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o The global economy is experiencing an adjustment to the new scenario of greater trade uncertainty
and intensified geopolitical instability, mainly triggered by U.S. policy initiatives.

o Trade tensions eased in July and threats seemed to subside, with the exception of the trade
relationship between the United States and China, in which a major negotiation impasse remains.
These standoffs are already having obvious negative effects on global activity and medium and long-
term economic decisions. International trade has experienced a more pronounced slowdown in
recent months, with a more intense effect on some Asian and European economies. In addition to
the Chinese tax response, some central banks have also been pulling back their tone, increasingly
mentioning risks to economic activity as the result of expanding trade tensions. Members of the
Federal Reserve have also been voicing this concern in recent months, given the signs that companies
from various regions of the United States may experience greater effects in the coming months.

o Despite the short-term relief provided by a reduction in some trade and geopolitical tensions, we
still foresee uncertainties on the horizon. Global trade will likely continue to slow, uncertainties on
trade rules will likely persist, and the unstable environment may affect the global CAPEX.

o The external scenario remains challenging for emerging economies, despite some improvements in
July. The stimulus package in China and a slight improvement in perceptions regarding the risks of a
trade war led to some narrowing in EM sovereign risk spreads, and in the case of Brazil, of a rebound
of the BRL.

o Although our forecast for 2018 IPCA inflation remained unchanged at 4.1%, this appreciation of the
BRL helped reduce inflation risks in the short term. Inflation drivers shifted in both directions (for
better and for worse) last month, but for now, these forces appear to offset each other. Before, the
risks to inflation were mostly to the upside. Downward drivers of inflation that have materialized in
July include: i) lower current inflation; ii) BRL appreciation; and iii) relief in oil prices. On the less
favorable side, risks include transportation costs, weather conditions and a possible effect on
electricity utility prices and the transmission of higher wholesale inflation to consumer inflation.

o Coincident indicators and industrial production suggest the economy almost returned to pre-truck
drivers’ strike levels. However, confidence indexes and the job market are showing a loss of
momentum, which may impact the recovery of investments and consumption in the second half of
the year, which reinforces the scenario of a very gradual economic upturn. As a result, we updated
our GDP forecast for 2018 from 1.5% to 1.1%, with prospects for consistent, yet gradual recovery in
the coming quarters.

o Given the fact that inflation is still on track with the centers of the targets for 2018 and 2019 and
the slow resumption of the economy, we maintained our view that interest rates will hold steady at
6.5% until the end of 2018. We expect a gradual tightening of the monetary policy in 2019, in line
with the recovery of the economy, with the Selic policy rate reaching 8% by year-end.
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Although July showed certain accommodation, which led to a certain appreciation of the Brazilian real,
emergent countries are still facing a challenging external scenario. a slight improvement in perceptions
regarding the risks of a trade war led to some narrowing in EM sovereign risk spreads (Chart 1). The BRL
outperformed other EM currencies, mainly because the country’s sovereign risk spread (CDS) recovered
part of the widening that occurred because of the truck drivers’ strike. Our models suggest that the
narrowing of risk spreads resulted in 15 to 20 cent appreciation of the currency. We believe that the CDS
is closer to its fair price at current levels. If the reform agenda resurfaces after the elections, however, we
expect a further drop in risk premiums. Therefore, we maintained our exchange rate scenario for the end
of the year at BRL/USD 3.60, although internal and external uncertainties should linger in the short term,
generating volatility.

Although we maintained our forecast for IPCA inflation unchanged at 4.1% in 2018 (Chart 2), BRL
appreciation helped reduce inflation risks in the short term. Inflation drivers shifted in both directions
(for better and for worse) last month, but for now, these forces appear to offset each other. Before, the
risks to inflation were mostly to the upside. Downward drivers of inflation that have materialized in July
include: i) lower current inflation; ii) BRL appreciation (from 3.90/USD to about 3.75/USD); and iii) relief in
oil prices (from about USD80/b to about USD 72 currently, in the case of Brent crude).

