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Brazil: moderate domestic growth and a stronger external sector will 
favor the trade balance in 2018, while fiscal accounts will remain a 
challenge

World: increase in investments and commodities high reinforce a positive
outlook for the global economy

o The global economic environment is highly favorable at the beginning of the year. In addition to
widespread growth and a acceleration in developed countries in 2017, along with continued contained
inflation, the new year presents increased investment spending and a high in prices for some raw
materials, especially metal commodities and oil.

o Increased investment participation in the composition of economic expansion at this stage of the cycle
diminished, to a certain degree, the fears that the idleness remaining in the developed economies could
be exhausted quickly and that inflation could return more quickly and intensely.

o Recent highs in metal commodities prices may favor some producing countries, resulting in currency
appreciation, lower inflation and more expansionist financial conditions, and ultimately, stronger domestic
demand in the coming quarters.

o Once this dynamic of higher commodities prices is maintained (especially metals), the tendency is for
the global expansion cycle, which has thus far been concentrated on positive surprises in developed
countries, to spread to countries that export primary goods, especially emerging countries. This positive
contagion would reshape the current global expansion cycle, causing it to be even more widespread and
consistent.

o Stronger results in the trade balance in recent quarters have been favored by increased global growth
and the gradual expansion of the domestic economy. Brazil’s trade balance ended 2017 at an all time
high of USD 67 billion (exports of USD 218 billion and imports of USD 151 billion), significantly contributing
to the small current account deficit. As a result, we revised our trade balance forecast from USD 60 billion
to USD 67 billion.

o The revision of our forecast is supported by a downward bias to our forecast for GDP growth this year of
2.8%. High frequency data suggest that fixed asset investment is evolving in line with expectations, but
consumption has been growing at slightly slower pace than we had anticipated. In 4Q17, we estimate
GFKF growth to have reached 1.5%, but reduced our household consumption forecast from 0.8% to 0.3%.

o Modest growth has contributed towards the benign inflation picture. Although December IPCA inflation
surprised to the upside, consumer inflation in 2017 as a whole (of 2.95%) was still lower than the floor of
the Central Bank’s inflation target. We maintain our 2018 IPCA forecast at 3.9%, and believe that items
that are most sensitive to economic activity will remain on a downward trend early in the year. Regarding
monetary policy, we believe the Central Bank will cut the Selic policy rate by 25bps in February and then
keep it at 6.75% through the end of 2018.
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Brazil: moderate domestic growth and a stronger external sector will favor the trade balance in
2018, while fiscal accounts will remain a challenge

Stronger results in the trade balance in recent quarters have been favored by increased global growth and
the gradual expansion of the domestic economy. Brazil’s trade balance ended 2017 at an all time high of USD
67 billion (exports of USD 218 billion and imports of USD 151 billion), significantly contributing to the small
current account deficit.

The strong 2017 result not only reflected the recession of recent years, but also an improvement in exports.
There was a solid recovery in exports (up 18% in value), after a 5-year downward trend, with highs of 10% in
prices and 8% in volume, especially in automobiles (growth of 43%), soy (32% increase) and oil (25% increase).
Imports also began an upward trend in line with an end to the recession, with a 10% increase in 2017 (4% in
price and 6% in volume). For 2018, we expect modest growth to continue favoring the trade balance. As a
result, we revised our trade balance forecast from USD 60 billion to USD 67 billion.

The revision of our forecast is supported by a downward bias to our forecast for GDP growth this year of
2.8%. On the whole, high frequency data suggest that fixed asset investment is evolving in line with
expectations, but consumption has been growing at slightly slower pace than we had anticipated. In 4Q17, we
estimate GFKF growth to have reached 1.5%, but reduced our household consumption forecast from 0.8% to
0.3%. In our view, Brazil is experiencing a consistent economic recovery, but we expected stronger results in
light of the monetary easing administered by the Central Bank so far. We believe the effects of easing will
materialize in the first half of 2018, and maintain our forecast for GDP growth this year unchanged at 2.8%, but
recognize some downside risks to this forecast.

By sector, the recovery has been slower in the services sector and in consumption in general, except for
automobiles and construction, which have been doing well. As shown by chart 2, industry was the first sector
to recover, at the end of 2016/beginning of 2017, and has been expanding by about 3.0-3.5% since. Trade, in
turn, benefited strongly from automobiles and building material sales in 2017. Retail sales, which does not
include automobiles and construction, grew by just 1% since January 2017. Finally, the services sector only
began to show signs of stabilization in more recent readings. The performance of these different segments of
the economy will be crucial in determining the intensity of the recovery.

