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o Economic prospects still surrounded by significant uncertainties in June. Brazil’s currency continued to
depreciate against the US dollar, quoted at more than BRL/USD 3.90 in the past few days. Emerging
economies continue to face challenges stemming from the external environment. In addition to lingering
questions surrounding more fragile economies from an external and inflationary perspective, the
resurgence of the US-China trade war ended up affecting the Chinese currency and stock market, with a
ripple effect on the currency of emerging (and/or advanced) countries with close ties to China.

o We believe it is still too early to assess how the recent currency depreciation will affect consumer
prices. While wholesale prices continue to rise at a faster pace, akin to past trends (exchange rate
depreciation and prices), this increase has yet to be passed through to retail prices. We have changed our
2018 consumer inflation (IPCA) forecast from 3.9% to 4.1%.

o Despite some concerns about rising inflationary risks, we still believe that the interest rate will end 2018
at 6.5%, as the secondary effects of currency depreciation on prices remain uncertain. In our view, the
policy rate will not start climbing back to normal levels until early 2019—and, even then, it will depend
heavily upon the economic policies implemented for next year. We believe that the exchange rate shock
should only trigger a monetary policy reaction if it leads to secondary effects on inflation—in other words,
if its effects extend to core and service prices, as well as expectations. In fact, much of the hike in inflation
expectations seen in recent months has not contaminated expectations for 2019, as it resulted from the
primary shock of exchange rate depreciation. There is some room for maneuver in external accounts;
there is idle capacity and slack in the job market; and wage growth has been modest.

o In the economic activity outlook, we maintain our 2018 GDP forecast of 1.5%, until we have a clearer
picture of the effects (primary and secondary) arising from the truck drivers’ strike. The primary effects
have already started to be felt: there was an 11% decline in manufacturing output in May, and we worked
with only a partial return of this result in June. In turn, the secondary effects on confidence, which fell
after the strike, have not yet been confirmed, which makes the short-term forecast very shady and calls
for additional caution when revising forecasts.

o In June, several trends that we had been observing since the beginning of the year appear to have
consolidated themselves: USD strength, monetary policy tightening in the U.S., the persistence of trade
and geopolitical tensions and the differentiation between EM assets. Evidence of economic slowdown in
Europe and China, possibly due to weaker global trade, contributed to increase volatility. In our view,
these conditions will persist in the coming months, probably leaving key questions unanswered:

• Will the USD strengthen further?
• Are the effects of a trade war on asset prices and the economy starting to materialize?
• Is China a key risk again?
• Have the risks associated to Fed tightening, political issues in Europe and the geopolitics

stabilized?
• Will investors continue to differentiate between EM assets?
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Economic prospects still surrounded by significant uncertainties in June. Brazil’s currency continued to
depreciate against the US dollar, quoted at more than BRL/USD 3.90 in the past few days. On the one hand,
emerging economies continue to face challenges stemming from the external environment. Last month,
emerging economies such as Argentina, South Africa, Chile, Indonesia and Turkey saw their currencies
depreciate significantly. In addition to lingering questions surrounding more fragile economies from an external
and inflationary perspective, the resurgence of the US-China trade war ended up affecting the Chinese currency
and stock market, which in turn had a ripple effect on the currency of emerging (and/or advanced) countries
with close ties to China.

In addition, country risk (as measured by the CDS spread) increased significantly between late May and June
(up from 200 to 270 points). The 70-point rise resulted in an increase in the “fair price” of the Brazilian real,
which is currently at approximately BRL/USD 3.60-3.70. It is worth noting that Brazil’s CDS spread rose more
than any other country over the past few weeks. That is partially explained by uncertainties surrounding the
domestic economic agenda, which are expected to persist over the coming months. In other words, we expect
the real to continue to face a volatile environment moving forward. But as the Brazilian government renews its
focus on the economic reform agenda, we expect to see at least a partial reversal of the recent upsurge in risk
premiums. As a result, we have maintained our year-end exchange rate forecast at BRL/USD 3.60.

