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o The external environment has become more complex and challenging in the last few months, requiring
monitoring on several fronts, especially trade tensions, conducting economic policy and asset prices –
especially currency – in the context of U.S. interest normalization. Regardless, appropriate responses by
emergent market policymakers and a slight easing of trade tensions provided a relief to global markets in
September. We still believe that major medium-term discomforts are present, such as the current
deceleration of most economies, the European political environment, the conflict between the U.S. and
China and the recent oil price increases, as well as the widening of U.S. treasury yields.

o The appropriate response by policymakers in various countries help explain Brazilian asset prices last
month. In fact, asset prices in emerging economies recently experienced a certain relief in the global
markets. On the one hand, there is some consensus that part of the risks regarding the trade war and the
slowing global economy has already been priced. On the other hand (and perhaps more important), more
vulnerable emerging countries and other emerging countries showed stronger reactions from the
macroeconomic point of view, against the risks arising from inflationary pressures (coming from currency
depreciation) and from reduced global liquidity, such as U.S. interest rate hikes.
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Economic scenario evolves in line with our forecasts in September.

Challenges in the foreign scenario remain present, but tensions have waned a
bit recently.

o Brazil’s domestic economic picture remains unchanged this month. If inflation data on the one hand is a
bit more pressured in the short term, especially food and fuel, on the other hand, we see some exchange
rate-appreciation that, if sustained, will mitigate pass-through from wholesale prices to consumer prices.
In turn, economic data post-truck driver’s strike continues on a sluggish growth trend and idleness
remains high. Both movements were subtle and the data seem consistent with our baseline scenario.

o We believe that the outlook for the 2019 reform agenda is more significant to determine the price of
Brazilian assets in the short term – especially country risk and the exchange-rate. In a reform
environment, the BRL could appreciate more and monetary normalization would likely materialize some
point during 1H2019, depending on the degree to which reduced fiscal uncertainty could drive
investment and economic growth. Obviously, an environment of increased uncertainty about the reforms
would be associated with a higher risk premium, weaker BRL and a less benign inflationary dynamic, with
worsening forecasts and interest rate hikes in early 2019 or even in 2018, depending on the magnitude
of asset depreciation.

o Regardless of this more structural debate, recent inflation data has taken a slight turn for the worse.
This deterioration reflects the rise in international oil prices and its impact on domestic fuel prices. Food
prices have also been on the rise, partly due to seasonal movement of fresh food as well as temporary
pressures placed on the protein market. Despite these short-term risks, we refrained from changing our
core dynamic forecasts, which should shift from the current high of 4.5% to 4.7% by the end of the year,
in 3-month annualized metrics. It is important to note that this acceleration of core inflation may lead to
inflation levels that would be still consistent with the “appropriate” level mentioned in recent Central
Bank communication.
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Brazil’s domestic economic picture remains unchanged this month. . If inflation data on the one hand is a bit
more pressured in the short term, especially food and fuel, on the other hand, we see some exchange rate-
appreciation that, if sustained, will mitigate pass-through from wholesale prices to consumer prices. In turn,
economic data post-truck driver’s strike continues on a sluggish growth trend and idleness remains high. Both
movements were subtle and the data seem consistent with our baseline scenario.

We believe that the outlook for the 2019 reform agenda is more significant to determine the price of
Brazilian assets in the short term – especially country risk and the exchange-rate. In a reforms environment,
the BRL could appreciate more and monetary normalization would likely materialize some point during 1H2019,
depending on the degree to which reduced fiscal uncertainty could drive investment and economic growth.
Obviously, an environment of increased uncertainty about the reforms would be associated with a higher risk
premium, weaker BRL and a less benign inflationary dynamic, with worsening forecasts and interest rate hikes
in early 2019 or even in 2018, depending on the magnitude of asset depreciation.

Regardless of this more structural debate, recent inflation data has taken a slight turn for the worse. This
deterioration reflects the rise in international oil prices and its impact on domestic fuel prices. Food prices have
also been on the rise, partly due to seasonal movement of fresh food as well as temporary pressures placed on
the protein market. Despite these short-term risks, we refrained from changing our core dynamic forecasts,
which should shift from the current high of 4.5% to 4.7% by the end of the year, in 3-month annualized metrics.
It is important to note that this acceleration of core inflation may lead to inflation levels that would be still
consistent with the “appropriate” level mentioned in recent Central Bank communication.

