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o The last few weeks have been marked by a downturn in emerging assets. This time, however, the
slump was not triggered by new episodes of trade and geopolitical tensions or additional interest rate
hikes in the U.S. or any other developed country. Until July, these were the two main elements
bolstering USD strength. In our opinion, the reason for this increased risk aversion towards emerging
markets is not linked to any specific factor, but rather to an increased level of overall sensitivity among
investors towards these economies. So far, the U.S. has benefited from this new scenario, holding a
growth rate over 3.0% in recent quarters while the slowdown in weaker emerging economies and some
Asian economies that are more open to foreign trade becomes increasingly apparent.

o Despite the lack of a specific triggering event for the recent downturn in emerging asset prices, all of
the risk factors seen in recent months are still in play. Despite the recent trade deal between the U.S.
and Mexico, there have been no signs of eased trade tensions between Washington and China, Canada,
and others. Trade tensions have led to higher uncertainty regarding a more dramatic slowdown of the
Chinese economy and of countries with high trade exposure to China. All of these factors suggest that the
U.S. will continue to normalize its monetary policy, given the strong growth in domestic activity and
gradual acceleration of inflation. In addition, the fiscal policy debate in Italy and Brexit represent
additional risks to be closely monitored over the next few months.
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Conditionalities of the Brazilian economic outlook

New signs of weakness among emerging markets reveal a new global challenge

o Emerging economies continued to face a challenging global environment in August. The month was
marked by worsening financial conditions across these economies, despite the absence of a specific
triggering event. In a context of increased uncertainty, we have adjusted our year-end exchange rate
estimate to BRL/USD 3.90. The external environment will remain challenging over the next few months,
which, combined with local factors, point toward a more depreciated exchange rate than previously
expected. The country’s external accounts remain positive, with a currency flow above USD 20 billion and
a virtually complete foreign debt rollover in the year, besides the lower current account deficit, high
foreign investment and reserves. If reforms are adequately addressed next year, these basic conditions
will likely prevail and ultimately translate into the currency strengthening from current levels. However, if
the reforms are pushed aside, external accounts will not be able to avoid a downturn in nominal
anchoring and economic expectations, which may lead to an even greater depreciation of the exchange
rate, subsequently affecting inflation and the interest rate as well. Therefore, we will likely see increased
volatility during this transition period until the new economic agenda is revealed.

o Worsening financial conditions takes a toll on growth and brings an opposite impacts for inflation.
Regarding economic activity, we have maintained our 1.1% GDP growth forecast for 2018, but tightened
financial conditions could hold back growth over the next few quarters.

o We have raised our IPCA forecast to 4.4% in 2018, against this backdrop of a weak currency. The higher
yield curve, although not accompanied by worsened inflation expectations, implies an additional
downturn or a slow pace of economic recovery, pushing inflation down. The exchange rate depreciation,
in turn, has more immediate effects.
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Emerging economies continued to face a challenging global environment in August. The month was marked
by worsening financial conditions across these economies, despite the absence of a specific triggering event.
The Brazilian currency plunged from BRL/USD 3.70 in late July to around BRL/USD 4.15 in the last few days –
depreciating more than 10% in just one month. We believe that both the international and domestic scenarios
contributed to this result. The worsened risk perception in the external environment, mainly due to the higher
aversion to emerging countries with external or fiscal weaknesses (such as Turkey and Argentina), affected the
asset class as a whole. On the domestic side, uncertainties surrounding which economic policies will be in place
next year, particularly regarding the reforms needed to regain fiscal balance, have helped push down local asset
prices.

