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World economy: gradual approach to monetary policy in U.S. and limited
impact of tariff hikes provided relief after a spike in volatility at the start of the
month

o A significant part of the market sell-off that took place early in February was quickly reverted over the
rest of the month. Concerns that a sudden and sharp rise in U.S. inflation could impact the value of assets
after a long period of abundant liquidity have gradually faded. The prevailing view is that, while inflation
seems to be moving towards its target (2.0%), it will do so at a gradual pace. When we analyze historical
price trends and project its behavior over 6-, 12- and 18-month horizons, we find that the likelihood of
inflation rising suddenly by more than 1 p.p. is relatively small: approximately 10% for the next 12 months.
Thus, the rhetoric of gradual normalization of monetary policy remains consistent with the current picture.
However, the increasingly consensual view that inflation will be near its target by the end of the year led
the market to make further adjustments to its interest rate curves. The appointment of new Fed chairman
Jerome Powell helped confirm these estimates, given his acknowledgement that the economy is becoming
more dynamic, and strengthened confidence in the inflation outlook.

o In this context, we maintain our expectations for a gradual approach to U.S. monetary policy, which is
compatible with four interest rate increases in 2018 (one in each quarter). On the trade front,
protectionist measures such as the steep tariffs on imported washing machines and solar panels imposed
in January, and the recent announcement of new tariffs on steel and aluminum, are likely to have more of
a political rather than an economic impact, given these sectors’ small contribution to U.S. GDP. At first, the
biggest question marks concern the insecurity caused by new protectionist measures, or the threat of
retaliation by other countries. Increased instability and deterioration in the trade outlook represent new
medium-term risks for the dollar against major currencies.
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Brazil: inflation forecast is revised downwards as growth and exchange 
rate imbalances come to the fore

o Current data point towards lower inflation and further monetary policy easing in 2018, while concerns
emerge over growth and exchange rate imbalances. The latest data on inflation suggests that core
items—and not only food prices—have contributed to the recent decline, leading us to revise our IPCA
consumer inflation forecast for 2018 down to 3.5% from 3.9%. On the other hand, activity data has
confirmed that the economy is on a solid recovery path, but we suspect that its pace might be slower than
previously expected.

o In our view, current inflation data remains positive and give the Central Bank room to make further
interest rate cuts at the next meeting of the Monetary Policy Committee (Copom), which would bring
the benchmark Selic rate down to 6.5%. In addition, if the aforementioned imbalances materialize, or if
inflation keeps coming in below expectations, the committee could consider slashing rates further,
provided that it receives a positive response of inflation expectations and corroborating evidence from the
Central Bank model, with a growing emphasis on the price outlook for 2019. This is not yet our base
outlook, but the way the economy is shaping up makes us at least more certain that the benchmark
interest rate will be kept at historically low levels over the next few quarters.
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Brazil: inflation forecast is revised downwards as growth and exchange rate imbalances come to the
fore

Current data point towards lower inflation and interest rates for 2018, while concerns emerge over growth
and exchange rate imbalances. The latest data on inflation has shown that core items—and not only food
prices—have contributed to a recent decline, which led us to revise our 2018 forecast from 3.9% to 3.5%. On
the other hand, as we discuss below in further detail, activity data has provided evidence that the economy is
on a solid recovery path, but we suspect that its pace might be slower than previously expected. Either way,
both signals point in the same direction: they create room for further interest rate cuts at the March 21
meeting of the Monetary Policy Committee (Copom), and fail to provide a definitive answer as to whether new
cuts are a possibility.

On inflation, we have revised our 2018 IPCA forecast from 3.9% to 3.5%, as current data once again came in
below expectations and the risk assessment has improved. Most of that change was concentrated in service
(3.9% to 3.5%) and foot at home (4.2% to 3.1%) prices. As a result, we now estimate that market prices will rise
3.1%, but maintain our 5.0% forecast for regulated prices.

In our view, the current picture of a gradually recovering, high-slack economy has contributed to an
additional price slowdown. Considering the seasonally adjusted and annualized inflation for the last six
months, the service IPCA came in at 3.7% in February, one of the lowest levels of the historical series.
Prospectively, the expected speed of economic recovery, coupled with high idleness rates, lower past inflation
and expectations for moderate wage dynamics should continue to keep these prices from surging. It is also
worth noting that a significant portion (just over 25%) of these prices will not suffer any more changes for the
year—partly due to methodology (household employees and labor, approximately 15% of that total, have their
earnings pegged to the minimum wage), and partly to educational prices, which are seasonally adjusted at the
beginning of the year.