There have been some recent elements of improvement with respect to the balance of risks for inflation. The
probability of maintaining the red band (in consumer electricity prices) in December decreased, as well as the
potential for price increases due to uncertainties generated by shipping prices. Another significant risk –
exchange rate pass-through to consumer prices – has remained very close to the historical pattern for the
industry thus far, especially for intermediate goods. Although the level of idleness tends to limit the potential
for pass-through of this shock to the end consumer, we should see some pressure in the coming months. We
believe the bullish risk (with respect to the base scenario) depends on (i) the magnitude of the primary shock
and (ii) anchoring of expectations. Pass-through to consumers may be limited if the first risk diminishes, that is,
if we continue to see movement in terms of exchange rate appreciation, given the sluggish demand
environment. If the expectations also remain anchored, the incentive for pass-through to the consumer
remains contained.

Economic scenario evolves in line with our forecasts in September.

Source: Bradesco

Chart 1: average of the cores, annualized and seasonally adjusted
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However, financial assets remain volatile, and only when these parameters become more stable will agents
incorporate this information in their future decisions on production, consumption and price formation.

With respect to the economy, we maintain our GDP forecast for 2018 at +1.1%. Recent data has been
consistent with our expectations of subdued growth – we forecast GDP growth of only 0.3% in the third
quarter. Even employment data, which showed improvement in recent releases, were once again influenced by
the increase in the self-employed, repeating what occurred in 2017, and that may be reverted in the coming
months. In fact, it seems that the loss of traction in business and consumer confidence will likely limit a stronger
expansion rate for consumption and investments, as long as the unclear economic agenda persists through the
coming months.

The BRL made significant gains. The currency strengthened from about BRL/USD 4.15 in late August to
BRL/USD 4.00 by the end of September, and to BRL/USD 3.90 in the last few days. In recent weeks, part of the
improvement was associated to a reduced risk perceptions in the external scenario, especially regarding
emerging countries. Brazil’s external accounts remain favorable, with a low current account deficit and strong
foreign direct investment inflows. That means that despite significant recent portfolio outflows, firms have
been able to rollover external debt maturities with relative ease and the growth of the direct investment flows
suggest a sense of normality. We forecast a year-end exchange-rate of BRL3.90/USD in 2018 and BRL3.80/USD
in 2019. Importantly, the outlook for the reforms agenda will remain a critical determinant for the currency in
the coming months.

Finally, the latest fiscal data suggests Brazil will meet the primary fiscal deficit target. Higher oil royalty
revenues and lower spending with subsidies have helped the Central Government out perform the fiscal target
– we forecast a year-end primary fiscal deficit of BRL 140bn. As for the fiscal balance of the consolidated public
sector, local governments have accumulated a surplus of BRL 14.8bn YTD, helping to lower the overall primary
fiscal deficit to BRL135bn (below the target of BRL 161bn). However, non-recurring revenue cannot resolve the
medium-term difficulties that remain. A scenario of stronger economic growth may help boost revenue, but the
difficulty in cutting spending to meet the spending growth cap remains and will likely worsen in light of growth
in social security spending. In fact, to meet next year’s target, the new administration will have to cut BRL 15
billion in discretionary spending.

In short, we believe that the economic scenario evolved in line with our expectations. Looking forward, the
outlook for the economy and asset prices will become increasingly dependent on next year’s economic policy
and reforms agenda.

Source: Bradesco

Chart 2: economic indicators
(seasonally adjusted)
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The external environment has become more complex and challenging in the last few months, requiring
monitoring on several fronts, especially trade tensions, conducting economic policy and asset prices –
especially currency – in the context of U.S. interest normalization. Regardless, appropriate responses by
emergent market policymakers and a slight easing of trade tensions provided a relief to global markets in
September. We still believe that major medium-term discomforts are present, such as the current deceleration
of most economies, the European political environment, the conflict between the U.S. and China and the recent
oil price increases, as well as the widening of U.S. treasury yields.

Below is a list of discussions relevant to the global scenario. Some are evolving in a more favorable manner,
others still with a potential for aggravation or with doubts that will endure in the medium term.