In a context of increased uncertainty, we have adjusted our year-end exchange rate estimate to BRL/USD
3.90. We believe that the external environment will remain challenging over the next few months, which,
combined with local factors, point toward a more depreciated exchange rate than previously expected. The
country’s external accounts remain positive, with a currency inflow above USD 20 billion and a virtually
complete foreign debt rollover in the year, besides the lower current account deficit, high foreign investment
and reserves, placing the country in a more favorable situation when compared with weaker emerging
economies. Therefore, if reforms are adequately addressed next year, these basic conditions will likely prevail
and ultimately translate into the currency strengthening from current levels. However, if the reforms are
pushed aside, external accounts will not be able to avoid a downturn in nominal anchoring and economic
expectations, which may lead to an even greater depreciation of the exchange rate, subsequently affecting
inflation and the interest rate as well. Therefore, we will likely see increased volatility during this transition
period until the new economic agenda is revealed.

This scenario affected not only the exchange rate, but also yield curves, which ultimately affect monetary
policy transmission. Worsening financial conditions take a toll on growth and pressure inflation. Regarding
economic activity, we have maintained our 1.1% GDP growth forecast for 2018, but tightened financial
conditions could hold back growth over the next few quarters. BRL depreciation, the steeper yield curve, and
the waning confidence of business owners and consumers may weigh on consumption and investment –the
main drivers of growth. This financial tightening adds another element of risk to the prospects of economic
recovery in the near future.

Conditionalities of the Brazilian economic outlook

Source: Bloomberg, Bradesco

Chart 1:  Brazilian Real and its main peers 
(base index 100 = 05/02/18)
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Similarly, there are still no signs of improvement in employment data and the unemployment rate remains
high – which translates into contained nominal and real yields. This scenario reinforces our expectations for
moderate economic growth in the second quarter. In fact, the latest data suggest yet another moderate
transition between the second and third quarters: we expect the GDP to grow 0.2% and 0.6% in the third and
fourth quarters, respectively.

However, some sectors that have showed positive performance, despite the backdrop of a sluggish recovery
– this was the case for automobile, truck and real estate sales, while the loan and capital markets also posted
improving numbers. In addition, PIS/Pasep fund withdrawals could have a slight positive impact on
consumption at the end of the year. Driven by higher revenues, public finances have also shown unexpectedly
positive results, reflecting the government’s efforts to curb spending as well as some effects of the reforms that
have been implemented since 2016, which include the long-term interest rate, the spending cap, and the
reallocation of some subsidies.

However, the intensity and continuity of these short-term positive signs in the economy and public finances
are still conditioned to lower macro risk and increased confidence in the next few months, all of which boil
down to the reform agenda. We believe that some of downturn in financial conditions could be quickly offset
just by having a consistent agenda of tax reforms ahead, which would result in a stronger recovery as the
economy rebounds from high slack and a low level of investments, ultimately recovering the cyclical portion of
the growth lost in recent years. Structural growth, in turn, will remain linked to a set of reforms on the supply
side over the next few years.

We raised our IPCA forecast to 4.4% in 2018, against this backdrop of a weaker BRL. The steeper yield curve,
although not accompanied by worsened inflation expectations, implies an additional downturn or a slow pace
of economic recovery, pushing inflation down. BRL depreciation, in turn, has more immediate effects. With the
reassessed exchange rate and the aforementioned depreciation, we adjusted some price forecasts – for
example, we expect gasoline to be 10.1% to 15.5% higher than current prices. This scenario is based on an
exchange rate of BRL/USD 3.90 and WTI oil barrel prices between USD 65 and 70/barrel. This shifted our
forecast for regulated prices up to 8.0%, while our estimated increase in market prices remained unchanged at
3.2%. This balance between activity and exchange rate led us to focus our adjustment on regulated prices,
maintaining our forecast for the exchange rate pass-through below the historical average for market prices.

