he will be able to govern until the
end of his mandate (end of 2018). On the
other hand, only 3% of the population
approves the current government 1,2

1,4

formal start news about a recording
of Rousseff’s impeachment in which Temer supposedly
, . endorses bribery ..
The Supreme Court's request for Process =7, e

Congress to examine a new complaint
against Temer (a previous one was
rejected in August) and multiple ongoing
corruption investigations have the
potential to increase political tensions

©

©

One year ahead of next presidential
elections, there is still significant
uncertainty about the profile of the next
government. Recent polls suggest that

the risk of heterodox policies is not 02—
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Source: BBVA Research and GDELT. * Index of political tensions = share of news about politics * (1- average tone of news about politics) e
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The recent evolution of local financial markets reflects more the
favorable global environment than the internal situation

4 During the last three months the Exchange rate, risk premium and stock exchange
Brazilian real (BRL) appreciated 4%, (indices with figures of January 1, 2016 equal to 100)

the Sao Paulo Stock Exchange

appreciated 17% and the country's risk 1o

premium fell 14% to around 250 bp 160
4 Even though both current government’s 140
recent stabilization and the prospects 120
of economic recovery contribute to the
positive evolution of local assets, 100 (YRNAn
financial markets’ current optimism ‘
reflects more the favorable global 80
environment than the internal situation -
4 The tone of local markets could change 40
abruptly, whether due to external
1 1 20 T T T T T T T T T T T T T T T T T T T T
factors (lower global liquidity, stronger R N
dollar) or internal factors (political N T T T e
wrbulence) S$2g835280288¢922835286¢0
— Exchange rate: BRL/USD - Stock exchange: IBOVESPA

——Rism premium: EMBI

Source: DataStream and BCB 1
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Economic activity is growing again at positive rates

4 GDP grew by 0.2% YoY in 2Q17. GDP growth
This was the first positive growth rate
since the beginning of 2014

©

In quarterly terms, GDP expanded by ,
0.2% QoQ in 2Q17 after having
grown by 1.0% QoQ in 1T17

©

GDP figures surprised to the upside
in both 1Q17 and 2Q17 0
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Source: BBVA Research and IBGE
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Private consumption and exports are the engines of economic recovery

4 After having fallen 10% since 2014, Real wage mass and unemployment rate
private consumption stabilized in Q1 and (seasonally-adjusted series)
grew 1.4%t/tin Q2 14 194.000
4 The recovery in private consumption is 13 <\ 192.000
due to the fall in both inflation and interest
rates and to the recent improvement in e / 190.000
the labor market. It occurs despite the 11
weakness of both credit markets and I 188.000
consumer confidence 10
\ 186.000
4 Exports increased again in 1H17, thanks ’
to better terms of trade, a more favorable 8 164.000
exchange change, a record harvest and \ /
higher global demand, while imports ! N 162,000
continued to decline P
8 8 89 28 38 8 8 8 8 855 35S
4 Investment continued to fall in 1H17; it & 5 3 $ 5 5 85 5 3 § 5 5§ &5 & 3
s s n 2 - = = nw z o = =

now accumulates a 30% drop since 2013
— Unemployment rate (left axis)

———\Wage mass in BRL millions as of Jun-17 (right axis)

Source: BBVA Research and IBGE. e
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The economy will continue to grow going forward, but the recovery will
be more cyclical than structural

1.5%

0.6%

2016 2017 2018

We keep our growth forecasts unchanged. The economy Political noise and fiscal problems will prevent a faster
will continue to recover cyclically, stimulated by falling recovery. Despite some positive measures (the new reference

inflation, loose monetary policy, the dynamism of the rate for long-term financing, the new privatization program) the
agricultural sector and the favorable external environment local environment makes the adoption of ambitious structural
reforms unlikely
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In forthcoming quarters investment will start to contribute positively to
growth, as private consumption is already doing

GDP growth, by demand components
(%)

7,5
5,0
2,5
0,0

-2,5
-5,0
-7,5
-10,0
-12,5

-15,0
GDP Investment Private consumption Public consumption Exports Imports

= 2016 = 2017 (f) = 2018 (f)