We believe it is still too early to assess how the recent currency depreciation will affect consumer prices.
While wholesale prices continue to rise at a faster pace, akin to past trends (exchange rate depreciation and
prices), this increase has yet to be passed through to retail prices. In our current scenario, pass-through takes
place over the next few months, and it will be moderate and mostly focused on items associated with primary
shocks. However, given the pace at with which the Brazilian currency has fallen and the conditions of retail
margins, the balance of risks to the inflation outlook has become more asymmetrical.

As a result, we have changed our 2018 consumer inflation forecast, from 3.9% to 4.1%. The change was
concentrated on the estimated increase in regulated prices (from 6.5% to 6,8%), after we accounted for the
unexpected increase in energy tariffs in the state of São Paulo. In addition, due to a greater resistance of some
food products in the period after the truck drivers’ strike (specifically milk and meat) and an increase in the
risks associated with food prices in the second half of the year (associated with US corn crop forecasts), we
have adjusted our food price forecasts to a 3.5% increase in 2018 (up from 3.1%). It is worth noting that this
scenario is based on the price of oil (WTI) returning to USD 70/barrel in the second half of 2018, an exchange
rate of BRL/USD 3.60, and a modest exchange rate pass-through to consumer prices.

Despite some concerns about rising inflationary risks, we still believe that the interest rate will end 2018 at
6.5%, as the secondary effects of currency depreciation on prices remain uncertain. In our view, the policy
rate will not start climbing back to normal levels until early 2019—and, even then, it will depend heavily
upon the economic policies implemented for next year. We believe that the exchange rate shock should only
trigger a monetary policy reaction if it leads to secondary effects on inflation—in other words, if its effects
extend to core and service prices, as well as expectations. And, in fact, much of the hike in inflation
expectations seen in recent months has not contaminated expectations for 2019, as it resulted from the
primary—and at first temporary—shock of exchange rate depreciation. There is some room for maneuver in
external accounts; there is idle capacity and slack in the job market; and wage growth has been modest.
Nevertheless, given the lag between exchange rate movements and the impact on prices, we will only have a
more accurate diagnosis of the risks of a higher pass-through in the second half.

Economic and inflation outlook driven by transitory and permanent factors
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In the economic activity outlook, our 2018 GDP growth forecast kept unchanged at 1.5%, until we have a
clearer picture of the effects (primary and secondary) of the truck drivers’ strike. The primary effects have
already started to be gradually felt: there was an 11% decline in manufacturing output in May, and coincident
indicators suggest only a partial return of this result in June. Retail indicators show that while fuel consumption
has dropped, there has been an increase in consumption of essential goods, most likely for precautionary
reasons. In both cases, the indicators should move in an opposite direction in June as they did in May,
compounded by a not-negligible impact of major sporting events on economic activity. In turn, the secondary
effects on agent confidence, which fell after the strike, have not yet been confirmed, which makes the short-
term forecast very shady and calls for additional caution when revising forecasts.

In this moderate growth environment, governments face growing fiscal challenges intensify, even in the
short term. We believe that the primary balance target for 2018 will be reached, but that will require
increased efforts on the expenditures side over the next few months. Some one-off revenues that could help
achieve that target are only expected in 2019, such as the auction to sell off the excess volume of crude oil from
transfer of rights areas and the privatization of the state-run electric company (Eletrobrás). The positive news is
that the government will comply with the golden rule, which became viable after the liquidation of several
federal funds, the repayment of loans to the National Social Development Bank (BNDES) and the exchange
depreciation, which improves the bottom line for the Central Bank and, consequently, for the country’s
Treasury. Other positive news include the negotiations for the early repayment of Treasury loans to the BNDES,
which could amount to approximately BRL 25 billion/year. In any case, medium-term debt sustainability will
continue to hinge upon compliance with the fiscal rules currently in place, and upon implementing a pension
reform that will cause these expenditures to be sustainable over the medium term.

Source: IBGE, Bradesco

Chart 1: Consumer Inflation – IPCA (% year)
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In June, several trends that we had been observing since the beginning of the year appear to have
consolidated themselves: USD strength, monetary policy tightening in the U.S., the persistence of trade and
geopolitical tensions and the differentiation between EM assets. Evidence of economic slowdown in Europe
and China, possibly due to weaker global trade, contributed to increase volatility. In our view, these conditions
will persist in the coming months, probably leaving key questions unanswered:

• Will the USD strengthen further?
• Are the effects of a trade war on asset prices and the economy starting to materialize?
• Is China a key risk again?
• Have the risks associated to Fed tightening, political issues in Europe and the geopolitics

stabilized?
• Will investors continue to differentiate between EM assets?

