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War brings more inflation and less growth to the global scenario

War in Ukraine increases uncertainty on the domestic front 

o It is still difficult to predict the fallout from the war in Ukraine, which could have a significant

impact on the economic outlook for Brazil. In any case, the global economic effects should be more

inflation and less growth, and we expect the same to be true for Brazil. For now, assuming that the conflict

does not escalate, we raised our 2022 and 2023 inflation forecasts while maintaining our GDP growth

projections unchanged. The Brazilian economy is somewhat resilient to the war, but rising inflation and

interest rates are expected to curtail growth as of the second half of 2022. Finally, we expect the currency to

appreciate a little more than previously imagined due to rising commodity prices, high local interest rates

and low solvency risk.

o In this context, we now believe that the Central Bank of Brazil will push the benchmark Selic rate to

12.75% and postpone interest rate cuts. The country is experiencing a classic supply shock in which

monetary policy is not very effective in keeping prices under control. But given that inflation is already high

and significantly above target, the Central Bank will likely raise interest rates a little more than we thought

and opt for a more gradual convergence of inflation, even if beyond 2023. Next year’s GDP growth already

looks to see significant impact from monetary tightening and there is some chance that we see a reversal of

the commodity shock over the next 12 to 18 months. Therefore, we believe that the Central Bank will take a

cautious stance for the time being, i.e., keeping an eye on inflation while maintaining a fairly moderate

monetary policy approach. This will avoid sacrificing growth more than needed in case of a partial – or even

full – reversal in the global outlook.
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o The global scenario has become more complex and uncertain. With global prices already under

pressure, inflation could ended up being stickier than originally thought, adding to the monetary policy

challenge. While we had been seeing more favorable signs coming from economic activity indicators in

response to the improving pandemic situation, the war in Ukraine calls for a more cautious analysis at this

time.

o There are, of course, medium-term implications of the war on the economy. These implications may

involve greater trade protectionism and nationalism in production; a faster transition of the energy matrix;

increased military spending; more intensive use of alternative means of payment instead of conventional

ones; diversification of global reserves, among others not yet foreseen. But, it still seems early to

incorporate these implications into the base scenario. For now, we have revised our GDP growth forecast

for 2022, from 4.3% to 4.0%.

o In the US, all eyes are on the March 16 FOMC meeting. The consensus is that the FED will raise interest

rates by 0.25 p.p., but the committee is facing mounting challenges. Given the current level of oil and other

commodity prices, CPI might go over 8.0% as rising fuel prices and war-related uncertainties slow down

the pace of growth.
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It is still difficult to predict the fallout of the war in Ukraine, which could have a significant impact on the

economic outlook for Brazil. In any case, as we discussed in our international scenario section, the global economic

effects should be more inflation and less growth, and we expect the same to be true for Brazil. For now, assuming

that the conflict does not escalate, we raised our 2022 and 2023 inflation forecasts while maintaining our GDP growth

projections, which had been showing an upward trend. The Brazilian economy is somewhat resilient to the war, but

rising inflation and interest rates are expected to weigh on growth as of the second half of 2022. Finally, we expect

the BRL to appreciate a little more than previously expected due to rising commodity prices, high local interest rates

and low solvency risk.

Table 1: Comparison between February and March scenarios

Source: Bradesco

Brazil’s growth in 2022 will likely not see significant impacts from the war in Ukraine. Russia accounts for

only 0.6% of Brazilian exports and 2.6% of imports. Therefore, foreign trade with Russia amounts to less than

0.4% of GDP. Brazilian exports to other countries will also likely not be materially affected and may even benefit from

rising commodity prices. The greatest exposure to Russia is in fertilizers. Brazil imports about 85% of all the fertilizer

it consumes and 25% of that total comes from Russia. This is a risk for next year’s harvest, since the current one has

already been planted. Thus, Brazil’s GDP will likely not see a significant impact during the current stage of the conflict,

either due to low trade exposure or to domestic factors that sustain growth, such as local government spending, the

recovery of the service sector, and the contribution of agricultural sector.

In addition, Brazil does not have any short-term solvency problems. The country’s current account deficit stands

at about 0.3% of GDP, largely financed by foreign investment, almost none of which comes from the countries

involved in the conflict. USD 360 billion in international reserves cover all public sector foreign debt (USD 80 billion)

and private foreign debt does not reach USD 230 billion. Meanwhile, Brazil’s listed companies currently have the

lowest indebtedness levels in almost 15 years, based on net debt-to-EBITDA. Therefore, this crisis will find Brazil in a

comfortable position when it comes to the country’s external accounts and corporate balance sheets.