Chart 1 – Brazilian 12-month trade balance, billions of USD
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Chart 3 – Quarterly GDP growth, in %

Chart 2 – Selected economic activity indicators

Source: IBGE

Source: IBGE, Bradesco

Modest growth has contributed towards the benign inflation picture. Although December IPCA inflation
surprised to the upside, consumer inflation in 2017 as a whole (of 2.95%) was still lower than the floor of the
Central Bank’s inflation target. Food deflation (-4.9%) caused by a positive supply shock accounted for about
two-thirds of the 330bps decline in headline inflation relative to 2016. Most of the remaining third was caused
by less service inflation.

We maintain our 2018 IPCA forecast at 3.9%, and believe that items that are most sensitive to economic
activity will remain on a downward trend early in the year. Inflation will most likely remain below the center
of the Central Bank’s target thanks to the subdued economic recovery, low levels of capacity utilization and a
comfortable balance of payments position. A relatively modest increase of the minimum wage, of only 1.8%,
and generally low pressure on wages will contribute towards the disinflationary environment. Other risk factors
to inflation seem well-contained. In particular, the risks of crop failure in 2018 appear to have diminished after
rainfall allowed farmers to accelerate sowing. The risks of a La Ninã weather even also appears to have
diminished significantly, and recent rainfall also improved the outlook for consumer electricity prices (although
the medium-term outlook remains uncertain). On the other hand, oil prices have been a source of some
inflationary pressure on the back of concerns with geopolitical developments and their impact on gasoline
prices.
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Still, it is worth noting that the risks we are discussing are mostly supply shocks, that is, they are not related
to the degree of monetary stimulus in the economy. The persistence of relatively low levels of capacity
utilization suggests that negative shocks (with price increases) will tend to have limited secondary effects. This
points to a benign inflation scenario for 2018 and low risks of an abrupt and/or intense interest rate reversal.

For now, our forecast for monetary policy remains unchanged: we believe the Central Bank will cut the Selic
policy rate by 25bps in February and then keep it at 6.75% through the end of 2018. Overall, the combination
of subdued growth and the benign inflation outlook (discussed above) suggest that interest rates will likely
remain expansionary throughout the year. The main risks to this scenario have to do with domestic asset prices
and/or a significant change in global liquidity and reduction of risk appetite.

Finally, the outlook for public finances remains challenging. The latest fiscal data shows an improvement,
but medium-term fiscal adjustment remains an uphill marathon. Non-recurrent fiscal revenues have
continued to boost recent monthly fiscal data, meanly because of the restructuring of tax liabilities through the
REFIS program. The last months of 2017 will have also been likely favored by revenues from infrastructure
concession auctions. Through November, fiscal revenues were up 0.4% YTD in real terms, also reflecting the
effects of the recovery of the economy on tax collection. Expenditures remained flat, meaning that the overall
primary fiscal deficit will likely be slightly lower than the target of BRL 159 billion.

For 2018, budgeted spending is already at the limit set by the spending cap, meaning that the primary fiscal
balance will only worsen if revenues fall short of what was budgeted. We don’t consider this a very likely
outcome, given the recovery of economic growth and considering that fiscal revenues will be reinforced by
non-recurring revenues from infrastructure concessions and privatizations. In short, we believe the government
will meet the fiscal target (primary fiscal deficit of BRL 159 billion) also in 2018. The risk to be monitored is if the
Treasury meets the “golden rule” (which prevents the government to raise debt to pay non-investment primary
spending). According to Treasury estimates, there is a difference of BRL 184 billion between revenue and
capital expenses (when these should at least be equal). This difference will have to be covered for the golden
rule to be respected, at the risk of the government being prevented from issuing debt. As such, measures must
be taken to reduce this differential – we believe that (i) the repayment of BNDES funds to the Treasury; (ii) the
Central Bank result; and (iii) the return of state debt payment to the Union will render such compliance viable in
2018. Another matter that should become more important will be the minimum wage rule – which expires in
2019. This discussion will need to happen mid-year, since the ceiling rule becomes more restrictive as of 2019.

