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World: trade war and regulatory issues introduce new challenges to the
constructive global scenario and should be closely monitored

o In recent quarters, we have been highlighting the fact that the global economy is at its highest peak
since the 2008 crisis. However, some new risks emerged in recent weeks, requiring a more careful
assessment on their possible impacts from here on out. Recent decisions in the United States have
caused rising tensions in international trade, such as higher import tariffs on aluminum and steel and,
more importantly, the announcement of measures against Chinese imports that could affect from USD 50
to USD 100 billion in imported goods and services. In parallel, threats to increase regulations and taxes
affected the prices of U.S. technology sector stocks, with a possible negative side effect on the economy
ahead.

o The expansion rate of the global economy remains solid, despite a slight reduction in the first quarter
growth rate for some countries. The current levels of the global PMI indexes, which reflect industry
performance for a considerable sample of countries, for example, are compatible with 4.5% expansion of
the global GDP, with positive signs in Europe, Japan and China and a lack of external restrictions in the
majority of emerging markets. As such, there are no elements of endogenous concern for the global
economy at this time and the sources of risk are associated to the exposed exogenous factors: trade wars
and potential volatility arising from the technology sector.
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Brazil: consistent growth, although at a slightly slower pace

o The economy’s more moderate performance early in the year, as indicated in last month’s report, has
materialized. This caused us to update our growth forecast to shape the scenario into something a bit
more symmetrical. . For now, we attribute this year’s initial loss of dynamism much more to the end of the
effects of the last year’s FGTS disbursements on the economy than to a change in outlook. Interest rates
are falling, inflation remains low, employment and credit have been recovering, inventories are low and
there are no external restrictions on the economy. Current data has been leaning towards widespread, but
gradual recovery: industry is following an upward trend, but retail sales, services and now employment
have become less dynamic. Given the latest information, our first quarter GDP forecast shifted from an
expansion of 0.5% to 0.3%.

o We maintained our IPCA scenario at 3.5% for this year, due to gradual economic recovery and despite
increased volatility in the exchange rate. We believe this leads our base scenario to align with the flight
plan filed by the Central Bank of Brazil. Inflation continues to display a positive dynamic with a
continuously surprising decompression velocity. We believe that our base scenario is aligned with the flight
plan proposed by the Central Bank, which should take the Selic rate to 6.25% in May and maintain this
level through the end of the year. On the other hand, if the expected recovery velocity for the economy
does not materialize or we observe a new round of relevant downward surprises in current inflation, new
interest cuts may be discussed, provided they are supported by a favorable response from inflation and
support expectations arising from the Central Bank model, with an increasing emphasis on the 2019 price
scenario.
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Brazil: consistent growth, although at a slightly slower pace

The economy’s more moderate performance early in the year, as indicated in last month’s report, has
materialized. That caused us to revise this year’s GDP forecast, to 2.5%. For now, we attribute this year’s
initial loss of dynamism much more to the end of the effects of the one-off disbursement of so-called FGTS
accounts on the economy than to a change in outlook. Interest rates are falling, inflation remains low,
employment and credit is recovering, inventories are low and there are no external restrictions to the
economy. Fundamentals indicate that growth will accelerate throughout the year and for now, the revision
responds only to the frustration expected from the first quarter GDP. It is true that investments have been
gradually growing, but this was already a premise of the scenario in light of the economy’s already low level of
capacity utilization and of uncertainties on the future reform agenda. Both are leading firms to postpone
investments and adopt a more conservative stance on hiring, despite the encouraging signs of recent
improvement in industrial installed capacity utilization numbers. The financial capacity of states and
municipalities also remains limited, which leads to an additional decline in public investment. Finally, data for
the beginning of the year points to financial system credit will likey grow 4.5% for the year as a whole.

The revision to our growth forecast update intends to shape the scenario into something a bit more
symmetrical. Current data has been leaning towards widespread and consistent, but gradual recovery: industry
is following an upward trend, but trade, services and now employment have become less dynamic. Given the
latest information, our first quarter GDP expansion forecast shifted from 0.5% to 0.3%. The following table
shows some of the possible growth scenarios for the year. It is worth highlighting that despite this downward
shift in the forecast for 2018, a 2.5% growth still means accelerating to an annualized rate of over 4.0% in the
coming quarters. Given the fact that inventories are low and the fundamentals are favorable, a positive surprise
at some point cannot be ruled out.

