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Economic outlook

Federal Reserve signals a more hawkish stance in 2022

Incorporating short-term risks into the scenario

o Since our last review, the broad outlines of the economic scenario have not changed, but
the beginning of the year brought slightly worse data on inflation and growth. The spread of
Omicron has brought new challenges to global supply chains and the disinflation from commodity
prices we had expected for the beginning of the year will likely not materialize in the near future.
Severe weather has affected this year’s grain harvest forecast, which not only creates short-term
inflationary pressures, but also reduces the agricultural sector’s positive contribution to the GDP,
which we forecast will grow by 0.5% in 2022.

o Both actual data and some scenario assumptions suggest a higher inflation outlook. Core
prices continued to rise, and industrial goods and services are not showing any signs of slowing
down. We adjusted first-quarter inflation upwards and revised our year-end forecast to 5.4%.

o The outlook for the BRL remains challenging due to global and domestic factors. The impact
of the Fed interest rate hikes on EM currencies is historically relevant. In addition, fiscal issues will
likely continue to have an impact on the BRL. In Brazil, a higher Selic policy rate levels may mitigate
these issues, as indicated by BRL appreciation in recent weeks. Our year-end forecast for the
exchange rate stands at BRL/USD 5.50.

o We forecast that the Central Bank will raise the Selic policy rate to a peak of 12.25% in
2022. Inflation expectations remain unanchored, with the median above the target ceiling in 2022
and at 3.5% in 2023. These interest levels are contractionary and with the focus of monetary policy
shifting to 2023, we believe there is some room for easing at the end of the year, and forecast a
year-end Selic rate of 11.75%.
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o The global inflation outlook has worsened in recent weeks because of rising oil prices and
the effects of the Omicron variant surge on U.S. labor supply and global supply chains.

o In addition to cyclical factors, there is excess demand in several countries due to the fiscal
and monetary stimulus since the beginning of the pandemic. Most central banks in the larger
emerging economies have already started to tighten monetary policy, but this process is just
beginning in the developed economies.

o The Federal Reserve signaled that it would start raising interest rates in March and
adopted a tougher than expected speech at the January FOMC meeting. We expect a total
of 150bps in rate increases in 2022, spread over six 25bps hikes, but there is a possibility
that the pace of easing could be accelerated to 50bps along the way.

o In China, the main focus of economic policy will likely shift back to sustaining growth. The
authorities have indicated they are more willing to stimulate economic activity, which led us to
revise our 2022 GDP growth forecast from 4.9% to 5.3%.
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Since our last review, the broad outlines of the economic scenario have not changed, but the
beginning of the year brought slightly worse data on inflation and growth. The spread of Omicron
around the world has again brought challenges to global supply chains and commodity prices have risen
again in recent weeks, also pressured by geopolitical issues. Thus, the disinflation expected from lower
commodity prices will likely not materialize in the short term. Adverse weather also affected this year’s
grain harvest forecast, which not only creates short-term inflationary pressures, but also reduces the
agricultural sector’s positive contribution to the GDP, which we now forecast to grow by 0.5% in 2022.

Table 1: 2022 Forecast Revisions

Source: Bradesco

Both data and some assumptions point to higher inflation. Core inflation continued to rise, and
industrial goods and service inflation is not showing signs of slowing down. The relief expected for the first
quarter was related to industrial goods, which could benefit from the beginning of normalization of global
supply chains, stabilization of commodities in BRL, and slower demand for goods in favor of services.
However, because of the effects of Omicron, this relief for inflation is pushed forward. Furthermore, in the
case of oil, geopolitical issues impose an upward bias on the price, which tends to be more persistent. We
adjusted our first-quarter inflation forecast higher and revised the year-end consumer inflation (IPCA)
forecast to 5.4%. There are still upside risks that are being monitored, in addition to international
commodity prices, such as the decline in the grain harvest in Southern Brazil and the price pass-through
from the industrial supply chains to end consumer.

On the other hand, the government has been discussing some measures that could help lower some
regulated prices. These measures are mostly aimed at fuel prices, which rose 47% in 2021. The proposals
being discussed mostly provide tax relief. By cutting federal tax rates on fuels to zero, for example, the
effect on the IPCA could reach -75 bps. Other items may also be affected, such as electricity and city buses.
These decisions could result in significantly lower inflation in 2022, but come at a high fiscal cost,
questionable effectiveness and limited effect on monetary policy. In our baseline scenario, we do not
assume that such measures will be approved. For now, we prefer to treat them as as alternative scenarios.

