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Trade tensions and tighter monetary policy in developed economies point to a
more difficult backdrop in emerging markets.

June 8, 2018

Economic Outlook

Forecast Revisions: asset price volatility may lead to weaker growth and 
a more depreciated exchange rate in 2018, but with well-behaved 
inflation and stable interest rates.

o May was marked by a significant increase in volatility in both local and external asset prices. The
strengthening of the USD, coupled with political uncertainty in Europe and the fallout on EM assets
contributed to strong depreciation of the BRL, from BRL/USD 3.50 at the beginning of the month to over
BRL/USD 3.90 at the worse moment last week.

o We revised our GDP growth forecast for 2018 GDP from 2.5% to 1.5%. In addition to incorporating
negative surprises with high-frequency data, this revision reflects: (i) the effects of BRL depreciation on
investment and household consumption; (ii) the truckers’ strike, with a major impact on the second
quarter GDP; and (iii) tighter financial conditions, with a wider sovereign credit risk spread and a steeper
yield curve. With respect to inflation, we raised our forecast for 2018 IPCA inflation from 3.5% to 3.9%.
Currency depreciation is the main shock affecting the short-term inflation outlook, but higher inflation also
reflects an upward revision in our forecast for regulated prices this year, from 5.0% to 6.5%, on the back of
higher gasoline and electricity prices.

o We also adjusted our forecast for the 2018 year-end exchange-rate to BRL/USD 3.60 (from 3.35). On the
other hand, we maintain our view that the Central Bank will keep rates on hold through the end of the
year. The economic scenario is trudging down a path of greater volatility, but we believe there are still
more positive than negative fundamentals. In particular, in the last episode of significant FX depreciation,
Brazil had a inconsistent policy mix that included substantially higher current account deficit, higher
inflation and repressed prices.

o The strengthening of the dollar against other currencies – driven by geopolitical risks, expectations of an
increase in interest and growth differentials between the USA and the rest of the world and fears of
protectionism – was the backdrop for tighter financial conditions in the international market. The
consequent increase in risk aversion and greater selectivity on the part of international investors ended up
generating pressure on the assets of several emerging economies, especially those with vulnerabilities in
their external or fiscal accounts, or those subject to political uncertainties.

o In late April, the yield on 10-year U.S. Treasuries broke the 3.0% mark for the first time since early 2014
and fluctuated around this level throughout May. The U.S. economy is at full employment, will receive an
additional stimulus because of the recent tax cuts and faces increasing risks of rising inflation due to the
tight labor market and increasing commodity prices – especially oil.

o We believe that the continued divergence of growth rates between the USA and the rest of the world
and the growing interest differential in its favor (even if the European Central Bank announces the end
of its asset purchase program in June) point to the dollar remaining strong worldwide. Continued
interest normalization in the United States and the uncertain global trading environment should also
continue to challenge flows to emerging markets with less robust fundamentals.
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Forecast Revisions: asset price volatility may lead to weaker growth and a more depreciated
exchange rate in 2018, but with well-behaved inflation and stable interest rates.

May was marked by a significant increase in volatility in both local and external asset prices. The
strengthening of the USD, coupled with political uncertainty in Europe and the fallout on EM assets contributed
to strong depreciation of the BRL, from BRL/USD 3.50 at the beginning of the month to over BRL/USD 3.90 at
the worse moment last week. Central Bank intervention helped stabilize the FX market, but uncertainties will
likely persist, even if Brazil has stronger fundamentals than in past episodes of FX volatility.