In addition to the shift in service inflation, food prices and the risk assessment also saw short-term
improvements and were major factors in the revision. The first-quarter tends to have a significant impact on
food inflation for the rest of the year. Thus, in light of the short-term signals that we have observed, we have
changed our 2018 forecast to 3.1%.
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Our revision was also corroborated by an improved risk assessment for the inflation outlook, namely: (i) the La
Niña turning out to be milder than predicted; (ii) the planting stage for grains has been showing positive signs,
even though corn prices have risen more sharply of late, with the stock-consumption ratio remains at a
comfortable level even though corn prices have risen more sharply of late; (iii) oil prices have come down to the
level predicted in our outlook (USD 60-65/barrel), and rising U.S. production indicate prices should stay around
this level; and (iv) although core items in the Wholesale Price Index (IPA) for the manufacturing sector currently
stand at high levels, slack in the economy has prevented a pass-through to the end consumer.

In turn, the economy continued to expand, albeit at a moderate pace. The recession is now definitively behind
us, and monetary impulses (among others) are expected to drive higher GDP growth in 2018. However, we
have seen a more moderate performance by some indicators at the start of the year, particularly in retail and
services. For example, car and light vehicle sales have remained flat for the last five months, after rising 15% in
2017 (January-December); the same is true for trucks. Meanwhile, the unemployment rate has also remained
flat for the past few months after a major decline in the middle of last year.

Given this more moderate performance in the first few months of 2018, we have maintained our GDP
growth forecast at 2.8%. But if these weaker first-quarter results fail to gain speed in the upcoming months, we
are more likely to revise our forecast downwards than upwards. A 3% growth rate implies quarterly growth at
approximately 1% at the margin—in case of an underperforming quarter in the first half (such as a 0.5% first
quarter, as current data indicates), the annual growth forecast would drop from 3.0% to 2.5%. Government
spending remains at zero growth due to the spending cap (which is very positive for public finances and the
medium-term growth of the private sector), and states face budget restrictions; there is no major external
impulse coming from commodities; there will be no injection of FGTS funds to sustain consumption like in 2017,
and the inflation surprise tends to be lower than last year, keeping real income on a more moderate growth
track. As a result, quarterly GDP growth is unlikely to be much higher than 1.0%. On the other hand, economic
policy is much more organized than in the past; formal job creation remains strong and there are signs of
widespread of economic growth across different sectors and regions, which raises questions about the
economy’s actual “escape velocity” in 2018.

Keeping with this scenario, credit numbers for January were weaker than expected, especially business
lending. The recovery of business lending has proven more volatile and slower than we had originally expected,
placing a downward bias on our 5% growth forecast for total lending in 2018, especially on back of more
moderate growth for

Chart 2 – Car and light vehicle sales
Thousands, seasonally adjusted, with partial figures for March
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earmarked credit and state-owned banks. While some of this frustration can be explained by some of the
demand for earmarked credit migrating to capital markets, the segment’s struggles to increase demand
continues to reflect a sluggish economic recovery. On the other hand, household appetite for credit has been
strong, contributing to the sector’s overall recovery. We reiterate our view of increasingly declining household
debt burden over the course of the year, reflecting lower debt levels and the expectations for further interest
rate cuts to end borrowers. In our assessment, lower debt service burden will help boost spending and produce
a higher appetite for credit in 2018.

Public finances remain on track for recovery, albeit supported by extraordinary revenues. Recent data has
clearly exceeded expectations, especially on the revenue side. It should be noted that extraordinary revenues
have accounted for a significant share of these results, particularly those collected through a tax refinancing
program known as “Refis.” In our assessment, recovery is still sluggish for revenues more closely associated
with economic growth, reinforcing our view that, in 2018, the government will once again rely heavily on
extraordinary revenues in order to meet its fiscal deficit target of BRL 159 billion. In addition to concessions and
public auctions, the agenda also includes the privatization of Eletrobrás and negotiations for excess oil from the
onerous assignment areas, which could significantly bolster revenues for the year—some projections estimate
revenues from these areas at as much as BRL 65 billion. The government continues to face an uphill battle to
cut spending, but we believe that it will be able to stay within the spending cap rule, given the efforts that have
been reflected in current data. Finally, it should be noted that, even though pension reform is unlikely to be
passed in 2018, it continues to be vital to the government staying under the spending cap in the next few years,
and to bringing public debt down to lower levels.