Chart 1 – GDP change in the margin and the result for the year
Several scenarios, in %

Source: IBGE, Bradesco

Base

mar-17 1.3 1.3 1.3 1.3 1.3 1.3 1.3

jun-17 0.6 0.6 0.6 0.6 0.6 0.6 0.6

Sep/17 0.2 0.2 0.2 0.2 0.2 0.2 0.2

Dec/17 0.1 0.1 0.1 0.1 0.1 0.1 0.1

mar-18 0.3 0.3 0.3 0.3 0.3 0.3 0.3

jun-18 0.7 0.7 0.7 1.0 1.0 1.0 1.1

Sep/18 0.5 0.8 1.0 0.5 0.8 1.0 1.2

Dec/18 0.5 0.8 1.0 0.5 0.8 1.0 1.0

2018 GDP 1.7 1.9 2.1 2.0 2.2 2.3 2.5

GDP margin growth

2nd quarter at 0.7% 2nd quarter at 1.0%
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We maintained our forecast of BRL/USD 3.20 for the exchange rate in late 2018, but we recognize that
volatility rose in the short-term. Risks from the global environment recently grew as trade tensions between
the U.S. and China intensify. What used to be threats are now concrete measures with a significant scope,
generating risk aversion in international markets. This resulted in significant outflows of foreign investments in
stocks and fixed income in March, according to the Central Bank’s partial data. External funding was paralyzed
by the worsening prices. Without an additional risk reduction with the domestic agenda and with greater
external uncertainty, the lower interest differential of Brazil with respect to the rest of the world prevents
short-term appreciation of its currency.

Although external and domestic risks persist, the scenario for the Brazilian balance of payments remains very
favorable. This situation makes the country more resilient to shocks: direct investment flows are eight times
larger than the current account deficit, and international reserves are at a very high level. In addition, the most
recent trade balance data reinforces our expectations for a trade surplus of about USD 70 billion in 2018, with
exports recovering and moderately rising imports. In short, we maintain our scenario of slight trade deficit
acceleration to 0.7% of the GDP in 2018, up from 0.5% last year.

We maintained our forecast for IPCA consumer inflation at 3.5% for this year, due to gradual economic
recovery and despite increased exchange rate volatility. Inflation continues to display a positive dynamic with
a continuously surprising decompression velocity. This is true for both the surprise indicators and inflation
expectations, which continued to fall. This decompression continues to occur in a widespread manner: both the
cores – a portion that is closely associated with the evolution of economic cycles – and food prices continue at
historically low levels. Wage dynamics are still very favorable and service inflation is at a record low. With
respect to the balance of risks, we are observing a greater volatility in the exchange rate scenario on the one
hand, which could drive prices up in the coming quarters – every exchange rate depreciation of 10% means a
0.6 p.p. impact on total inflation. On the other hand, we are seeing positive evolution both in the domestic corn
plantation scenario and in the rainfall volume in this short term, in addition to a slight deceleration of the
industrial IPA core in the latest data. Therefore, the gradual resumption of the economy coupled with idleness
and current low inflation without pressures on wages should continue to act as limiting factors for rapid price
acceleration.

Chart 2 – Average of the IPCA cores
3-, 6- and 12-month changes, seasonally adjusted and annualized

Source: IBGE
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Public finances are recovering, with the help of a great effort to control discretionary spending, even if, they
are supported by non-recurrent revenues. Current fiscal data has maintained steady readings in recent
months, with a recovery in revenues (growth over 10% in real terms) and contained spending, notably with
subsidies at the beginning of 2018. Non-recurrent revenues continued to boost overall fiscal revenues, and will
likely rise again with resources from oil auctions and other planned concessions. We believe that the fiscal
target will be met, with some upside risks, such as above-expected auction revenues and potential collection
from the sale of oil surplus in the area of transfer of rights. Recent changes allowing rural debtors and small
business owners to refinance their debets should have a BRL 23 billion impact over the next 15 years,
reinforcing the need for adjustments and reforms for the sustainability of public finances in the medium term.
Nonetheless, the median estimates for gross public debt/GDP point to stability this year, as a result of the lower
interest rates, non-recurrent revenues and BNDES paybacks.