Incorporating short-term risks into the scenario

Dec 21 Feb 22

GDP (% p.a.) 0.8 0.5

IPCA (% p.a.) 4.9 5.4

Selic rate (% p.a. at the end of the period) 10.25 11.75

Exchange rate (BRL/USD at the end of the period) 5.70 5.50

Global GDP (% p.a.) 4.30 4.30

2022
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Chart 1: IPCA – average core inflation
% 12 months

Source: IBGE, Bradesco

There was a moderate recovery of growth at the end of 2021, but our internal survey suggests a
loss of momentum at the turn of the year. Data from the last quarter even showed some resilience in
investment and household consumption, but tighter monetary policy appears to be taking its toll at the
beginning of 2022. Other factors that may weigh on growth at the beginning of the year include the fallout
from Omicron – especially on the services sector – as well as production stoppages in the iron more mining
industry in Minas Gerais and some losses in agricultural production due to adverse weather conditions. For
the year as a whole, we forecast the investment component of GDP to decline by 5.2%, while household
consumption slows to +0.7%. GDP will likely remain in positive territory because of the contribution from
agriculture and livestock and the service sector’s recovery to pre-pandemic levels, especially in public
services. On the other hand, there is growing evidence that the sectors of the economy more sensitive to
monetary policy such as industrial output or business service demand is losing momentum.

On the other hand, the labor market defied expectations in 2021. The economy created more formal
jobs than at the tail end of other crises, and as the economy reopened, informal workers were also able to
get jobs more quickly. CAGED payroll data averaged 225k jobs created per month over the past year (2.7
million in all), though we believe this pace will slow to 70k per month over the course of 2022. Similarly,
the PNAD unemployment rate fell 3 p.p. between 2020 and 2021, and we forecast it to remain steady at
around 12.0% in 2022, with an increase in the participation rate offsetting job growth.

Table 2: 2022 GDP Forecast - Breakdown

Source: IBGE, Bradesco
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The BRL will likely face a challenging outlook, reflecting both domestic and external factors.
External accounts fundamentals remain healthy and we expect GDP growth at -0.9% for the year, largely
supported by foreign direct investments. However, these fundamentals have not been sufficient to offset
the effects of fiscal deterioration and slow economic growth on Brazil’s currency. In addition, the effect of
the Fed’s interest rate hikes on EM currencies is also a historically relevant factor. Increases in the Selic
rate can help mitigate these risks, as suggested by the appreciation of the BRL in January, but so far there
has been no significant reversal of financial flows and exporters have not increased the share of their
earnings that are repatriated. Finally, risk perceptions regarding the fiscal regime and medium-term growth
outlook will continue to weigh on the currency this year. Our year-end forecast stands at BRL/USD 5.50.

The fiscal outlook continues to face medium-term challenges. Short-term data continued to provide
positive surprises, but do not translate into structural improvements. Brazil generated a primary fiscal
surplus for consolidated public sector of BRL 64.7 billion, on the back of increased tax collection, favored
by rising inflation and commodity prices, currency depreciation, and deferred tax payments. There are also
the uncertainties derived from the demands for tax breaks and exemptions, which circumvent the Fiscal
Responsibility Law, keep risk premiums high, and undermine the credibility of overall fiscal policy. In any
case, even assuming no new fiscal measures, the deficit would be around BRL 65 billion in 2022. For now,
we assume that tax relief measures will add another BRL 35bn to the primary deficit, bringing the year-end
total to BRL93 billion. The deterioration relative to 2021 will reflect both lower revenue growth and an
increase in spending related to the recently passed Precatorio Debt legislation. That and higher interest
rates, will likely push the public debt/GDP ratio to 85% by the end of 2022.

Finally, despite an increasing imbalance between activity and inflation in the short term, we
forecast that the Central Bank will raise the Selic policy rate to a peak value 12.25% in 2022.
Inflation expectations remain unanchored, with the median above the target ceiling in 2022 and at 3.5% in
2023. At the same time, these interest rates are contractionary and monetary policy decisions will
increasingly have a larger impact on 2023 inflation, which will come in below target next year if the policy
rate remains at that level. However, by indicating that it will keep monetary policy at a significantly
contractionary level until we see clear signs of disinflation and expectations converge closer to the target,
the risk is that we will have persistently high interest rates. We therefore forecast that monetary policy will
be eased only moderately before the end of the year, with the Selic policy rate falling to 11.75%.
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Global inflation is back. U.S. consumer inflation ended 2021 at 7.0% – its highest level since 1982.
Eurozone inflation came in at 5% – the highest level since the single European currency was created. In the
U.K., inflation climbed to 5.4%, the highest since 1992. In Canada, inflation rose to 4.8% (the fastest pace
since 1991). Some of this inflation is due to transitory factors and should dissipate over time – as several
central banks have repeatedly argued. But inflation has been significantly higher than central banks had
been forecasting against a background of strong monetary and fiscal stimulus since the beginning of the
pandemic.