On the less favorable side, risks include transportation costs, weather conditions and a possible effect
on electricity utility prices and the transmission of higher wholesale inflation to consumer inflation. The
magnitude of the impact produced by the new shipping prices (yet to be defined) on inflation is uncertain,
but it could be significant if we consider the study by the Fundação Dom Cabral (FDC). Logistics costs as a
proportion of gross sales reached 12.37% in 2017 in a realm of 130 companies surveyed. Although soft
economic growth and possible alternatives to be found by the production chains may limit this impact on
prices, some upward pressure is likely to appear. Also, the less favorable rain scenario increased the risk of
ending the year with a so-called red flag surcharge to consumer electricity bills (level 1 or 2), or even a a
possible increase in the value of the surcharge for each flag level. We currently expect the surcharge rate
to return to “yellow flag” at the end of the year.

Balanced risks for Inflation

Source: Bloomberg, Bradesco

Chart 1:  Brazilian 5-year CDS and peers 
(base index 100 = 05/01/18)
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If it remains at “red 1”, add 14bps to our YE IPCA forecast, or an additional 28bps if it reaches “red 2”.
Finally, there is a risk of the pass-through from higher industrial wholesale prices to final consumer prices.
So far, the retail sector absorbed part of this impact by compressing margins because of soft economic
conditions.

Some factors will help determine pass-through risk going forward. According to our estimates, it takes
between one and two quarters for industrial goods prices to pass through from wholesale to retail.
Thus, the first signs in retail prices should start to appear over the course of this second half of the year.
So far, passthrough from BRL depreciation to wholesale prices is in line with the historical norm. But more
time is needed to assess whether this repeats itself for retail prices. For now, the monitoring of prices that
are most sensitive to the Exchange-rate suggests a passthrough slightly below the historical average if we
exclude food prices, which were severely affected by supply disruptions caused by the truck driver’s strike.

Our scenario assumes an exchange rate pass-through to retail prices below the historical average in the
light of low levels of installed capacity utilization in the economy. If this scenario does not materialize and
the output gap is not suficiente to contain inflationary pressure, there may be an upside risk of up to
50bps to our inflation forecasts for the coming quarters. Importantly, even in this case, inflation would
remain close to the center of the inflation target.

With respect to the economy, coincident indicators and June industrial production rebounded from the
negative results in May, returning to levels close to those observed prior to the truck drivers’ strike. On
the flip side, the indirect effects of the strike on agent confidence have come to light, hand-in-hand with a
downturn in indexes on financial conditions, including the exchange-rate, interest rates and sovereign risk
spreads. However, confidence indicators did not return to pre-strike levels – especially business
confidence – and this may compromise investment and consumption over the second half of the year.
Employment data has also failed to improve in recent months. The transition in economic activity from the
second to the third quarter seems to be more moderate than expected for these reasons. This led us to
revise our GDP forecast for the second quarter upwards to 0.0% (from -0.3%) and for the third quarter
down from 0.6% to 0.3%. For the year as a whole, we lowered our GDP growth forecast from 1.5% to
1.1%.

Source: IBGE; (*) Bradesco Forecast

Chart 2: Consumer Inflation – IPCA (% year)
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With respect to credit data, we have been observing a slightly more favorable dynamic in corporate
credit lines, especially those with free resources related to working capital, such as discount and
prepayment of receivables. In the second quarter, while corporate lending by the banking system
expanded by 3.2% in seasonally adjusted and annualized terms, consumer lending backtracked. Although
financing conditions are more favorable, the Central Bank of Brazil’s debt service burden indicator
suggests the household deleveraging process may have ended, while job market conditions have evolved
less favorably than expected, which may explain this more subdued performance. However, since non-
performing rates remain under control and companies are continuing to deleverage, we still expect total
credit to expand this year both for households and companies, as consumer and business confidence
bounces back. Interest rates for final borrowers are still dropping. We believe that the low concession
momentum in recent months is more closely associated with cautious behavior on the demand side, both
by consumers and business owners, than restrictions on the supply side.