The appropriate response by policymakers in various countries help explain Brazilian asset prices last month.
In fact, asset prices in emerging economies recently experienced a certain relief in the global markets. On the
one hand, there is a consensus that part of the risks regarding the trade war and the slowing global economy
has already been priced in. On the other hand (and perhaps more importantly), emerging countries have
enacted firmer policy responses to risks arising from inflationary pressures (associated to currency
depreciation) and tighter global liquidity conditions, such as rising U.S. interest rates. These more emblematic
responses started with the 625bps interest rate hike by Turkey on September 13, taking market expectations by
surprise. Russia followed embarking on a monetary tightening cycle as a preventive measure, reacting to the
increased inflation expectations for 2019. Other central banks, such as those of Indonesia and India, are also in
an upward interest rate cycle, acting in a preventive manner. Although South Africa has not increased interest
rates, the country strengthened its discourse in its last monetary policy decision. Argentina announced more
aggressive fiscal and monetary measures following its deal with the IMF, along the same lines as Turkey’s
announcement of more audacious fiscal targets. As such, these more appropriate economic policy reactions
from emerging economies were instrumental for recent recovery in the asset prices of these countries. This
also favored the return of portfolio flows for these countries, which led to appreciation of their currencies.

Economic activity indicators reinforced the divergence of growth between the U.S. and other countries,
without a significant worsening at the margin. The U.S. economy remains strong, with projected growth of
3.3% in this third quarter. This should mean expansion for the year at slightly over 3% and the employment
rate should continue its downward trend. At the same time, signs of more widespread slowing are mounting:
background indicators were pointing to slight weakening of the economic activity, both in emerging and
industrialized countries (excluding the U.S.). We have been noting a more recent loss in the rate of global
exports, shown in the chart below (confirmed by the drop in export orders from Asian countries) and, at the
margin, expectations for growth of the GDP both in 2018 and 2019 have been lowered. The collection of
market estimates in the following table shows this movement achieved in recent months.

Under this positive context for the U.S. economy, the Federal Reserve signals continuity in the gradual
normalization of interest. It is worth mentioning, however, that the central bank withdrew the qualification
that the monetary policy “remains at an accommodative level” in its latest communication. Chairman Powell
also maintained that the projections of the FOMC for the 2020 interest rate (median of 3.4%) are very
uncertain, indicating that they should be viewed with caution as an indication of the interest rate at the end of
the current tightening cycle. Our forecast remains that this cycle will close at a level close to neutral of 3.0% at
the end of 1Q19. This will be the moment when economic activity will already be more moderate, due to the
reduced effects of the fiscal expansion and short-term benefits from recent trade measures.

Challenges in the foreign scenario remain present, but tensions have waned a bit
recently.
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Table 1: Median of the GDP forecasts – selected countries

Source: Bloomberg, Bradesco

Chart 1: Global export variation year-over-year, in quantity

Source: CPB Netherlands Bureau for Economic

Among the positive advances in the last month, we can also highlight a slight relaxation of trade tensions

with respect to some countries: Mexico and Canada entered into an agreement with the U.S. to form a “new

Nafta” (USMCA) while South Korea and Japan agreed to move forward in bilateral treaties. On the other

hand, relations between the U.S. and China remain tense, with threats that the new tariffs will become

effective by the end of this year (after increasing tariffs by 10% over USD 200 billion in U.S. imports from

China). North American demands on China are complex and extrapolate the trade issues (with questions on

intellectual property rights, technology transfer, reduction of subsidies and investment reciprocity). Under the

understanding that this agenda is unlikely to be addressed in the short term, the escalation of tensions

surrounding negotiations between the countries should continue to grow over the next few months, with a

high likelihood that the entire trade scenario will be taxed. The trade environment should continue to benefit

short-term U.S. economic activity, but have harmful effects on activity throughout the rest of the world and,

especially, of China and countries more open to world trade (concentrated in Asia and Europe). In fact, as

already mentioned, deceleration is already being noted in industry and global trade, resulting from all this

tension and measures applied since the beginning of 2018.