War in Ukraine increases uncertainty on the domestic front 

Feb-22 Mar-22

GDP (% p.a.) 0.5 0.5

Consumer Inflation (% p.a.) 5.4 6.0

Selic Rate (% p.a., year-end) 11.75 12.75

Exchange Rate (BRL/USD, year-end) 5.5 5.3

Credit (% p.a.) 7.50 8.50

Global GDP (% p.a.) 4.3 4.0

2022
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Chart 1: Foreign reserves, debt and swaps
In USD billion

Source: BCB, Bradesco

The job market’s resilience is another important element of the scenario. As we have stated in other
opportunities, job creation over the last year has outpaced the numbers recorded in other crises, especially
when it comes to formal jobs. Our in-house survey indicates a pace of monthly formal job creation (200,000)
well above the one our previous projections for this quarter (70,000). As a result, we project that the
unemployment rate will likely reach an average of 11.3% this year. In addition, credit may retain some of its
momentum, despite Selic rate hikes and the expectation that defaults will gradually return to the pre-pandemic
level.

Current data supports our more constructive outlook for 2022. Retail sales remained resilient last year,
even though some sectors took a hit, such as construction material and furniture and appliances. At the same
time, our internal data shows more robust demand from trade and service at the beginning of the year vs. the
end of 2021. This more favorable GDP composition at the start of the year, therefore, reinforces our
expectations for positive, although moderate, growth in 2022. In fact, our Q1 GDP growth forecast of around
0.5% was even showing a positive bias to our projection of 0.5% GDP growth for 2022. On the other hand, it is
true that the tighter monetary policy and the uncertainties of the war should have a negative impact on
economic activity, especially as of the second half of the year. For now, we have kept our forecasts unchanged.

Public finances, the country’s greatest weakness, also deserve some comments. Despite having high debt
when compared to its peers, which requires special attention in the medium term, the domestic debt maturities
are well distributed over time and only 22% (worth approximately BRL 1.2 trillion) mature in 2022. This is also
the amount of cash the Treasury has on hand. In other words, the Treasury can honor its commitments without
having to issue any new debt in 2022 in the unlikely event that market conditions prevent it from doing so.
Finally, the composition of the debt reduces the risks of contagion even if the Central Bank needs to raise
interest rates further – as 61% of debt is in fixed rates or inflation linked.
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Chart 2: Public debt maturities

By maturity term, % and BRL trillion

Source: National Treasury, Bradesco

The short-term fiscal outlook itself has improved more than expected. Tax revenues continue to grow faster

than would be suggested by GDP growth and the new configuration of commodity prices and domestic inflation may

further reduce the primary deficit, contributing to a smaller increase in public debt. The risk remains that more tax

relief is implemented relative to what has already been announced (IPI tax cuts) to subsidize products impacted by

rising global prices, which could lead to a reversal in the short-term improvement in public finances. However, the

structural problem – related to a fragile fiscal framework and the size of the public debt – is still just as critical as

before the war, aggravated now by higher interest rates and greater risks to GDP growth in 2023.

In any case, because Brazil does not have a short-term solvency problem, higher interest rates offset the

risks and has allowed the BRL to continue strengthening. Since the Selic rate is now again higher than the policy

rate of most peers, the BRL is no longer a funding currency and started behaving like a carry currency again. In this

context, the relationship between the BRL and commodity prices, which had ceased to be relevant in the last two

years, is also relevant again. In other words, higher commodity prices once more help strengthen the BRL. Therefore,

it is possible that, despite the volatility risks, the real will outperform its peers. In this environment, we revised our

exchange rate projections from BRL/USD 5.50 to BRL/USD 5.30 by the end of 2022, but we recognize that these

projections carry far more uncertainty than usual, including as a result of the government’s fiscal response to the

effects of the war.

Chart 3: Exchange rate (BRL vs. Emerging Currencies)

Accumulated fluctuation vs. EMC median and percentiles

Source: Bloomberg, Bradesco
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Despite the appreciation of the BRL, the price shock in dollars leaves no doubt that this process
will leave an inflationary impact. February consumer inflation showed industrial goods rising above
expectations and the effects of severe weather on food prices, in addition to significant pressure from
underlying services. As a result, core inflation and the diffusion index remain high, which explains the
contagion of primary shocks on other prices. Now, given the global price shock, those risks are
exacerbated. Thus, we raised our IPCA forecast to 6.0% in 2022 and, counting on a certain reversal of those
shocks next year, we expect consumer inflation to recede to 3.5% in 2023. Fiscal measures to subsidize the
prices of goods impacted by the global shock may change the inflation outlook.

Against this backdrop, we now believe that the Central Bank of Brazil will push the benchmark
Selic rate to 12.75% and postpone interest rate cuts. The country is experiencing a classic supply shock
in which monetary policy is not very effective in keeping prices under control. But given that inflation is
already high and significantly above target, the Central Bank will likley raise interest rates a little more than
we thought and opt for a more gradual convergence of inflation, even if beyond 2023. Next year’s GDP
growth already looks to see significant impact from monetary tightening and there is some chance that we
see a reversal of the commodity shock over the next 12 to 18 months. Therefore, we believe that the
Central Bank will take a cautious stance for the time being, i.e., keeping an eye on inflation while
maintaining a fairly moderate monetary policy approach. This will avoid sacrificing growth more than
needed in case of a partial – or even full – reversal in the global outlook.
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The global scenario has become more complex and uncertain. With global prices already under pressure, inflation

could ended up being stickier than originally thought, adding to the monetary policy challenge. While we had been

seeing more favorable signs coming from economic activity indicators in response to the improving pandemic

situation, the war in Ukraine calls for a more cautious analysis at this time.