As for the exchange rate, we have maintained our scenario for BRL/USD 3.20 in December 2018, while
recognizing an appreciation bias for the Brazilian currency. There are still risks from both the global and
domestic environments, but the outlook for Brazil’s balance of payments remains very positive and allows the
country to remain resilient to shocks. Lately, we have seen (i) strong price realization in advanced markets; (ii)
the downgrading of Brazil’s credit rating, and (iii) the U.S. raising tariffs on steel and aluminium, which impacts
risk appetite in global markets. Nevertheless, the Brazilian real has been behaving positively, seeing only
modest depreciation. And we expect more favorable currency flow conditions in the short term, whether in the
financial or trade accounts. However, due to the remaining uncertainties as to whether the government will
continue to push for structural reforms in 2019 and the effect of a lower interest rate differential on the
Brazilian currency, we prefer to maintain our end-of-year forecast of BRL/USD 3.20 unchanged at this time.

In addition, the most recent balance of trade data reinforce our expectations for a positive balance of USD 70
billion in 2018, with exports recovering in line with more robust global growth and moderately rising
imports. Along the same line, the trade deficit in January was lower than expected, because of a positive net
flow of profit and dividend remittances, which we expect to see again in February. However intriguing, this fact
does not change our expectations for a deficit in this account in 2018, but it does show that we may be
underestimating the impact of global growth on profits and dividends (subsidiaries of Brazilian companies
abroad that bring profits into the country).

In short, our base outlook sees current inflation data remaining positive and giving the Central Bank room to
make further interest rate cuts at the next meeting of the Monetary Policy Committee (Copom), which
would bring the benchmark Selic rate down to 6.5%. In addition, if the aforementioned imbalances
materialize, or if inflation keeps coming in below expectations, the committee could consider slashing rates
further, provided that it receives a positive response of inflation expectations and corroborating evidence from
the Central Bank model, with a growing emphasis on the price outlook for 2019. This is not yet our base
outlook, but the way the economy is shaping up makes us at least more certain that the benchmark interest
rate will be kept at historically low levels over the next few quarters.
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A significant part of the market sell-off that took place early in February was quickly reverted over the rest of
the month. Concerns that a sudden and sharp rise in U.S. inflation could impact the value of assets after a long
period of abundant liquidity have gradually faded. The prevailing view is that, while inflation seems to be
moving towards its target (2.0%), it will do so at a gradual pace. When we analyze historical price trends and
project its behavior over 6-, 12- and 18-month horizons, we find that the likelihood of inflation rising suddenly
by more than 1 p.p. (which would bring the PCE to 2.5%, i.e., above the target set by the FOMC) is relatively
small: approximately 2,5% for the next 12 months. Thus, the rhetoric of gradual normalization of monetary
policy remains consistent with the current picture. However, the increasingly consensual view that inflation will
be around its target by the end of the year led the market to make further adjustments to its interest rate
curves. The appointment of new Fed chairman Jerome Powell helped confirm these estimates, given his
acknowledgement that the economy is becoming more dynamic, and strengthened confidence in the inflation
outlook.

In this context, we maintain our expectations for a gradual approach to U.S. monetary policy, which is
compatible with four interest rate increases in 2018 (one in each quarter). On the trade front, protectionist
measures such as the steep tariffs on imported washing machines and solar panels imposed in January, and the
recent announcement of new tariffs on steel and aluminum, are likely to have more of a political rather than an
economic impact, given these sectors’ small contribution to U.S. GDP. At first, the biggest question marks
concern the insecurity caused by new protectionist measures, or the threat of retaliation by other countries.
Increased instability and deterioration in the trade outlook represent new medium-term risks for the dollar
against major currencies.

In the Eurozone, the central bank has lowered the odds that it will extend quantitative easing past
September. In a statement, the European Central Bank (ECB) has removed any specific references to the
likelihood of extending or expanding its asset purchase program. However, in an interview after the
announcement, the ECB president remarked that, even though that specific reference was removed, the
statement still contained a sentence about keeping the program in place for a longer period. The ECB also
revised its growth forecast for 2018, from 2.3% down to 2.4%. Despite a benign outlook on activity, it is
important to note that the first-quarter data suggest that growth has slowed down slightly. While they are still
on a high level, manufacturing indicators (such as PMI) and even German manufacturing dynamics seem to
have cooled off. However, our assessment is that this data reflect only a short-term moderation, and not a
trend reversal. Therefore, we have maintained our 2018 GDP growth forecast for the Eurozone at 2.2%. Despite
a benign outlook for activity, inflation remains low. As a result, even after revising the GDP forecast, the
Central Bank maintained its consumer inflation forecast unchanged at 1.4%. In general, a more robust recovery
in the Eurozone should make the inflation trend compatible with ending the asset purchase program in
September. On the other hand, the topic of interest rate hikes should only come to the fore in 2019.