The global inflation outlook has deteriorated in recent weeks. The price of oil has risen to around USD
90/b over concerns with geopolitical factors, inventories, global capacity and the sustainability of global
output increases. In addition, China has shown increased willingness to provide stimulus to its economy.
These concerns have also caused natural gas prices to spike, which has been a decisive factor for inflation
in Europe.

Chart 2: Oil Prices
USD/b

Source: Bloomberg and Bradesco

The Omicron wave itself seems to be contributing to increased inflationary pressures around the
globe. In countries facing labor shortages (notably the United States), the surge in cases tends to magnify
the problem even more. On the other hand, China’s zero-tolerance COVID-19 policy could lead to new
disruptions to global supply chains because of regional shutdowns. For now, the data suggest that the
production of semiconductors and other electronic components has not been affected, but there are signs
of delayed deliveries due to port bottlenecks. Another encouraging sign is that the Dry Baltic Index, which
is the main indicator for cargo shipping prices, remains at reasonable levels.

Federal Reserve signals a more hawkish stance in 2022
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In addition to these supply factors, which may be transitory, there are signs of excess demand in
several countries because of the fiscal and monetary stimulus deployed since 2020. Besides low
interest rates, fiscal policy remains stimulative in most developed countries and there are no signs of this
policy being reversed in the near future. On the contrary, the diagnosis that the economic recovery after
the Global Financial Crisis of 2008 was too slow because of a premature return to austerity has led
countries to double-down on fiscal stimulus, despite evidence that it is no longer needed and that supply-
side constraints are exacerbating inflationary pressures. At least in developed economies, there is still
conviction that that Central Banks can handle inflation, and that the main risk to be avoided is still a return
to an environment marked by deflation and zero interest rates between the global financial crisis of 2008
and the beginning of the pandemic.

When in doubt, countries have chosen to be cautious in removing stimulus, even as inflation climbs
to ever higher levels. The risk is that this will lead to inflation complacency, allowing rising prices to
become more persistent. Maybe it was that perception that led Fed Chair Powell to say that policymakers
will have to be “humble but a bit nimble” to deal with the current situation.

Among the major emerging economies, central banks have already started the monetary
normalization process, although overall fiscal policies have remained expansionary. That stance is
justified by the most recent inflationary memory and the risk aversion of local economic agents. Among
mature economies, only a few monetary authorities have initiated monetary normalization, such as the
central banks of Norway and New Zealand and the Bank of England. The Bank of Canada was expected to
join that group in January, but it decided to keep its policy rate unchanged, despite signaling the possibility
of sharper hikes in the coming months.

Markets expect the U.S. to start raising interest rate in March. At the January 26 FOMC meeting, the
Fed confirmed that tapering will be completed by early March and communicated that it will begin
reducing its balance sheet in the following months, while leaving the door wide open for an interest rate
increase at the next FOMC meeting. At the press conference after the FOMC meeting, Fed Chair Powell
adopted a tougher than expected tone, which opened the door for more interest rate hikes in 2022 than
the roughly four 25 bps hikes that had been priced in by the market.

The speed at which the interest rate will be raised, however, will depend on how the data evolves.
Powell said he believes there are still transitory factors that explain some of the surge in inflation, which
are expected to fade throughout this year, and that other factors such as a less stimulating fiscal policy
can help slow inflation. We believe that the Fed will raise interest rates to 1.5% by the end of the year with
six hikes of 25 bps each, but there is a possibility of 50bps steps along the way. We expect Fed Funds to
reach 3.0% by 2023. In the short term, we believe that this environment will strengthen the USD against
other currencies, but that could change in case of a more intense stock market correction that significantly
affects economic growth projections.