In short, we believe that our base scenario is aligned with the flight plan proposed by the Central Bank,
which should take the Selic rate to 6.25% in May and maintain this level through the end of the year. On the
other hand, if the expected recovery velocity for the economy does not materialize or we observe a new round
of relevant downward surprises in inflation, new interest cuts may be discussed, provided they are supported
by a favorable response from inflation and support expectations arising from the Central Bank model, with an
increasing emphasis on the 2019 price scenario. We now assign reduced probability to these developments. At
any rate, the economy’s recent evolution has at least raised the probability of interest rates being maintained
at a historically reduced level over the coming quarters.
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World: trade war and regulatory issues introduce new challenges to the constructive global scenario
and should be closely monitored

In recent quarters, we have been highlighting the fact that the global economy is at its highest peak since the
2008 crisis. However, some new risks emerged in recent weeks, requiring a more careful assessment on their
possible impacts from here on out. Recent decisions in the United States have caused rising tensions in
international trade, such as higher import tariffs on aluminum and steel and, more importantly, the
announcement of measures against Chinese imports that could affect from USD 50 to USD 100 billion in
imported goods and services. In parallel, threats to increase regulations and taxes affected the prices of U.S.
technology sector stocks, with a possible negative side effect on the economy ahead.

Some countries potentially affected by protectionist measures have already announced retaliations and are
seeking less favorable negotiating conditions with the U.S. China, for example, will implement a 25% import
tariff hike on some goods (aircraft, soy, pork, wine), which may reach up to USD 50 billion in annual purchases if
the United States does not go back on its announcement of taxation in the amount of USD 50 billion of Chinese
goods (pharmaceuticals, aerospace, machinery). In addition, the country has shown a willingness to go even
further if the United States advances on the threat of restricting Chinese investments in strategic sectors and
filing WTO proceedings against China’s protection of intellectual property rights.

Other countries and regions also made statements against the U.S. measures, including the European Union,
Japan, Korea, Canada, among others. Some succeeded to be at least temporarily excluded from the tariff hikes
on steel and aluminum. Chart 1 illustrates the recent escalation of trade tensions, with a map of recent
measures announced and the potential scale of each measure. Dotted lines indicate “promised” measures and
solid lines indicate measures that were officially announced to take effect shortly.

Chart 1 – Protectionist measures recently announced
U.S. measure and retaliations from other countries

Source: Bradesco
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Although the direct effect of the measures is initially modest with respect to the size of the economies
involved (USD 50 billion accounts for 0.25% of the U.S. GDP or 0.60% of the Chinese GDP), the uncertainty
generated by the possible escalation to a trade war may amplify the shock’s final effect. Just to illustrate the
possible side effects of this increased trade tension, the European Union raised the possibility of increasing
taxation on some digital business in the region and China is studying the possibility of restricting the business of
U.S. companies in the country. If measures of this nature move forward, companies that operate on a global
level would face growing doubts on where to establish their production plants, how to structure their supply
chain and suppliers, where to handle their financial management and keep their cash, among others.

After a long period of global trade expansion, an increased number of trade agreements, internationalization of
financial markets, expansion of foreign direct investments and productive decentralization of value chains
throughout the world, these recent new elements of protectionism and tax discussions may place the
reproduction of this tendency from recent decades at risk. Even if the general equilibrium effects of these new
measures are not clear, specifically considering global price behavior, we believe that liquidity will tend to
negatively impact economies.

In recent weeks, this possible trade instability culminated in a wave of negative news in the U.S. technology
sector, translating into increased volatility in international markets. In addition to specific events that took
place in large companies, discussions also grew on a possible increase in regulations and imposition of greater
tax and operational restrictions for technology companies (in certain sectors) in some countries.