* (f) = forecasts. Source: BBVA Research and IBGE

The performance of private consumption in 1H17 was more As domestic demand recovers, imports will increase. Thus,
positive than anticipated, while investment surprised to the although exports will continue to grow, the contribution of net

downside in the period. Thus, recent data suggest that this external demand to growth will decline
time the recovery will be led by private consumption rather
than by investment
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Following the recent slowdown, inflation should rise gradually from
Nnow on

4 Inflation will continue at relatively low ||r;)fcli'_[i$r\1(cy_f o e 0 ;
levels, which will contribute to the (IPCA; YoY %: forecasts from October 2017 onwards)

recovery of the economy i

©

After downward surprises in the last few
months, largely due to lower food
prices, we cut our inflation forecast in
2017 by 0.5 pp. down to 3.2%. We
maintain our 4.3% forecast for 2018 8

10

©

Three factors will continue to sustain an
environment of low inflation (although ©
less and less):

target range
« weak domestic demand =/

* relative stability of the exchange rate / N -

» food prices (favorable supply shock)
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Source: BBVA Research and IBGE 19



Brazil Economic Outlook 4Q17
BBVA | rescorc

Downward surprises in inflation have created additional room for a
looser monetary policy

4 The sharper deceleration of inflation Interest rates: SELIC
will allow the BCB to continue to cut (%; forecasts from October 2017 onwards)
rates aggressively, even though fiscal 1500
problems remain unresolved ’

14,00

4 Most likely now is that, after previous
cuts of 100bp, the BCB announces a 13,00
cut of 75bp in October and another of
50bp in December 12,00

11,00

4 The SELIC rate should thus reach

7.0% and remain at this historically low 10,00
level for a long period of time.
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Source: BBVA Research and BCB. 20
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The fiscal situation continues to deteriorate

4 Low revenues and the difficulty of making Public sector’s primary result and gross debt
additional fiscal adjustments have forced the (7 0" ©PP forecasisfrom 2017 onwards)
government to lower its fiscal targets: the

new target is now to deliver a primary deficit ’ 7
no higher than R$ 159bn in both 2017 and 4 85
2018 (before: R$ 139bn in 2017 and R$

129bn in 2018) : 80

N
~
(&)

4 The impact of a larger primary deficit on
public debt will be likely offset by lower . 70
interest payments(in line with expectations of ¢ | . 65
a lower SELIC rate from now on)
-1 60
4 The current government will hardly be able 2 55
to pass an ambitious social security reform
and it is still not clear that the next one, to be 3 =0
elected in Oct-18, will succeed in doing so. 4 45
Without this reform, the law of stability (in
real terms) of public expenditures could be -5 40
unfulfilled and then an alternative scenario 2010 2012 2014 2016 2018 2020
with lower growth and higher inflation could ——Primary balance (left axis) ———Gross public debt (right axis)

emerge.

Source: BBVA Research and BCB. 21
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A rising trade surplus drives the current account deficit close to zero

*

©

The robustness of exports (due to
higher terms of trade, record
agricultural harvest, more favorable
exchange change, higher global
demand) coupled with weak imports
(due to timid domestic demand) are
generating particularly high trade
surpluses and, consequently, reducing
the deficit in current account.

After some particularly positive data
during the last few months, we have
somewhat improved our forecasts for
Brazil's current account deficit to
around 0.5% of GDP in both 2017 and
2018.

* (f) = forecasts. Source: BBVA Research and BCB

Trade balance and current account
(% of GDP; forecasts from October 2017 onwards)
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m Current account = Trade balance
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The Brazilian real exhibits strength, but we continue to expect it to
weaken going forward

4 The Brazilian real (BRL) stands at Nominal exchange rate
around 3.15 per dollar posting an (BRL / USD; forecasts from October 2017 onwards)
appreciation of about 5% compared
to its equilibrium level.

4,5

©

Political noise, fiscal risk, the
prospect of commodity price stability,
the gradual reduction of the
differential between local and
external interest rates support the
view that the BRL will depreciate in
the coming months.

©

We forecast the BRL to reach 3.20 at

the end of this year and 3.35 at the
end of 2018.
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Source: BBVA Research and BCB.
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Brazil: cyclical recovery

1. We continue to expect the Brazilian economy to grow by 0.6%
this year and by 1.5% in the next one. While recent data suggest
that the recovery could be somewhat stronger than expected, the
fiscal situation and political noise prevent further optimism about
growth.