Meanwhile, the European Central Bank had been insisting that the economy has not yet returned to
potential and there is still slack in the job market. In addition, the ECB sees specific and transitory
factors – such as rising natural gas prices – as responsible for much of the acceleration in inflation. The ECB
has signaled that it expects energy prices and supply bottlenecks to stabilize over the course of 2022,
allowing inflation to gradually taper off. In Japan, inflation is at 0.8% – well below the 2% target – and the
Bank of Japan has signaled that it will maintain its stimulative policy (including interventions in the 10-year
JGB market) “for the foreseeable future.”
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Chart 3: CPI and Fed Funds
%

Source: BLS, Federal Reserve and Bradesco

China has signaled a change in its economic policy stance since November. The sectoral policy
adjustments implemented since last July, which involved the real estate, technology, and environment-
related sectors have not been abandoned, but should be less emphasized in economic policy decisions in
2022. The focus should shift back to ensuring economic stability. This led us to revise our GDP growth
forecast for China from 4.9% to 5.3% in 2022. Monetary policy should also provide some stimulus, albeit in
moderation. For the time being, the PBOC has avoided cutting its benchmark interest rate, and has
preferred to adjust housing rates while sending a signal to the rest of the economy.

Chart 4: China’s GDP growth
% p.a. and contributions

Source: CEIC, Bradesco

In Latin America, surging inflation has also been a growing concern. There have been upward
pressures on both more volatile items and on core prices. In Chile, inflationary pressures have emerged
amid strong demand resulting from the fiscal and monetary stimulus measures implemented during the
pandemic. At the other end, in Mexico, inflation has been rising despite modest economic growth, partly
due to the absence of stimulus during the pandemic. Among the major economies in the region, Colombia is
more or less halfway there. The economy is showing solid growth even though the country took a more
cautious approach towards fiscal stimulus, and inflation has been under control, with pressure on volatile
items but relative stability in core prices.
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Macroeconomic Projections (2017 – 2022)Macroeconomic Projections (2017 – 2022)

2017 2018 2019 2020 2021 2022* 2023*

DOMESTIC ACTIVITY, INFLATION AND INTEREST RATES

GDP (%) 1.3 1.8 1.2 -3.9 4.5 0.5 0.5

  Agriculture (%) 14.2 1.3 0.4 3.8 -0.3 4.4 1.9

  Industry (%) -0.5 0.7 -0.7 -3.4 4.3 -0.4 0.0

  Services (%) 0.8 2.1 1.5 -4.3 4.6 0.3 0.4

  Private consumption (%) 2.0 2.3 2.6 -5.4 3.2 0.7 0.4

  Government consumption (%) -0.7 0.8 -0.5 -4.5 1.7 0.5 0.0

  Investment (%) -2.6 5.2 4.0 -0.5 16.5 -5.2 -0.4

  Exports of goods and services (%) 4.9 4.1 -2.6 -1.8 6.7 3.5 2.4

  Imports of goods and services (%) 6.7 7.7 1.3 -9.8 11.6 -1.9 -0.2

GDP (R$ billion - current prices) 6,585 7,004 7,389 7,468 8,701 9,176 9,523

GDP (US$ billion) 2,063 1,916 1,873 1,449 1,613 1,667 1,705

Population (million) 207.7 208.5 210.1 212.1 213.4 214.7 216.0

Per Capita GDP (US$ - current prices) 9,935 9,192 8,914 6,833 7,558 7,764 7,895

Industrial Production - IBGE (%) 2.5 1.0 -1.1 -4.4 3.9 -1.8 0.0

Unemployment Rate - IBGE (%) 12.7 12.3 12.0 13.8 13.3 12.0 12.2

Retail Sales - (%) 2.0 2.3 1.9 1.2 1.6 1.7 2.5

CPI - IPCA - IBGE (%) 2.95 3.75 4.31 4.52 10.06 5.40 3.25

WPI - IGP-M - FGV (%) -0.52 7.54 7.30 23.14 17.78 7.75 3.80

Nominal Interest Rates  - Selic target (end of period - %) 7.00 6.50 4.50 2.00 9.25 11.75 8.00

Nominal Interest Rates - Selic target (12-month - %) 10.0 6.42 5.9 2.8 4.4 11.3 9.1