The weight of large technology companies in the U.S. stock indexes has substantially increased in recent
years. Today, technology companies with market value over USD 100 billion (13 companies) account for more
than 20% of the S&P 500 index. These same companies carried a weight of only 10% in 2010, as shown in Chart
2.

Chart 2 – Weight of the technology companies in the S&P500
Market value calculated in Market cap

8.2%

11.0%

20.3%

6%

8%

10%

12%

14%

16%

18%

20%

22%

24%

08 09 10 11 12 13 14 15 16 17 18

Source: Bloomberg, Bradesco



Macroeconomic Research Department 7

Economic Outlook

This relative weight gain of the major technology companies in the U.S. stock indexes has been accelerating
since 2015. Some businesses have gained scale, with increased penetration in social media, broadening the
range of digital products and services consumed, greater appropriation of commercial and marketing value
within the digital universe, and increased monetization of information and data flows.

Intense valuation movements of some assets are natural in quick technological transformation processes,
with subsequent questions on the sustainability of the prices reached. This is a characteristic inherent to
disruptive companies that are traded at extremely high multiples during the ascension and scaling phase of
their business. Just to illustrate the discussion on the values attributed to some companies, Chart 3 expresses
the current multiples of technology companies with market value above USD 100 billion.

The market value of the largest technology companies (over USD 50 billion) is close to 25 percent of the U.S.
GDP. This is only a subset of the universe of technology companies that have significantly appreciated recently.
Technology startups with market value over USD 1 billion have proliferated in recent years and even received
specific nomenclature: “unicorn” companies. The recent volatility of technology stocks raises doubts on the
impacts of a more pronounced drop in the prices of these assets.

Studies show that consumption tends to be affected with permanent losses in household wealth. Although
the strongest evidence is linked to the contractionary effects of a real estate price adjustment, we must
recognize that a stock price reduction negatively affects consumption. Some studies find parameters that reach
up to a 5% transfer of falling stock prices to consumption.

Some simulations indicate a negative effect of approximately 0.3 p.p. of the GDP for every 10% drop in
technology stock prices. This seems to be a cap for estimating the effect, but it will be important to closely
monitor the data’s behavior in the coming months, with a potential increase in external volatility.

Chart 3 – Price to earnings ratio (P/E)
Technology companies over USD 100 billion
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On the other hand, the positive endogenous and cyclical vectors of the world economy remain present:
monetary stimuli (with gradualism in the normalization of monetary policy in the advanced economies),
stronger financial systems, contained political risks and gradual improvement in productivity indicators of some
economies.

Therefore, despite a slight slowing in the first quarter growth rate in some countries, the global economy’s
expansion rate remains healthy. Chart 4 shows that current levels of the global PMI indexes, which reflect
industry performance for a considerable sample of countries, for example, are compatible with 4.5% expansion
of the global GDP, with positive signs in Europe, Japan and China and lack of external restrictions in the majority
of emerging markets. As such, there are no elements of endogenous concern for the global economy at this
time and the sources of risk are associated to the exposed exogenous factors: trade wars and potential volatility
arising from the technology sector.

It’s too early to infer the impacts of this recent volatility on the markets, but we must be aware that there
are two new risk elements outside the economic arena that were not on our radar a few weeks ago. We
maintain our constructive vision regarding the global scenario in 2018 and the same projections for this year,
which sustain a strong and widespread growth rate between the emerging and developed economies.
However, we must increase our focus on the ramifications of the conflicting trade rhetoric in some countries
and on instability of asset prices.