2. Therecovery of the economy is being led by private
consumption and exports. Low inflation, looser monetary policy
and the gradual improvement of the labor market will continue to

support private consumption. On the other hand, higher terms of ‘ li'L’ﬂ&thm[\'ﬁl bhh\\\\
trade, a more favorable exchange rate and greater global demand AEERRERRERRELE ‘h k\\k\\k
will continue to stimulate exports. Fixed capital investment, which hlilllllllllllll\l |

continued to decline in 1H17, should gradually recover from the 1 “l llll"lllllllll"ll

2H17 onwards.

3. Lower inflation and interest rates. Following the recent surprises,
we adjusted our inflation forecasts downwards. We now expect it to
reach 3.2% in 2017 and 4.3% in 2018. Lower inflation creates room
for a more expansive monetary policy than previously anticipated:
SELIC rates are expected to converge soon to 7.0%. If the fiscal
problem is not solved, inflation and interest rates will hardly remain =
at historically low levels. =" oy e —
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Brazil’s forecasts

2015 2016 2017f 2018f

GDP (%) -3.8 -3.6 0.6 1.5
Private consumption (%) -3.9 -4.2 0.7 1.7
Public consumption (%) -1.1 -0.6 -2.1 -1.1
Gross fixed investment (%) -13.9 -10.2 -3.6 3.5
Exports (%) 6.3 1.9 3.8 4.6
Imports (%) -14.1 -10.3 1.3 3.6
Unemployment rate (average) 8.3 11.3 12.8 12.1
Inflation (end of period. YoY %) 10.7 6.3 3.2 4.3
Selic rate (end of period. YoY %) 14.25 13.75 7.00 7.00
Exchange rate (end of period) 3.87 3.35 3.20 3.35
Current account (% of GDP) -3.3 -1.3 -0.5 -0.6
Public sector’s total fiscal result (% of GDP) -10.2 -9.0 -8.1 -6.8
Gross public debt (% of GDP) 66.2 69.9 75.2 78.4

f = forecast



Brazil Economic Outlook 4Q17

BBVA ‘ Research

This report has been produced by the South America unit

Chief Economist for South America
Juan Manuel Ruiz
juan.ruiz@bbva.com

Enestor Dos Santos Cecilia Posadas
enestor.dossantos@bbva.com c.posadas@bbva.com

With the collaboration
of Global Economic Situations:

Miguel Jiménez
mjimenezg@bbva.com

BBVA-Research

Jorge Sicilia Serrano

Macroeconomic analysis
Rafael Doménech
r.domenech@bbva.com

Global Economic Situations
Miguel Jiménez
mjimenezg@bbva.com

Global Financial Markets
Sonsoles Castillo
s.castillo@bbva.com

Long-Term Global Modelling and Analysis

Julian Cubero
juan.cubero@bbva.com
Innovation and Processes

Oscar de las Pefias
oscar.delaspenas@bbva.com

Financial Systems and Regulation
Santiago Fernandez de Lis
sfernandezdelis@bbva.com

International Coordination
Olga Cerqueira
Olga.cerqueira@bbva.com
Digital Regulation

Alvaro Martin
alvaro.martin@bbva.com

Regulation
Maria Abascal
maria.abascal@bbva.com

Financial Systems
Ana Rubio

arubiog@bbva.com
Financial Inclusion

David Tuesta
David.tuesta@bbva.com

Spain and Portugal
Miguel Cardoso
miguel.cardoso@bbva.com
United States

Nathaniel Karp
Nathaniel.karp@bbva.com
Mexico

Carlos Serrano
carlos.serranoh@bbva.com
Middle East, Asia and
Geopolitical

Alvaro Ortiz
alvaro.ortiz@bbva.com
Turkey

Alvaro Ortiz
alvaro.ortiz@bbva.com
Asia

Le Xia

Le.xia@bbva.com

South America
Juan Manuel Ruiz
juan.ruiz@bbva.com

Argentina
Gloria Sorensen
gsorensen@bbva.com

Chile
Jorge Selaive
jselaive@bbva.com

Colombia
Juana Téllez
juana.tellez@bbva.com

Peru
Hugo Perea
hperea@bbva.com

Venezuela
Julio Pineda
juliocesar.pineda@bbva.com