Real Interest Rates - Selic (12-month - %) 6.8 2.6 1.6 -1.7 -5.1 5.6 5.7

EXTERNAL ACCOUNTS AND FX

Trade Balance (US$ billion) 57.3 43.4 26.5 32.4 36.2 61.0 24.8

  Exports (US$ billion) 218 240 226 211 284 286 251

  Imports (US$ billion) 161 196 199 178 248 225 226

Trade flow (exports + imports) (% of GDP) 18.4 22.7 22.7 26.8 32.9 30.6 28.0

Current Account Deficit (US$ billions) -22 -51 -65 -24 -28 -16 -71

Current Account Deficit (% of GDP) -1.1 -2.7 -3.5 -1.7 -1.7 -0.9 -4.0

Foreign Direct Investment (US$ billions) 69 78 69 38 53 60 65

FX  - end of period  (R$ / US$) 3.31 3.87 4.03 5.20 5.65 5.50 5.50

FX - yearly average (R$ / US$) 3.19 3.65 3.94 5.15 5.39 5.50 5.58

International Reserves (US$ billion) 382 387 357 356 362 369 375

Moody's sovereign credit rating Ba2 Ba2 Ba2 Ba2 Ba2 - -

S&P sovereign credit rating BB BB- BB- BB- BB- - -

FISCAL ACCOUNTS

Primary Surplus (R$ billions) -110.6 -108.3 -61.9 -703.0 64.7 -92.9 -117.7

Primary Surplus (% of GDP) -1.7 -1.5 -0.8 -9.4 0.7 -1.0 -1.2

Gross Public Debt (domestic and external) (% of GDP) 73.7 75.3 74.4 88.6 80.1 85.4 91.8

Net Public Debt (domestic and external) (% of GDP) 51.4 52.8 54.7 62.5 57.1 66.4 70.7

CREDIT

Total Credit growth (% YoY) -0.4 5.1 6.5 15.6 16.5 7.5 6.5

Non-earmarked Credit growth (% YoY) 2 11 14 15 21 9 8
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International indicators (2017 – 2022)

International indicators – Latin America (2017 – 2022)

(*): (estimate)
Source: IMF, Bradesco

2018 2019 2020 2021 2022* 2023*

GDP

World 3.6 2.8 -3.1 5.8 4.3 3.6

Developed markets 2.2 1.6 -4.6 4.9 4.0 2.4

  United States 2.9 2.3 -3.4 5.2 4.1 2.5

  Euro Area 1.8 1.1 -6.8 4.8 4.1 2.3

  United Kingdom 1.3 1.4 -9.8 6.8 4.5 1.9

  Japan 0.6 0.0 -4.6 2.0 3.0 1.4

Emerging markets 4.6 3.7 -2.0 6.7 4.8 4.5

  China 6.8 6.0 2.3 8.0 5.3 5.0

  Latin America 1.2 0.1 -7.0 6.3 2.7 2.1

2017 2018 2019 2020 2021 2022* 2023*

Argentina

  GDP (%) 2.8 -2.6 -2.1 -9.9 9.5 1.5 2.0

  CPI (%) 24.8 47.7 53.8 36.1 50.9 50.0 40.0

  Interest rate (%) 29.20 60.31 44.85 26.95 38.00 55.00 45.00

  ARS/US$ (end of period) 18.6 37.7 59.9 84.1 102.7 142.2 150.5

Brazil

  GDP (%) 1.3 1.8 1.2 -3.9 4.5 0.5 0.5

  CPI (%) 2.9 3.7 4.3 4.5 10.1 5.4 3.3

  Interest rate (%) 7.00 6.50 4.50 2.00 9.25 11.75 8.00

  BRL/US$ (end of period) 3.31 3.87 4.03 5.20 5.65 5.50 5.50

Chile

  GDP (%) 1.2 3.7 1.0 -5.8 11.5 2.6 1.9

  CPI (%) 2.3 2.6 3.0 3.0 7.2 4.5 3.7

  Interest rate (%) 2.50 2.75 1.75 0.50 4.00 6.75 5.25

  CLP/US$ (end of period) 615 694 752 712 852 820 800

Colombia

  GDP (%) 1.4 2.6 3.3 -6.8 8.7 3.6 3.3

  CPI (%) 4.1 3.2 3.8 1.6 5.6 4.3 3.3

  Interest rate (%) 4.75 4.25 4.25 1.75 3.00 6.00 5.50

  COP/US$ (end of period) 2,987 3,250 3,277 3,430 4,123 3,700 3,775

Mexico

  GDP (%) 2.1 2.2 -0.2 -8.2 5.0 2.7 2.2

  CPI (%) 6.8 4.8 2.8 3.2 7.4 5.0 3.7

  Interest rate (%) 7.25 8.25 7.25 4.25 5.50 6.00 5.25

  MXN/US$ (end of period) 19.66 19.65 18.93 19.91 20.53 20.66 20.50

Peru

  GDP (%) 2.5 4.0 2.2 -11.0 12.3 3.3 4.5

  CPI (%) 1.4 2.2 1.9 2.0 6.4 4.2 2.9

  Interest rate (%) 3.25 2.75 2.25 0.25 2.50 3.75 4.00

  PEN/US$ (end of period) 3.24 3.37 3.31 3.62 4.00 4.20 3.83
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