Finally, given the fact that inflation is on track with the targets for the next two years and the slow
resumption of the economy, we maintained our opinion that interest rates will hold steady at 6.5% until
the end of 2018. In the statement released after the last policy meeting, the Central Bank of Brazil (BCB)
maintained that the current scenario requires an accommodative monetary policy and the maintenance of
interest at the current level. It also stressed that monetary policy should only respond to shocks producing
adjustments in relative prices if they result in secondary effects on inflation, that is, if they contaminate
core inflation, services and inflation expectations. It is important to highlight that the BCB acknowledged
our shared perception that the economy’s recovery pace is more gradual than expected prior to the truck
drivers’ strike. As we have emphasized, there is room to maneuver in external accounts and idleness in the
job market, which explain the contained wage adjustments. Therefore, our base scenario stands with a
below-average exchange rate pass-through, which has been confirmed thus far. We expect a gradual
tightening of monetary policy in 2019, in line with the expected acceleration of the economy, with the
Selic policy rate reaching 8.0% by year-end.
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The global economy is undergoing an adjustment period to the new scenario of greater trade
uncertainty and intensified geopolitical instability. Decisions made in the United States were responsible
for most of the changes in the international environment. Uncertainties in both the geopolitical and trade
environments have grown over the past few months. The U.S. government has been on a rollercoaster
ride, including: (i) maximum tension with North Korea, which transformed into a meeting without major
commitments by either of the two countries’ leaders; (ii) trade and financial sanctions against some
Russian citizens and companies, leading to a direct conversation between Trump and Putin, with
indications of possible agreements in the oil sector; (iii) the threat of increased import tariffs in the
automotive sector, leading to a visit by a European Union leader (Juncker), promising more European
imports of U.S. goods (especially soybeans and natural gas).

Trade tensions faded in July and threats seemed to subside, with the exception of the trade relationship
between the United States and China, in which a major negotiation impasse remains. However, these
standoffs are already having obvious negative effects on global activity and medium and long-term
economic decisions. International trade has experienced a more pronounced slowdown in recent months,
with a more intense effect on some Asian and European economies. It is worth mentioning that Asia and
Europe are two regions with a high degree of trade openness and major participation in global value
chains. The slowdown in global trade is becoming more pronounced as the months go by in response to
the escalation of the countries’ protectionist measures.

The U.S. economy has enjoyed a certain degree of acceleration due to the accommodation of productive
activities to trade and geopolitical tensions thus far, in parallel with the deceleration observed in Europe
and China. While the U.S. GDP expanded 4.1% in 2Q18, an acceleration when compared to the 2.2% in the
first quarter, the GDP of the Eurozone increased a mere 1.2% (annual rate) against 1.6% in the first
quarter. Chart 3 shows this difference in dynamic across performance for the major world economies,
with superior performance in the United States.

Trade tensions lead to adjustments in the global economy

Chart 3 – Growth of the GDP for select economies
(accumulated over the past 4 quarters)

Source: Bloomberg, Bradesco
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It is worth mentioning that part of the increased pace of the U.S. economy was associated with
improvements in net exports for the second quarter (1.0 percentage point of the 4.1% expansion). This
result was celebrated by the local government and may reinforce the misperception that the protectionist
policy will bring benefits to the economy. The result comes from an anticipation of exports of goods that
could be taxed in the coming months and should only be transitional in nature. In our evaluation, although
the protectionist policy was able to attract companies at first, with short-term improvement in the GDP,
the costs of lower resource allocation efficiency and higher costs and prices should prevail in the medium
term, including negative effects on economic growth.

In the case of China, trade relation tensions with the United States didn’t cool down. A few meetings
between authorities from the two countries resulted in a new threat of increased tariffs on USD 200
billion in goods imported by the Chinese, now with rates of 25% in lieu of the previous 10%. China's
economy is showing signs that the effects of the trade war are beginning to manifest themselves more
intensely. Industrial activity has slowed in the last three months, qualitative data from the service sector
points to a loss of momentum and the recent measures announced by the government demonstrate a
greater degree of concern from the authorities. In that sense, recent months have included reductions in
reserve requirements, currency depreciation (Chart 4) and the signaling of additional fiscal impulses to
address a more challenging economic environment. Despite the compensatory measures to counter a
more intense slowdown in the economy, the local government reaffirmed its desire to avoid inducing an
increase in financial leverage or real estate price increases as a result of the new stimuli. Thus, the most
likely scenario is a controlled deceleration of the Chinese economy, to the detriment of a forced fiscal and
credit boost that would avoid any further slowing.