We believe that part of the depreciation of the BRL is permanent, but part is only a reflection of increased
market volatility, which may recede if external conditions stabilize, reflecting Brazil’s solid balance of
payments position. At current exchange-rate levels, Brazil will likely end 2018 with the current account in
equilibrium or slightly positive; the public sector’s external debt amounts of about one fifth of international
reserves, and the most important source of external funding remains foreign direct investment. The fiscal
impact of BRL depreciation will be limited, as most of Brazil’s public debt is in local currency. Stricyly speaking,
Brazil’s public sector is a net creditor in foreign currency terms, meaning that BRL depreciation actually
improves the public sector’s balance sheet. In light of USD strength internationally, persistent uncertainty
regarding the reforms agenda, slowing growth and the lack of room for fiscal maneuvering to handle shocks, we
revised our YE exchange rate forecast for 2018 to BRL/USD 3.35 to BRL/USD 3.60. In the short-term, the FX
market will likely remain volatile.

The main economic effects of a weaker BRL in the short term are some pressure on inflation and downward
pressure on growth. Growth and inflation will also be affected by the truckers’ strike in May. The inflationary
effects of the strike are temporary and will likely recede quickly. Part of the impact on growth will also be
temporary, as industry may compensate shortfalls in production in the future. The impact on services and
confidence, however, will likely be permanent.

We lowered our 2018 GDP forecast from 2.5% to 1.5%. We revised our GDP growth forecast for 2018 GDP
from 2.5% to 1.5%. In addition to incorporating negative surprises with high-frequency data (GDP grew by 0.4%
in the first quarter, and will likely be revised to 0.2% later on), this revision reflects: (i) the effects of BRL
depreciation on investment and household consumption; (ii) the truckers’ strike, with a major impact on the
second quarter GDP; and (iii) tighter financial conditions, with a wider sovereign credit risk spread and a
steeper yield curve

Chart 1: Real change in GDP (%, annual)

Source: IBGE, Bradesco
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Credit data performed more favorably in recent months, especially non-earmarked bank lending. Earlier this
year, credit growth was concentrated in consumer credit, but we are seeing a gradual recovery in corporate
lending. Earmarked credit (especially corporate) continued to recede, reflecting low investment expectations,
the anticipated repayment of some loans (which leads to a drop in the stock of credit) and migration of part of
the demand for longer term credit to the capital market. Given the worsening of the outlook, we revised our
forecast for total credit growth this year from 4.5% to 4.0%, a revision especially focused on earmarked credit.

With respect to inflation, we raised our forecast for 2018 IPCA inflation from 3.5% to 3.9%. Currency
depreciation is the main shock affecting the short-term inflation outlook, but higher inflation also reflects an
upward revision in our forecast for regulated prices this year, from 5.0% to 6.5%, on the back of higher gasoline
and electricity prices. In the case of gasoline, we incorporated our new exchange rate scenario and assume WTI
oil at USD 65-70/barrel. For electric power, we changed our assumption for the so-called “flag” (which
determines the surcharge on consumer electricity bills based on the outlook for electricity supply conditions)
from green to yellow and incorporated price increases already announced in some states. .

We maintain our forecast that the Selic policy rate will remain unchanged at 6.5% through the end of 2019,
and only forecast a tightening in monetary policy in early 2019. In our view, the Central Bank will only respond
to BRL depreciation with higher interest rates if it responds to secondary effects on inflation, with pressure on
core inflation and on service prices. However, we believe such a scenario will not materialize. The inflation
targeting regime is constructed to accommodate shocks such as this. Since Brazil’s main vulnerability is of a
fiscal nature, and not inflation or the balance of payments, tighter monetary policy is not the appropriate
response to the latest depreciation of the BRL.

Tax collection has been another positive surprise, boosted by royalty revenues. The increase in oil prices in
BRL provides this benefit to the public coffers of the Federal government but especially of oil producing states.
The package proposed by the Government to mitigate fuel price increases includes some measures with a
negative fiscal impact, which should be partially offset by decreased tax incentives. Despite the positive
surprises recorded thus far, the target for this year’s primary result still poses a challenge due to the increase in
some expenditures and expectations of weaker economic growth, but we still believe that the Treasury will
meet the BRL 159 billion primary deficit target. This year’s fiscal numbers could improve considerably if the
transfer of oil rights involving the Treasury and Petrobrás is concluded.

