Special Report
Brazilian Equities: Undervalued and Poised for Re-Rating
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Brazil’s Economic Backdrop

*  Brazil, the largest economy in South America by nominal
GDP, is a major exporter of key commodities like oil, iron
ore, and soybeans. In 2024, these accounted for 5.1% of the
GDP and 14.3% of total exports.

» From 2011 to 2020, Brazil faced a prolonged period of
stagnation marked by weak growth, declining productivity,
and diminished investor confidence. A modest recovery
followed in 2020-2023, supported by commodity exports,
fiscal measures, and domestic demand.

. More recently, coordinated fiscal and monetary reforms
have enhanced macroeconomic stability and strengthened
Brazil’s credit profile. Despite these structural improvements,
inflation remained elevated due to external shocks such as
commodity price swings and currency volatility.

. To tame inflation, the central bank held the benchmark
(SELIC) rate at 15%, the highest in South America, helping
anchor expectations but restricting credit and short-term
growth. Nevertheless, Brazil’'s economy recently gained
momentum, outperforming many of its regional and global
peers, primarily supported by robust domestic demand
despite a decline in exports due to weakening demand from
China.

Fig 1: Brazil maintained a healthy GDP growth in 2023-24
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Fig 2: Interest rate vs inflation trajectory in Brazil
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Brazilian Equities see modest recovery...

Despite a healthy ~15% rebound in the MSCI Brazil Index since early April 2025, it remains 41% below pre-COVID level vs MSCI EM (up
~12%) and MSCI World (up ~72%). The recent gains in Brazilian equities are supported by the following key factors:
1. Healthy GDP growth amid strong domestic demand: GDP grew 3.4% y/y in 2024 above most of its regional and global peers such as Chile
(2.6%), Columbia (1.7%), Mexico (1.5%), and the US (2.8%), primarily driven by strong domestic demand as indicated by strong growth in
retails sales (+8.0% yl/y) in 2024, outpacing the growth in regional countries such as Columbia (+1.5%), Mexico (+7.1%) and the US (+3.6%).
Improving macros on the back of ongoing structural reforms: Unemployment at a decade-low (6.2% in May 2025 vs. avg of 12.6% over
2016-21) and inflation moderating to 5.3%, well below the double-digit levels seen in 2021-22 allows the Central Bank to cut interest rates and
provide much-needed policy support.

Compelling valuations: Brazilian equities continue to trade at a deep discount compared to regional and EM peers, attracting investor interest
amid a broadly improving macroeconomic backdrop.

Fig 3: Cumulative return since 1 Jan 2020, rebased to 100
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...but still trades at a deep discount compared to emerging markets

Fig 4: 12m forward price/earning multiples: MSCI Brazil trades at 35% discount vs MSCI EM
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Fig 5: 12m forward EV/EBITDA multiples: MSCI Brazil trades at 40% discount vs MSCI EM
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Improving macro indicators support the case for re-rating of valuation multiples

Fig 6: Moderating inflation makes the case for interest rate cuts Fig 7: Consumer confidence index sees a rebound
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Fig 8: Healthy corporate earnings growth outlook for Brazil
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Fig 9: Healthy dividend yield enhances value buy proposition
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The valuation gap with emerging markets is likely to narrow amid several tailwinds

Prior to COVID, Brazil broadly traded in line with emerging market multiples (Fig 4, 5). However, the valuation gap widened post-COVID

and has since persisted due to the following factors:

1.

6.

Political and fiscal uncertainty: Brazil saw heightened political volatility and concerns around fiscal discipline, particularly during the
Bolsonaro administration, which made foreign investors cautious.

High inflation and interest rates: To combat inflation, Brazil aggressively raised rates, putting pressure on equity valuations and economic
growth.

Weak corporate earnings growth: Brazilian corporates, especially in cyclical sectors like consumer discretionary and real estate,
underperformed in earnings growth versus EM (emerging market) peers due to high inflation and cost pressure.

Currency Volatility: The Brazilian currency was volatile and depreciated sharply at times post-2020, eroding foreign investor returns and
reducing attractiveness.

Commodity Cyclicality: Being a major exporter of commodities, its correlation with global commodity cycles led to increased volatility,
affecting market multiples compared to more diversified EM economies.

EM flows favored Asia: Capital flows into EMs skewed toward Asia (especially India and China), as Brazil was perceived as riskier.

We believe this gap should gradually narrow going forward amid improving macro economic conditions at attractive valuation:

1.

Change in political leadership awaits: With incumbent President Lula facing age and health challenges and Brazil set for elections in 2026,
a transition to younger leadership could signal long-term policy stability and boost investor confidence.

Potential interest rate cut: With interest rate peaking at 15% and inflation expected to moderate to 4% in 2026 (largely inline with the Central
Bank target of 3%, with tolerance limit of +/-1.5%), potential rate cuts will boost the corporate earnings growth.

Improving fiscal discipline: The current administration is making efforts to implement fiscal reforms and maintain spending caps, which
could improve investor confidence.

Robust dividend yield offers cushion against market volatility: Brazil's high dividend yield (+6% vs 2.8% for MSCI EM) provides a buffer
for investors, offering some protection against potential downside risk by delivering steady income even during periods of market volatility.
Undervalued base and catch-up potential: The current discount vs EM is significant (35-40% depending on the metrics, refer to Fig 4, 5),
suggesting potential for multiple catch-up as risks subside and fundamentals improve.
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Decide Fearlessly
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