Chart 4 – Evolution of Chinese currency (CNY)

Source: Bloomberg, CPB, Bradesco

In addition to the Chinese fiscal response, communication from some central banks was toned down a
bit, with increasing mention of the economic risks caused by more intense trade tension. Members of
the Federal Reserve have been voicing this concern in recent months, given the signs that companies from
various regions may experience greater effects in the coming periods and that higher costs will come to
light. The European Central Bank (ECB) and the Bank of Japan (BoJ) also indicated they are willing to
maintain expansionary monetary policy, should new risks materialize. This mitigating tone has brought a
sense of relief to the markets, with possible reactions from global authorities to a more intense economic
downturn, but the perception that this improvement is lasting may be premature.
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Some countries have much less room to react to a more intense economic slowdown than a few years
ago. Chart 5, for example, shows that inflation rates in some developed countries are already much closer
to their central banks’ targets, with less incentive for new monetary impulses. Job market conditions have
improved significantly in recent years, wages have begun to expand more consistently, and cost pressures
may now arise from recent protectionist policies. In addition to this cyclical component of the less
expansionary monetary policy, there are other constraints on fundamentals that limit the room for more
expressive fiscal impulses, as in some European and other emerging countries with a high debt-to-GDP
ratio, and a higher credit impulse, due to very significant leverage of consumers, companies and banks, in
the case of some Asian nations (China, Hong Kong) and some other developed commodity exporters like
Canada and Australia.

Thus, despite the short-term relief with the cooling of some trade tensions (United States and European
Union) and geopolitical tensions (United States and Russia), we still see significant uncertainty on the
horizon. Global trade will likely continue to slow, uncertainties on global trade rules will probably not
disappear and the unstable environment may affect investment decisions (CAPEX). Despite the upward
revision of U.S. GDP growth forecatss for this year, from 2.6% to 2.9%, global growth remained unchanged
at 3.8% and there is a risk that the Eurozone, some Asian countries and other emerging economies will
experience slower growth in the second half of the year. In a way, we have shifted from the synchronized
growth environment, from the turn of 2017 to 2018, to an environment of divergent growth, with the
United States on more steady ground, to the detriment of economic downturn in most other regions.
However, this dynamic is probably not permanent, as the U.S. will probably also experience negative
impacts over time.

Chart 5 – Consumer inflation in selected regions (12-month variation)

Source: Bloomberg, GS, Bradesco
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Economic forecast (2015 – 2019)

(*) Forecast
Source: IMF, Bradesco

2015 2016 2017 2018* 2019*

DOMESTIC ACTIVITY, INFLATION AND INTEREST RATES

GDP (%) -3.5 -3.6 1.0 1.1 2.5

  Agriculture (%) 3.6 -6.6 13.0 0.0 3.5

  Industry (%) -6.3 -3.8 0.0 1.5 2.7

  Services (%) -2.7 -2.7 0.3 1.0 2.3

  Private consumption (%) -3.9 -4.2 1.0 2.0 2.5

  Government consumption (%) -1.1 -0.6 -0.6 -0.5 1.0

  Investment (%) -13.9 -10.2 -1.8 3.5 6.0

  Exports of goods and services (%) 6.3 1.9 5.2 4.5 3.0

  Imports of goods and services (%) -14.1 -10.3 5.0 5.0 6.0

GDP (R$ billion - current prices) 6,000 6,267 6,592 7,018 7,585

GDP (US$ billion) 1,801 1,796 2,065 1,981 2,107

Population (million) 204.5 206.1 207.7 209.2 210.7

Per Capita GDP (US$ - current prices) 8,808 8,713 9,945 9,469 10,002

Industrial Production - IBGE (%) -8.3 -6.4 2.5 1.5 2.7

Unemployment Rate - IBGE (%) 8.5 11.5 12.7 12.5 12.3

Retail Sales - (%) -4.3 -6.2 2.0 2.0 3.0

CPI - IPCA - IBGE (%) 10.67 6.29 2.95 4.10 4.25

WPI - IGP-M - FGV (%) 10.54 7.17 -0.50 7.70 4.26

Nominal Interest Rates  - Selic target (end of period - %) 14.25 13.75 7.00 6.50 8.00