Chart 4 – Global PMI Index* vs. global GDP
Quarterly change (quarter/quarter) – annualized

Source: Bloomberg, FMI, 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 2.5 3.0

  Agriculture (%) 3.6 -6.6 13.0 0.0 3.5

  Industry (%) -6.3 -3.8 0.0 3.0 3.0

  Services (%) -2.7 -2.7 0.3 2.2 3.0

  Private consumption (%) -3.9 -4.2 1.0 3.0 3.0

  Government consumption (%) -1.1 -0.6 -0.6 0.5 2.0

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

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

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

GDP (R$ billion - current prices) 6,000 6,267 6,592 7,075 7,684

GDP (US$ billion) 1,801 1,796 2,065 2,202 2,361

Population (million) 204.5 206.1 207.7 209.2 210.7

Per Capita GDP (US$ - current prices) 8,808 8,713 9,945 10,528 11,209

Industrial Production - IBGE (%) -8.3 -6.4 2.5 3.5 3.0

Unemployment Rate - IBGE (%) 8.5 11.5 12.7 12.3 11.8

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

CPI - IPCA - IBGE (%) 10.7 6.3 2.9 3.5 4.3

WPI - IGP-M - FGV (%) 10.5 7.2 -0.5 4.4 4.3

Nominal Interest Rates  - Selic target (end of period - %) 14.25 13.75 7.00 6.25 8.00

Nominal Interest Rates - Selic target (12-month - %) 13.3 14.0 10.0 6.3 7.0

Real Interest Rates - Selic (12-month - %) 2.4 7.3 6.8 2.7 2.6

EXTERNAL ACCOUNTS AND FX

Trade Balance (US$ billion) 18 45 64 67 61

  Exports (US$ billion) 190 184 217 243 249

  Imports (US$ billion) 172 139 153 176 188

Trade flow (exports + imports) (% of GDP) 20.1 18.0 17.9 19.1 18.5

Current Account Deficit (US$ billions) -59 -24 -10 -16 -38

Current Account Deficit (% of GDP) -3.3 -1.3 -0.5 -0.7 -1.6

Foreign Direct Investment (US$ billions) 75 79 70 80 82

FX  - end of period  (R$ / US$) 3.90 3.26 3.31 3.20 3.30

FX - yearly average (R$ / US$) 3.3 3.5 3.2 3.2 3.3

International Reserves (US$ billion) 369 372 377 388 395

Total Medium and Long term External Debt (US$ billion) 335 324 330 316 322

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 -154 -87

Primary Surplus (% of GDP) -1.9 -2.5 -1.7 -2.2 -1.1

Gross Public Debt (domestic and external) (% of GDP) 66 70 74 77 79

Net Public Debt (domestic and external) (% of GDP) 35.6 46.2 51.6 54.0 56.6
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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 3.6 3.8 3.7
Developed markets 2.2 1.7 2.3 2.3 1.9
  United States 2.6 1.6 2.3 2.6 2.2
  Euro Area 2.0 1.7 2.5 2.2 1.7
  United Kingdom 2.2 1.8 2.2 2.0 1.5
  Japan 1.2 1.0 1.5 1.3 0.5
Emerging markets 4.2 4.1 4.6 4.9 4.9
  China 6.9 6.7 6.9 6.5 6.0
  Latin America 0.1 -1.0 1.5 2.5 3.0
US INTEREST RATE AND CPI
Fed Funds (%) 0.25 0.75 1.50 2.50 3.00
CPI (%) 1.90 2.07 2.10 2.40 2.20

2015 2016 2017* 2018* 2019*

Argentina
  GDP (%) 2.6 -2.2 2.8 3.0 3.2
  CPI (%) 26.9 41.0 24.8 18.0 12.0
  Interest rate (%) 33.00 24.75 28.75 20.50 16.00
  ARS/US$ (end of period) 12.93 15.87 18.61 19.60 21.30
Brazil
  GDP (%) -3.5 -3.6 1.0 2.5 3.0
  CPI (%) 10.7 6.3 2.9 3.5 4.3
  Interest rate (%) 14.25 13.75 7.00 6.25 8.00
  BRL/US$ (end of period) 3.90 3.26 3.31 3.20 3.30
Chile
  GDP (%) 2.3 1.6 1.6 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) 709.0 670.7 615.4 630.0 640.0
Colombia
  GDP (%) 3.1 2.0 1.7 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 2,984 3,080 3,100
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 7.00 6.00
  MXN/US$ (end of period) 17.2 20.7 19.7 18.2 18.4
Peru
  GDP (%) 3.3 3.9 2.8 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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