Doubts on the adjustment rate for public finances and on the additional advance in structural reforms in an
election year led S&P to lower Brazil’s sovereign long-term foreign currency rating to BB-. In our assessment,
this decision will likely have a limited effect on the short-term market prices, due to the risks already widely
discussed. However, the downgrade highlights the importance of addressing the remaining fiscal weaknesses in
a timely manner, in order to reduce the chances for increased economic volatility in the coming years.
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Source: Bloomberg, FMI, Bradesco

World: increased investments and commodities prices strengthen a positive scenario for global
economy

The global economic environment is highly favorable at the beginning of the year. The strong, widespread
growth has not only intensified, but also gained a new shape. The accelerating growth scenario in the
developed countries throughout 2017, in parallel with contained inflation, now has two new positive elements:
(1) investment spending has intensified significantly in recent months, suggesting that the reversal of the
expansion cycle due to factors endogenous to the economic process should still take time to occur; and (2)
accelerated growth throughout 2017 and its wider dissemination among the countries begins to produce a
stronger and more consistent increase in prices for some raw materials, especially metal commodities and oil.

After a long period of contraction, we have seen a significant reversal in recent quarters for investment
spending, accompanied by high growth rates. Economies producing capital goods with greater technological
content, such as the United States, Germany, Japan and South Korea, have presented strong production and
export data in recent months. The sector distribution of capital goods requests indicates and widespread
increase, highlighted by the transportation and industrial sectors. There is evidence that a cycle of investments
is underway in various sectors in pursuit of increasing productivity and advancing new production frontiers.
More intense use of new, more efficient production technologies, with large-scale data extraction and analysis,
monitoring and faster production changes, mapping of individual consumer profiles, maximization of custom
price strategies, among other possibilities, is a more recent phenomenon seen in several sectors (industrial
plants, logistics and digital trade, agricultural production monitoring, offer of new digital services).

If this increased investment cycle really results in greater productivity, it is possible that the more pessimistic
scenarios of a secular decline in potential world GDP may be reconsidered. To this point, the initial investment
recovery effect has been observed in the reassessment of the expectations for corporate profits in coming
years and, as a rule, improved risk perception for corporate credit, with continued advances in share prices
around the world. It is therefore a highly promising phase for companies, for the capital markets and for the
world economy.

Chart 1 – Requests for ex-defense capital goods in the US, year-on-year change and the 3-month moving 
average in annual terms
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Increased investment participation in the composition of economic expansion at this stage of the cycle
diminished, to a certain degree, the fears that the idleness remaining in the developed economies could be
exhausted quickly and that inflation could return more quickly and intensely. For example, the latest Federal
Reserve meeting minutes stated that companies in some regions of the US are reporting the use of recent
technological alternatives to deal with the labor shortage in certain positions. This substitution occurs in only
part of the labor market, but the presence of such an alternative reduces the speed with which the wage
pressures and costs of the companies can manifest themselves. This factor has also been raised by other
monetary authorities, such as the European Central Bank (ECB) and the Bank of Japan (BoJ), as a partial
explanation for the successive downward surprises with inflation and the rate of wage growth in 2017, despite
good economic growth and tighter labor market conditions.

The other positive element observed in the recent period is the more consistent increase in commodities
prices, especially for metals and oil. The more widespread increase in the last two months is associated, in our
opinion, with additional warming of global demand. In the specific case of oil, recent tensions in the Middle East
may have marginally broadened this movement, but the upward trend appears to be consistent. At first,
increases in commodities prices are simply a transfer of income between producers and consumers, but they
can have a rather asymmetric impact on some countries, with side effects that make the net price swings
favorable for the world economy. In the case of metals, for example, some countries are significantly benefited
by the increased prices (Chile, Peru, South Africa and Australia are some cases), whereas the respective
production sectors represent between 7% and 20% of these economies’ GDP.

Chart 2 – Unemployment rates in the main European economies

Chart 3 – Net commodities exports in % of the GDP
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In a simplified manner, a favorable shock in terms of trade coming from metal commodities generates
pressure by appreciation of the currencies for countries where these products weigh heavily on their
economies, while the effect on the consuming countries would be more tenuous, given the lesser weight of
these same goods on total demand for each individual country (demand is generally less concentrated than
supply). In this case, the asymmetric effect on the exchange rate of exporters (higher pressure by appreciation)
and importers (slight effect given the imports’ lesser weight on GDP of these products) generates asymmetric
secondary impacts, producing a net positive effect on world growth.