jan/18 mar/18 sep/18 jan/18 mar/18 sep/18

World 3.76 3.75 3.85 3.82 3.63 3.71 3.63

Developed 2.31 2.25 2.44 2.37 1.95 2.10 2.10

United States 2.27 2.55 2.80 2.90 2.15 2.40 2.50

United Kingdom 1.79 1.35 1.50 1.30 1.40 1.50 1.50

Euro Zone 2.33 2.10 2.40 2.03 1.80 2.00 1.80

Japan 1.71 1.30 1.30 1.10 1.00 1.00 1.10

Other developed countries 2.52 2.39 2.52 2.51 2.13 2.22 2.24

Emerging 4.77 5.10 5.12 5.13 5.15 5.15 5.01

China 6.86 6.45 6.50 6.60 6.20 6.20 6.30

Brazil 1.00 2.50 2.67 1.50 2.50 2.70 2.44

India 6.74 6.70 6.70 7.40 7.40 7.40 7.40

Other emerging countries 2.08 3.25 3.20 2.99 3.34 3.31 2.86
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In Argentina, a new monetary regime and support from the IMF may alleviate market concerns. The new
monetary regime debuted in this first week of October. On the first day, the Central Bank auctioned the new
LELIQ liquidity bills to banks with a cutoff rate of 67% and maximum rate of 72%. Under the new regime, the
Central Bank will target monetary aggregates directly and the interest rate becomes endogenous, determined
by the demand for pesos. At least for now, the Argentine peso has not reached the level at which the
monetary authority indicated it would sell up to USD 150 million per day, without sterilizing the monetary
impact. High inflation rates are expected for September and October, reflecting the effects of the recent
currency depreciation. But the expectation is that the monetary contraction associated to the new regime can
contain or even appreciate the peso, in addition to slow inflation. The success of the new Argentine measures
–supported by the IMF – may be an important factor to strengthen confidence of the international markets in
the emerging markets as a whole.

Despite more favorable short-term signs, there are sources of tension and concern or downward risks to
global economic activity that need to be monitored from now on. Among them, we highlight the current
situation of the Chinese economy (with uncertainties related to conducting economic policy), the fiscal
situation in Italy and the pressure coming from oil prices.

The Chinese economy has been gradually slowing since the beginning of the year. This downturn is mainly
due to the current deleveraging process underway, more rigid control of local government finances,
reduction in the installed capacity and more rigorous environmental policies. In parallel, the trade conflict
with the U.S. began and materialized in the second quarter, when China began to make use of internal stimuli,
by way of compensation for possible loss of exports. However, after three major rounds of stimuli – both
monetary and fiscal – in May, July and late last month, the economic response has fallen short of expectations.
We believe that the economy will take a little longer to react, given the deleveraging that has not been
completely neglected. Infrastructure will ensure that this reaction is less intense. At the same time, we believe
that the tensions with the U.S. should extend for quite a while, which increases the challenges to conducting
the Chinese internal policy. As such, the slowing of the country’s economy may be interrupted in the coming
months, but we do not expect a strong recovery, which imposes a downward bias to estimates for the GDP for
this year and the next (now at 6.5% and 6.3%, respectively).

Chart 2: Chinese GDP (annual change)

Source: Bloomberg, Bradesco
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In addition to the slowdown of the European economy, concentrated in industry, the delicate fiscal situation
in Italy is causing a stir, which continues to grow at a slower pace than the rest of the region. Italian public
debt, over 130% of the GDP, gained special attention from investors last month, with the government
announcing a fiscal deficit of 2.4% of the GDP – well above the level needed to stabilize the debt-to-GDP ratio
(approximately 1.8%). Furthermore, the initial announcement did not stipulate if the government would
commit to reducing this deficit in the next three years. This deficit, on the other hand, left room in the budget
to raise spending and reduce government revenues that would enable the new coalition to implement some of
its campaign promises, such as a minimum income for those receiving less than €780, minimum pension and
tax cuts. This announcement, still lacking further details, resulted in a significant worsening of the country’s
perception of sovereign risk. It is worth mentioning, however, that at the beginning of this month – in an
attempt to reduce the chatter from the first announcement – the government clarified that it remains
committed to a path of deficit reduction for the coming years (-2.1% in 2020 and 1.8% in 2021), suggesting a
gradual drop in the debt-to-GDP ratio. In our opinion, the European Commission will likely recommend that
Italy adopt a faster fiscal adjustment.

The looming deadline for Brexit negotiations is another key issue for investors. Reflecting the political
tensions in the UK, uncertainty regarding the final conditions under which the U.K. will leave the European
Union persists.

Finally, oil prices began to rise again last month, along with increased concerns on the sanctions imposed on
Iran (which take effect on November 4). So far, other OPEC members, especially Saudi Arabia, have
compensated supply cuts by other OPEC members facing production restrictions. However, at a recent
meeting, the group showed little concern regarding the decline in Iranian supply and was not predisposed to
offset this by increasing output. That may result in a tighter oil market in the coming months, with supply and
inventories falling. At the same time, the expected U.S. supply has been slowly revised downwards. Even if
current growth levels are sustained, the additional increases are becoming smaller. In short, without the OPEC
expanding supply, prices may remain at a higher level, above USD 80/barrel (Brent).
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Macroeconomic Projections (2015 – 2019)

(1) According to the National Survey by Continuous Household Sample (Continuous PNAD). Data prior to 2012 are from the extrapolated series.