Russia and Ukraine are relevant in the world commodity market, especially when it comes to energy and

grains. Disruptions to the delivery of these goods would only accentuate the tight supply and demand conditions,

and prices have already been reflecting these conditions in a relevant way. In addition to the humanitarian impacts of

armed conflict, an energy price shock causes inflation to hike again. We also should consider the negative impact on

confidence and financial conditions, restricting growth. We estimate that a 50% shock from oil prices could cause

global inflation to rise 0.5-1.0 p.p., while causing global growth to drop by as much as 0.5 p.p. The impact on

confidence could also be significant, disrupting investment flows, sanctions, payments, and creating uncertainty over

future economic growth.

Chart 4: Select commodities

Change since 02/23/22

Source: Bloomberg and Bradesco

For now, systemic, global sovereign, banking and corporate credit risks seem to be diminishing. Russia is

certainly an important player in the global investment landscape, but the exposure of investors and banks to Russian

assets can be reallocated across the global economy. From an economic point of view, this episode is much less

severe than the 2008 crisis. The possible default of Russian assets will have important implications at the industry

and local level on anyone directly exposed to such assets, but as of now we do not expect a systemic impact. We

expect any liquidity risks arising from the war or related sanctions to be addressed by developed central banks if

necessary.

There are, of course, medium-term implications of the war on the economy. These implications may involve

greater trade protectionism and nationalism in production; a faster transition of the energy matrix; increased military

spending; more intensive use of alternative means of payment instead of conventional ones; diversification of global

reserves, among others not yet foreseen. But it still seems early to incorporate these implications into the base

scenario. For now, we have revised our GDP growth forecast for 2022, from 4.3% to 4.0%. While the outcome of the

crisis is unclear, it is worth looking at how major global regions have performed.

War brings more inflation and less growth to the global scenario
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In the US, all eyes are on the March 16 FOMC meeting. The consensus is that the FED will raise interest
rates by 0.25 p.p., but the committee is facing mounting challenges. Given the current level of oil and other
commodity prices, CPI might go over 8.0% as rising fuel prices and war-related uncertainties slow down
the pace of growth. Our base scenario, for now, is that the Federal Reserve will raise the Fed Funds rate at
all meetings by the end of this year, bringing the base rate to 1.75% p.a., and that the 0.25 p.p. hikes will
continue until the basic interest rate reaches 3% in 2023.

Figure 5: Number of interest rate hikes priced in for 2022 in the US

Source: Bloomberg

Contrary to the rest of the world, China has been ramping up economic stimulus in an attempt to
reverse last year’s deceleration trend. The most important and effective channel for that continues to
be new loans, sustained by falling interest rates. In January, these numbers were very strong, reinforcing
the signal sent by the Chinese authorities since past November that it will offer greater support to the
economy. There has also been a significant reversal of the restrictions implemented in 2021, aimed
primarily at the housing sector and environmental protection. As such, we have maintained a more
constructive forecast for the Chinese economy in 2022.

In the Eurozone, attention has increasingly shifted towards accelerating inflation and the effects
of the war. The consumer price index rose 5.1% in January and producer price indexes continue to rise, led
by a 25% increase in Germany, largely due to the energy crisis affecting the region. This more inflationary
environment and the proximity to the conflict hotspots should compromise the growth trajectory: we
expect European GDP growth to come in at 4.1% in 2022 (compared to 5.2% in 2021), but the risks are still
on the downside. In any case, the main recent change in perspective came from the European Central
Bank’s signaling, which left open the possibility of interest rate hikes this year as a way to contain inflation,
even though for now there are no signs of wage pressures that would support the pass-through of these
primary shocks. The ECB will face a similar dilemma as the FED.
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The discussion in Latin America it not much different as in the world. Inflation continues to come in
well above expectations, which has even led to a reassessment of interest rate forecast across the region –
we now expect more rate hikes leading to a higher terminal rate than we envisioned at the end of last year.
Inflationary pressures are explained both by domestic factors, such as heated demand and exchange rate
depreciation, and by external factors, such as energy, food, and industrial goods prices. The region does
not have much direct exposure to the conflict countries and can benefit from rising commodity prices in a
context of low external vulnerability and rising interest rates.

Thus, the global scenario of higher inflation for a longer period and with lower growth is becoming
more and more likely. Nonetheless, the duration and consequences of the conflict, as well as the
sanctions implemented, will be crucial in determining asset prices and economic variables in the coming
months.
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