Recent highs in the prices of metal commodities could ultimately lead more producing countries into this global
expansion cycle. More favorable trade terms may generate an effect on the income of such countries and
indirect effects via appreciated exchange rates, drops in inflation and more expansionist financial conditions,
resulting in a more intense acceleration of the domestic demand throughout the coming quarters.

Once this dynamic of higher commodities prices is maintained (especially metals), as expected, the tendency is
for the global expansion cycle, which has thus far been concentrated on positive surprises in developed
countries, to spread to countries that export primary goods, especially emerging countries. This positive
contagion would reshape the current global expansion cycle, causing it to be even more widespread and
consistent.

Chart 4 – Global PMI for the transformation industry, in points

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 1,1 2,8 3,0

  Agriculture (%) 3,6 -6,6 12,5 4,0 3,5

  Industry (%) -6,3 -3,8 0,0 3,2 3,0

  Services (%) -2,7 -2,7 0,3 2,2 3,0

  Private consumption (%) -3,9 -4,2 1,2 2,0 3,0

  Government consumption (%) -1,1 -0,6 -1,0 1,5 2,0

  Investment (%) -13,9 -10,2 -2,0 6,0 6,0

  Exports of goods and services (%) 6,3 1,9 6,0 4,0 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 6.599 7.126 7.740

GDP (US$ billion) 1.801 1.796 2.067 2.216 2.379

Population (million) 204,5 206,1 207,7 209,2 210,7

Per Capita GDP (US$ - current prices) 8.808 8.713 9.955 10.596 11.291

Industrial Production - IBGE (%) -8,3 -6,6 2,1 3,5 3,0

Unemployment Rate - IBGE (%) 8,4 11,5 12,8 12,5 12,0

Retail Sales - (%) -4,2 -6,2 2,5 3,0 3,0

CPI - IPCA - IBGE (%) 10,7 6,3 2,9 3,9 4,3

WPI - IGP-M - FGV (%) 10,5 7,2 -0,5 4,2 4,3

Nominal Interest Rates  - Selic target (end of period - %) 14,25 13,75 7,00 6,75 8,00

Nominal Interest Rates - Selic target (12-month - %) 13,3 14,0 10,0 6,6 7,4

Real Interest Rates - Selic (12-month - %) 2,4 7,3 6,8 2,7 3,0

EXTERNAL ACCOUNTS AND FX

Trade Balance (US$ billion) 18 45 66 67 61

  Exports (US$ billion) 190 184 217 243 249

  Imports (US$ billion) 172 139 151 176 188

Trade flow (exports + imports) (% of GDP) 20,1 18,0 17,8 18,9 18,4

Current Account Deficit (US$ billions) -59 -24 -7 -16 -38

Current Account Deficit (% of GDP) -3,3 -1,3 -0,3 -0,7 -1,6

Foreign Direct Investment (US$ billions) 75 79 77 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) 369 372 377 383 390

Total Medium and Long term External Debt (US$ billion) 335 324 330 337 344

Moody's sovereign credit rating Baa3 Ba2 Ba2 - -

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

FISCAL ACCOUNTS

Primary Surplus (R$ billions) -111 -156 -159 -154 -79

Primary Surplus (% of GDP) -1,9 -2,5 -2,4 -2,2 -1,0

Gross Public Debt (domestic and external) (% of GDP) 65 70 77 78 81

Net Public Debt (domestic and external) (% of GDP) 35,6 46,2 52,9 54,8 57,3
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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 2,2 2,3 1,9
  United States 2,6 1,6 2,3 2,6 2,2
  Euro Area 2,0 1,7 2,3 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 4,8 4,9
  China 6,9 6,7 6,9 6,4 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 22,0 15,0 9,5
  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 1,1 2,8 3,0
  CPI (%) 10,7 6,3 2,9 3,9 4,3
  Interest rate (%) 14,25 13,75 7,00 6,75 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) 709,0 670,7 615,4 650,0 660,0
Colombia
  GDP (%) 3,1 2,0 1,7 3,0 3,6
  CPI (%) 6,8 5,8 3,9 3,5 3,2
  Interest rate (%) 5,75 7,50 4,75 5,50 5,00
  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 6,0 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 2,8 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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