Nominal Interest Rates - Selic target (12-month - %) 13.3 14.0 10.0 6.43 7.1

Real Interest Rates - Selic (12-month - %) 2.4 7.3 6.8 2.2 2.7

EXTERNAL ACCOUNTS AND FX

Trade Balance (US$ billion) 17.7 45.0 64.0 60.4 61.1

  Exports (US$ billion) 190 184 217 237 249

  Imports (US$ billion) 172 139 153 176 188

Trade flow (exports + imports) (% of GDP) 20.1 18.0 17.9 20.8 20.8

Current Account Deficit (US$ billions) -59 -24 -10 -10 -8

Current Account Deficit (% of GDP) -3.3 -1.3 -0.5 -0.5 -0.4

Foreign Direct Investment (US$ billions) 75 79 70 70 72

FX  - end of period  (R$ / US$) 3.90 3.26 3.31 3.60 3.60

FX - yearly average (R$ / US$) 3.33 3.49 3.19 3.54 3.60

International Reserves (US$ billion) 369 372 382 388 395

Total Medium and Long term External Debt (US$ billion) 335 321 318 324 331

Moody's sovereign credit rating Baa3 Ba2 Ba2 - -

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

FISCAL ACCOUNTS

Primary Surplus (R$ billions) -111 -156 -111 -158 -111

Primary Surplus (% of GDP) -1.9 -2.5 -1.7 -2.3 -1.5

Gross Public Debt (domestic and external) (% of GDP) 65.5 70.0 74.0 75.2 76.5

Net Public Debt (domestic and external) (% of GDP) 35.6 46.2 51.6 52.6 54.1
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International indicators (2015 – 2019)

International indicators – Latin America(2015 – 2019)

(*) Forecast
Source: IMF, Bradesco

2015 2016 2017 2018* 2019*

GDP
World 3.5 3.2 3.8 3.8 3.7
Developed markets 2.3 1.7 2.3 2.3 1.9

  United States 2.9 1.5 2.3 2.9 2.2
  Euro Area 2.1 1.8 2.3 2.0 1.7
  United Kingdom 2.3 1.9 1.8 1.3 1.5
  Japan 1.4 0.9 1.7 1.0 0.5

Emerging markets 4.3 4.4 4.8 4.8 4.9
  China 6.9 6.7 6.9 6.5 6.0
  Latin America 0.3 -0.6 1.3 1.7 2.7

US INTEREST RATE AND CPI
Fed Funds (%) 0.25 0.75 1.50 2.50 3.00
CPI (%) 1.90 2.07 2.10 2.60 2.40

2015 2016 2017 2018* 2019*

Argentina

  GDP (%) 2.7 -1.8 2.9 1.0 1.5

  CPI (%) 26.9 41,0 24.8 28.0 18.0

  Interest rate (%) 33.00 24,75 28.75 38.00 28.00

  ARS/US$ (end of period) 12.93 15,9 18.60 30.00 36.00

Brazil

  GDP (%) -3.5 -3.6 1.0 1.1 2.5

  CPI (%) 10.7 6.3 2.9 4.1 4.3

  Interest rate (%) 14.25 13.75 7.00 6.50 8.00

  BRL/US$ (end of period) 3.90 3.26 3.31 3.60 3.60

Chile

  GDP (%) 2.3 1.3 1.5 3.5 2.7

  CPI (%) 4.4 2,7 2.3 2.8 3.0

  Interest rate (%) 3.50 3,50 2.50 2.50 3.50

  CLP/US$ (end of period) 709.0 671.0 615.0 630.0 640.0

Colombia

  GDP (%) 3.1 2.0 1.8 2.8 3.5

  CPI (%) 6.8 5,8 4.1 3.5 3.2

  Interest rate (%) 5.75 7,50 4.75 4.25 5.50

  COP/US$ (end of period) 3,174 3001 2,984 3,000 3,100

Mexico

  GDP (%) 3.3 2.9 2.0 2.3 2.5

  CPI (%) 2.3 3,2 6.8 4.0 3.5

  Interest rate (%) 3.25 5,75 7.25 8.25 7.50

  MXN/US$ (end of period) 17.2 20,7 19.7 20.0 20.0

Peru

  GDP (%) 3.3 4.1 2.5 3.7 3.8

  CPI (%) 4.4 3,2 1.4 2.0 2.0

  Interest rate (%) 3.75 4,25 3.25 2.75 4.00

  PEN/US$ (end of period) 3.41 3,36 3.24 3.30 3.35
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