2015 2016 2017 2018* 2019*

DOMESTIC ACTIVITY, INFLATION AND INTEREST RATES

GDP (%) -3.5 -3.6 1.0 1.1 2.5

  Agriculture (%) 3.6 -6.6 13.0 0.0 3.5

  Industry (%) -6.3 -3.8 0.0 1.5 2.7

  Services (%) -2.7 -2.7 0.3 1.0 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 3.5 6.0

  Exports of goods and services (%) 6.3 1.9 5.2 4.5 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 7,040 7,609

GDP (US$ billion) 1,801 1,796 2,065 1,919 2,104

Population (million) 204.5 206.1 207.7 209.2 210.7

Per Capita GDP (US$ - current prices) 8,808 8,713 9,945 9,175 9,987

Industrial Production - IBGE (%) -8.3 -6.4 2.5 1.5 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 4.40 4.25

WPI - IGP-M - FGV (%) 10.54 7.17 -0.50 8.10 4.26

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 7.2

Real Interest Rates - Selic (12-month - %) 2.4 7.3 6.8 1.9 2.8

EXTERNAL ACCOUNTS AND FX

Trade Balance (US$ billion) 17.7 45.0 64.0 60.4 61.1

  Exports (US$ billion) 190 184 217 237 249

  Imports (US$ billion) 172 139 153 176 188

Trade flow (exports + imports) (% of GDP) 20.1 18.0 17.9 21.5 20.8

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

Current Account Deficit (% of GDP) -3.3 -1.3 -0.5 -0.5 -0.4

Foreign Direct Investment (US$ billions) 75 79 70 70 72

FX  - end of period  (R$ / US$) 3.90 3.26 3.31 3.90 3.80

FX - yearly average (R$ / US$) 3.33 3.49 3.19 3.67 3.62

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

Total Medium and Long term External Debt (US$ billion) 335 321 318 324 331

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 -133 -95

Primary Surplus (% of GDP) -1.9 -2.5 -1.7 -1.9 -1.2

Gross Public Debt (domestic and external) (% of GDP) 65.5 70.0 74.0 75.7 76.5

Net Public Debt (domestic and external) (% of GDP) 35.6 46.2 51.6 53.3 54.1
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International indicators (2015 – 2019)

International indicators – Latin America (2015 – 2019)

p: (estimate); nd – not available
Source: IMF, Bradesco

2015 2016 2017 2018* 2019*

GDP
World 3.5 3.2 3.8 3.8 3.7
Developed markets 2.3 1.7 2.3 2.3 1.9

  United States 2.9 1.5 2.3 2.9 2.2
  Euro Area 2.1 1.8 2.3 2.0 1.7
  United Kingdom 2.3 1.9 1.8 1.3 1.5
  Japan 1.4 0.9 1.7 1.0 0.5

Emerging markets 4.3 4.4 4.8 4.8 4.9
  China 6.9 6.7 6.9 6.5 6.3
  Latin America 0.3 -0.6 1.3 1.7 2.7

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 (%) 2.7 -1.8 2.9 -1.5 0.5

  CPI (%) 26.9 41.0 24.8 40.0 25.0

  Interest rate (%) 33.00 24.75 28.75 50.00 35.00

  ARS/US$ (end of period) 12.93 15.90 18.60 50.00 60.00

Brazil

  GDP (%) -3.5 -3.6 1.0 1.1 2.5

  CPI (%) 10.7 6.3 2.9 4.4 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 3.90 3.80

Chile

  GDP (%) 2.3 1.3 1.5 3.5 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) 709.0 671.0 615.0 630.0 640.0

Colombia

  GDP (%) 3.1 2.0 1.8 2.8 3.5

  CPI (%) 6.8 5,8 4.1 3.5 3.2

  Interest rate (%) 5.75 7,50 4.75 4.25 5.50

  COP/US$ (end of period) 3,174 3001 2,984 3,000 3,100

Mexico

  GDP (%) 3.3 2.9 2.0 2.3 2.5

  CPI (%) 2.3 3,2 6.8 4.0 3.5

  Interest rate (%) 3.25 5,75 7.25 8.25 7.50

  MXN/US$ (end of period) 17.2 20,7 19.7 20.0 20.0

Peru

  GDP (%) 3.3 4.1 2.5 3.7 3.8

  CPI (%) 4.4 3,2 1.4 2.0 2.0

  Interest rate (%) 3.75 4,25 3.25 2.75 4.00

  PEN/US$ (end of period) 3.41 3,36 3.24 3.30 3.35
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