The USD gained strength since the beginning of the year. This trend gained momentum since mid-April, when
trade tensions, geopolitical risks and expectations of higher interest rates in the U.S. gained strength. The
dollar index (DXY) gained 5% over the period. The widening or the interest-rate differential between the U.S.
and the Euro Area, and evidence that the European economy is losing momentum contributed to this
movement. In addition, global tensions are rising on the back of President Trump’s protectionist initiatives.
Overall, there is little reason to expect these factors to revert themselves, so we expect risk aversion to
continue to favor the USD.

Global backdrop supports USD strength and differentiation among emerging markets

Chart 1 –DXY index

Source: Bloomberg
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Trade tensions between the U.S. and the resto of the world will probably continue to rise. The increase in
U.S. tariffs on steel and aluminum is already in place, and the 25% tariffs on trade between the United States
and China will come into effect today. It is still difficult to tell whether the effects of these tariffs have already
materialized in terms of lower trade flows, but there are some negative signs: a decline in global export flows,
falling confidence, and stock-market volatility. Moreover, one of the explanations for the negative growth
surprises in Europe is exactly that a trade war could weigh on European exports. So far, we have had localized
effects, such as the decline in stock prices of steel and aluminum producers and the decline in soy prices in the
U.S. market (against a rise in the Brazilian market).
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In our view, global growth remains robust, as indicated by recent PMI numbers. However, falling global
exports are an important risk factor, as shown by the chart below. If trade tensions persist (or evolve in an
outright trade war), falling exports will inevitable translate into weaker growth, implying in downside risks to
our forecast for global GDP growth in 2018 of 3.7%. In any case, more pronounced negative effects will
probably only materialize at the end of this year or the beginning of 2019.

Chart 2 – GDP forecasts based on exports and PMI index models

Source: Bloomberg, Bradesco

China remains one of the main targets of U.S. protectionism, and indeed, Chinese growth appears to have
lost momentum. In part, slower growth in China reflects adjustments implemented by the government itself as
part of its efforts to regulate the financial sector and mitigate risks that led to slower credit growth. In the same
direction, the Chinese government intervened to reduce infrastructure investment in order to control regional
government finances. Together with these domestic factors, the Chinese economy may slow due to weaker
export growth, reflecting softer European demand and U.S. tariffs (exports to the United States account for
almost half of Chinese exports). As a result, we expect GDP growth to slow by between 0.1 and 0.3 percentage
points.

China has reacted to this weaker growth outlook in different ways. The Central Bank eased monetary policy
by lowering reserve requirements twice in the recent past. The country also announced it would open different
markets to foreign companies, in part responding to U.S. demands. Nevertheless, the depreciation of the CNY in
recent weeks calls attention. Although part of this movement is consistent with USD strength globally, another
plausible interpretation is that the weaker currency is a response to U.S. protectionist initiatives. It will be
important to monitor further developments on this front. Note that the strong correction in Chinese stock
prices in 2015 and subsequent CNY depreciation (of a similar magnitude to the movement of the last few
weeks) triggered sizeable capital outflows and became an important risk factor for the country’s growth
outlook. We believe that Chinese growth will reach the government’s target of 6.5%, but there are significant
downside risks, particularly in 2019.

In addition to China-related risk, investors will likely remain concerned about the prospects of U.S. monetary
policy normalization, European growth and geopolitical risks. Data available so far suggest that U.S. growth
remained strong in the second quarter, which suggests growing inflation risks and asymmetrical risks of higher
U.S. interest rates. In Europe, political developments may continue to weigh on investor confidence and asset
prices, compounding uncertainty regarding the region’s growth outlook.
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Chart 3 – Economic activity surprise index

Source: Bloomberg, GS, Bradesco

Finally, the challenging global environment reinforces the differentiation between emerging market assets –
a trend illustrated by the dynamics of the FX market (chart below). We believe this trend may gain strength in
the coming months, affecting emerging economies with weaker fundamentals - regarding both their balance of
payments and their fiscal position.