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

Table 1 – Conditional probability* of inflation acceleration In different time horizons and magnitude of 
acceleration

Source: Bloomberg, Bradesco
(*) conditional to accelerating inflation periods

Inflation core 
acceleration

6 months 
ahead

12 
months 
ahead

18 
months 
ahead

More than 0.5 pp 16.30% 32.60% 43.00%

More than 1.0 p.p. - 10.40% 8.90%
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In China, the political environment continues to dominate discussions. A recent report indicated that
President Xi Jinping could remain in power for years to come, which suggests that we are unlikely to see any
major changes to the country’s economic policy. The opening session of Parliament earlier this month
confirmed market expectations, maintaining the GDP growth target at around 6.5%. In line with the
announcement by China’s top leadership, all signs point to higher-quality growth, which implies greater
tolerance levels and a more moderate pace of expansion. The focus of economic policy will be on controlling
financial risks and increased attention to environmental issues, particularly reducing pollution. Expectations for
China’s performance in 2018 remain positive, despite weaker results shown by economic indicators in the past
few months. As a result, we maintain our 2018 GDP growth forecast at 6.5%.

Overall, despite the recent spike in volatility, we maintained our assessment that global economy
fundamentals remain solid, with a rebound in investments and rising commodity prices. Even though
economic indicators have shown a more moderate growth rate for activity in the first quarter, we find that
expansion remains robust and the perception of synchronized global growth has also been maintained. Only 5%
of the countries covered by the PMI survey, which together covers 86% of global GDP, are currently under 50
points (a level that indicates contraction). It should be noted that global trade also recovered, boosted by
capital goods exports. The diagnosis of strong activity and persistent low inflation remains in place. Thus, we
have maintained our forecast widespread global liquidity, with a gradual monetary policy response by major
central banks.

Part of the recent pressure on global inflation should be mitigated with the reduction of geopolitical tensions
that caused the price of oil to converge closer to what we believe is the equilibrium price for 2018, i.e.,
between USD 60 and USD 65 per barrel of Brent. Higher prices over the past few months have motivated U.S.
producers to increase supply. Production expectations were repeatedly revised upwards. In fact, U.S.
production is expected to hit an all-time high, at a level near that of Saudi Arabia, the world’s largest producer.
As a result, the prospects are of a build-up of global stocks, which would keep price increases at bay. In the
agricultural sector, specific weather problems have led to rising international prices. However, there is still a
buffer in the stock-consumption ratio of major grains. It should be noted that when it comes to corn, whose
stocks are relatively tighter than other grains, price increases are more likely due to an intensification of recent
weather issues.

Chart 3 – Manufacturing PMI – Eurozone
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Metal commodities should continue reacting to robust global growth in the past few months. For some
markets, such as aluminum and copper, a tight equilibrium between global supply and demand and low
inventories should continue to push prices higher in 2018. New U.S. tariffs on steel and aluminum are expected
to drive prices down in the rest of the world, but only if the American market actually buys less of these
assets—which seems unlikely, particularly in the case of aluminum. The next few weeks will be crucial for our
assessment of potential impacts from this protectionist measure and its possible ramifications on global trade
and asset prices.

In short, the global market was recently marked by some noise, which were mostly concentrated in
February: concerns over U.S. inflation, President Trump’s move to enact steel and aluminum tariffs, and
signs of an increased focus on the quality of Chinese growth, rather than its intensity. Nevertheless, global
growth is still healthy and inflation remains low. We should not rule out new volatility episodes in 2018, but the
global economy still seems to be on track for a solid recovery, and the risk of a sudden reversal is considered
low at this time.
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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 2.8 3.0

  Agriculture (%) 3.6 -6.6 13.0 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 1.0 2.0 3.0

  Government consumption (%) -1.1 -0.6 -0.6 1.5 2.0

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

  Exports of goods and services (%) 6.3 1.9 5.2 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 6,592 7,096 7,707

GDP (US$ billion) 1,801 1,796 2,065 2,209 2,368

Population (million) 204.5 206.1 207.7 209.2 210.7

Per Capita GDP (US$ - current prices) 8,808 8,713 9,945 10,560 11,243

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

Unemployment Rate - IBGE (%) 8.5 11.5 12.7 12.4 11.9

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 4.3 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 7.2

Real Interest Rates - Selic (12-month - %) 2.4 7.3 6.8 2.8 2.8

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 19.0 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 76 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 2.8 3.0
  CPI (%) 10.7 6.3 2.9 3.5 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 3.20 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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