The economic scenario is trudging down a volatile path, but we believe there are still more positive than
negative fundamentals. The fiscal situation will remain under control as long as there is a spending cap, and the
social security reform will be the instrument to make it possible. Labor reform lends greater flexibility to the
Brazilian economy and the new BNDES interest rate regime reduces medium-term subsidies and produces a
certain alignment of market interest rates. in the last episode of significant FX depreciation, Brazil had a
inconsistent policy mix that included substantially higher current account deficit, higher inflation and repressed
prices. This is not the case today, as there is room to absorb the effects of a FX shock in inflation and the
balance of payments. There is no additional room on the fiscal front, but the approval of the spending growth
cap brought the debate on the trade-off of fiscal expenditures. More progress on the reforms agenda is the
path for Brazil to overcome the volatility and restore economic growth.
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The strengthening of the dollar against other currencies – driven by geopolitical risks, expectations of an
increase in interest and growth differentials between the U.S. and the rest of the world and fears of
protectionism – was the backdrop for tightening financial conditions in the international market. The
consequent increase in risk aversion and greater selectivity on the part of international investors ended up
generating pressure on the assets of several emerging economies, especially those with vulnerabilities in their
external or fiscal accounts, or those subject to political uncertainty.

In late April, the yield on 10-year U.S. Treasuries broke the 3.0% mark for the first time since early 2014 and
fluctuated around this level throughout May. The U.S. economy is at full employment, will receive an
additional stimulus because of the recent tax cuts and faces increasing risks of rising inflation due to the tight
labor market and increasing commodity prices – especially oil. Even if the unemployment level consistent with
price stability may have fallen structurally in recent years, the U.S. unemployment rate is at a historically low
level. In the last fifty years, unemployment only fell below this level in the mid-1960s.

We estimate monthly non-farm payrolls growth consistent with price stability at 150-175k. Since the
beginning of the year, the average monthly growth of the NFP stands at 207,000, which if sustained, will
continue to push headline unemployment lower. This consolidates the expectation that the Federal Reserve will
continue raising interest rates. We estimate three more hikes in 2018, totaling 4 increases of 0.25 percentage
points in the year, while the market is currently still pricing in a little over 3 increases.

Trade tensions and tighter monetary policy in developed economies point to a more difficult
backdrop in emerging markets.

Chart 1 – U.S. Unemployment (%, seasonally adjusted)

Source: BLS, Bradesco

3.80 

5.00 

 2.00

 3.00

 4.00

 5.00

 6.00

 7.00

 8.00

 9.00

 10.00

 11.00

 12.00

90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17 18

Título do Gráfico

Unemployment Rate

Average



Macroeconomic Research Department 5

Economic Outlook

While growth remains strong in the U.S., recent data shows a certain cooling in the Eurozone. The
Manufacturing PMI, for example, remains above 50 (neutral level) both in the U.S. and in Europe (which means
that both are experiencing positive growth). While it has fallen consistently since the beginning of 2018 in the
Eurozone, it has remained at a higher level in the main global economy.

Chart 2 – Manufacturing PMI – USA and Eurozone

Source: Markit, Bradesco
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This divergence in growth was one of the main reasons for the strengthening of the USD against the
currencies of other developed countries (especially with respect to the Euro). While U.S. interest rates tend to
keep rising, there is a lower perceived probability of monetary tightening in Europe and other developed
countries. The Euro has also been affected by internal political events, such as the difficulty in forming the
coalition government in Italy, the fall of the Spanish government and the persistent difficulties in Brexit
negotiations. All of these events sustain the recent strengthening of the U.S. dollar.