-2.0

-1.5

-1.0

-0.5

0.0

0.5

1.0

1.5

2.0

2.5

3.0

Jan-18 Mar-18 May-18 Jul-18

Emerging Japan Euro area USA

Chart 4 – Foreign Exchange rates (ytd changes)

Source: Bloomberg
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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 1.5 2.5

  Agriculture (%) 3.6 -6.6 13.0 0.0 3.5

  Industry (%) -6.3 -3.8 0.0 2.5 2.7

  Services (%) -2.7 -2.7 0.3 1.3 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 4.0 6.0

  Exports of goods and services (%) 6.3 1.9 5.2 6.0 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 7,035 7,604

GDP (US$ billion) 1,801 1,796 2,065 1,986 2,112

Population (million) 204.5 206.1 207.7 209.2 210.7

Per Capita GDP (US$ - current prices) 8,808 8,713 9,945 9,492 10,026

Industrial Production - IBGE (%) -8.3 -6.4 2.5 2.5 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 (%) 10.7 6.3 2.9 4.1 4.3

WPI - IGP-M - FGV (%) 10.5 7.2 -0.5 7.7 4.3

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 6.4 7.1

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

EXTERNAL ACCOUNTS AND FX

Trade Balance (US$ billion) 18 45 64 68 61

  Exports (US$ billion) 190 184 217 236 249

  Imports (US$ billion) 172 139 153 168 188

Trade flow (exports + imports) (% of GDP) 20.1 18.0 17.9 20.4 20.7

Current Account Deficit (US$ billions) -59 -24 -10 -2 -8

Current Account Deficit (% of GDP) -3.3 -1.3 -0.5 -0.1 -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$) 3.3 3.5 3.2 3.5 3.6

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

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

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 -159 -108

Primary Surplus (% of GDP) -1.9 -2.5 -1.7 -2.3 -1.4

Gross Public Debt (domestic and external) (% of GDP) 66 70 74 75 77

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 3.4 3.1 3.8 3.8 3.7
Developed markets 2.2 1.7 2.3 2.2 1.9
  United States 2.6 1.6 2.3 2.5 2.2
  Euro Area 2.0 1.7 2.3 2.2 1.7
  United Kingdom 2.2 1.8 2.5 2.0 1.5
  Japan 1.2 1.0 1.7 1.0 0.5
Emerging markets 4.2 4.1 4.8 4.8 5.0
  China 6.9 6.7 6.9 6.5 6.0
  Latin America 0.1 -1.0 1.3 2.0 2.9
US INTEREST RATE AND CPI
Fed Funds (%) 0.25 0.00 1.50 2.50 3.00
CPI (%) 1.90 2.07 2.10 2.60 2.40

2015 2016 2017* 2018* 2019*

Argentina
  GDP (%) 2.6 -2.2 2,9 1.0 nd
  CPI (%) 26.9 41.0 24,8 30.0 12,0
  Interest rate (%) 33.00 24.75 28,75 40.00 nd
  ARS/US$ (end of period) 12.93 15.87 18,6 30.00 nd
Brazil
  GDP (%) -3.5 -3.6 1.0 1.5 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 1.6 1,5 2,5 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) 709.0 670.7 615 630 640
Colombia
  GDP (%) 3.1 2.0 1,8 3,0 3,6
  CPI (%) 6.8 5.8 4,1 3,5 3,2
  Interest rate (%) 5.75 7.50 4,75 5,25 5,50
  COP/US$ (end of period) 3,174 3,001 2984 3080 3100
Mexico
  GDP (%) 2.5 2.3 2,0 2,3 3,0
  CPI (%) 2.3 3.2 6,8 3,5 3,5
  Interest rate (%) 3.25 5.75 7,25 6,00 6,00
  MXN/US$ (end of period) 17.2 20.7 19,7 18,2 18,4
Peru
  GDP (%) 3.3 3.9 2,5 4,0 3,8
  CPI (%) 4.4 3.2 1,4 2,2 2,5
  Interest rate (%) 3.75 4.25 3,25 3,50 4,00
  PEN/US$ (end of period) 3.41 3.36 3,24 3,35 3,35
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