International market volatility was also fueled by commercial strains mostly driven by the protectionist U.S.
discourse. The United States reaffirmed its threat to impose import tariffs on several Chinese products if the
Asian country does not agree to significantly reduce its bilateral trade surplus. There is still distrust in the back
and forth of the negotiations and the risk remains that effective measures will be announced from one side to
the other. The imposition of tariffs also marks the end (at least for now) of negotiations for restructuring the
free trade agreement between the U.S., Canada and Mexico (NAFTA). There is no more time to negotiate a new
treaty to be approved by Mexico’s Congress before the July presidential election. A possible victory of the
opposition’s candidate in Mexico and/or the formation of a new Democrat majority in the U.S. House of
Representatives may result in an even more turbulent NAFTA renegotiation.

In Latin America, the month of May brought a currency crisis in Argentina, sparked by this new environment
of greater risk aversion on the international market, combined with concern regarding Argentina’s fiscal and
balance of payments numbers. Argentina raised the interest rate to 40%, sold over USD 10 billion in reserves
and negotiated a USD 50 billion agreement with the IMF. Turkey was another economy whose assets were
severely affected by the more restrictive conditions of the international market, leading investors to question
the country’s ability to attract capital to cover its high deficit in current transactions and roll its foreign debt
without pronounced currency depreciation endangering inflation. Pressure on the Turkish lira forced the local
central bank to make two interest rate hikes, for a total monetary tightening of 4.75 percentage points within a
few weeks.
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The price of oil has been another factor for market instability. In addition to contributing to the increased risk
perception of emerging import countries, the high barrel price has also contributed to the appreciation of the
USD. Oil is a significant risk to inflation throughout the world (including the U.S.) and to the economic growth of
importing countries, such as the Europeans. Last month’s oil prices were pressured by the prospect of a drop in
the global supply due to the return of U.S. sanctions on Iran and falling production in Venezuela. The good news
is that the risks of additional price increases in the next few months seem to be contained if we consider the
expected increase in drilling in the U.S. and the joint announcement by Saudi Arabia and Russia that both are
willing to compensate for any reduction in exports from Iran and Venezuela.

Finally, another geopolitical risk that must be monitored in the next few weeks involves the situation in
North Korea. The world was taken by surprise in May with the news of plans for a meeting between Donald
Trump and the Korean leader after his agreement to dismantle its nuclear program. The meeting is scheduled
for next week and its success could be the beginning of a resolution for a risk factor that has persisted for
decades. It is one of the few bits of good news in recent weeks.

We believe that the continued divergence of growth rates between the USA and the rest of the world and
the growing interest differential in its favor (even if the European Central Bank announces the end of its
asset purchase program) point to the dollar remaining strong worldwide. Continued interest normalization in
the United States and the uncertain global trade environment should also continue to challenge flows to
emerging markets with less robust fundamentals. It is worth mentioning that the protectionist agenda has
generated political capital in the United States. On the other hand, there are two mitigating factors going
forward: the price of oil should not have new rounds of increases in the short term and the emerging countries
most affected by the reversal of the external environment have acted to contain the contagion for their
currencies and their economies. We believe that the stress factors are more structural and intense and should
still take precedence in determining the short-term dynamics of the economies, while emerging markets will
remain more volatile and cautious.
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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 (%) 10.67 6.29 2.95 3.90 4.25

WPI - IGP-M - FGV (%) 10.54 7.17 -0.50 7.70 4.25

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 2.4 2.7

EXTERNAL ACCOUNTS AND FX

Trade Balance (US$ billion) 17.7 45.0 64.0 68.3 61.1

  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$) 3.33 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) 335 324 318 324 331

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) 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 3.4 3.2 3.8 3.8 3.7
Developed markets 2.2 1.7 2.3 2.2 1.9
  United States 2.6 1.5 2.3 2.5 2.2
  Euro Area 2.0 1.7 2.3 2.2 1.7
  United Kingdom 1.5 1.9 2.5 2.0 1.5
  Japan 1.2 0.9 1.7 1.0 0.5
Emerging markets 4.2 4.4 4.8 4.8 5.0
  China 6.9 6.7 6.9 6.5 6.0
  Latin America 0.1 -0.6 1.3 2.0 2.9
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 (%) 2.6 -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 3.9 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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