Source: IBGE; (*) Bradesco forecast

Table 1: IPCA – major groups
(%, annual change)

Average 

(2010-2014)
2016 2017 2018*

Non-Monitored 5.8% 6.7% 1.2% 3.2%

Food at home 6.5% 9.4% -4.9% 3.5%

Services 7.7% 6.5% 4.7% 3.5%

Industrial Goods 0.2% 4.7% 1.1% 2.5%

Monitored 4.3% 5.5% 8.4% 8.0%

Gasoline 4.1% 2.5% 10.3% 15.5%

Household eletricity 3.6% -10.7% 10.4% 10.5%

IPCA 5.4% 6.3% 2.9% 4.4%
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It should be noted, however, that this forecast of a pass-through below the historical average naturally
depends on the intensity of the primary shock and the dissemination of expectations. As a rule of thumb, the
exchange rate pass-through has been identical to the historical average in wholesale. In our opinion, this leads
to tighter profit margins, which raises questions as to the retail segment’s ability to absorb the new exchange
rate shock. Even if the pass-through remains below the historical average, the primary shock has been building
up. This difference between wholesale and retail amounts to 5 p.p. (for every 1 p.p., the impact on the full IPCA
is 0.23 p.p.) A weak economic recovery within a context of anchored expectations has been limiting this pass-
through – which usually takes place over two to three quarters (and could still theoretically happen). If
expectations deteriorate, the pass-through could be higher despite the sluggish growth.

But there are other sources of inflation risk that must be closely monitored. These include: i) the likelihood of
a “red tariff flag 1” surcharge on electricity prices in December 2018, which could add 0.14 p.p. to our scenario
(which currently considers a yellow tariff flag); ii) shipping costs; and iii) higher wholesale food inflation –
currently, the behavior of food prices in the agricultural IPA is consistent with the IPCA coming in at 1.5 p.p.
above our base forecast (3.5% in late 2018.)

Despite the deteriorating risk balance for inflation, we believe that the optimal monetary policy response is
already in place (i.e., risk monitoring). If, on the one hand, exchange rate depreciation will lead to worsened
inflation models from the Central Bank of Brazil, higher yield curves will entail a more gradual growth,
considering that expectations remain anchored. Inflation should rise above the center of the target in the base
scenario, but tends to hover around or below the target in the market scenario. But the most important
variable is whether this scenario will hold. Since the reform agenda will only be revealed after the elections, it
does not seem right for the Monetary Policy Committee (Copom) to react by raising interest rates right now.
The anchoring of expectations itself depends much more on next year’s reform agenda than on any immediate
action that the Central Bank could take. Given the weak economic recovery, an interest rate hike would only be
warranted if the current conditions remained the same and if there were signs that inflation drivers are
prevailing and contaminating prices in a more widespread manner across the economy. The exchange rate
pass-through itself still needs more time to be monitored in a context of anchored expectations. We believe
these conditions are enough to keep the Selic rate stable at 6.5% until the end of the year.

After this period, the interest rate will be defined essentially by the reform agenda and its influence on the
exchange rate, as well as the neutral interest rate and economic growth. If the exchange rate settles at its
current level due the lingering uncertainties regarding the reform agenda, this will create the right set of
circumstances for the Central Bank of Brazil to shift its tone and anticipate interest rate hikes. On the other
hand, actions that quickly reinforce a perception of fiscal solvency tend to appreciate the exchange rate and
expedite growth. Since the exchange rate effect is felt first, interest rate hikes tend to be postponed in this
scenario. For now, we have maintained our forecasts, with GDP recovering gradually to 2.5% in 2019, with the
Selic rising to 8.0% by the end of next year.
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The last few weeks have been marked by a downturn in emerging assets. This time, however, the slump was
not triggered by new episodes of trade and geopolitical tensions or additional interest rate hikes in the U.S. or
any other developed country. Until July, these were the two main elements bolstering the U.S. dollar’s
appreciation against other currencies. In our opinion, the reason for this increased risk perception towards
emerging markets is not linked to any specific factor, but rather to an increased level of overall sensitivity
among investors towards these economies (against a backdrop of increased uncertainty surrounding trade and
geopolitical issues, biased towards slower growth and higher growth gaps between economies.) So far, the U.S.
has benefited from this new scenario, holding a growth rate over 3.0% in recent quarters while the slowdown
in weaker emerging economies and some Asian economies that are more open to foreign trade becomes
increasingly apparent.

This scenario prompted a new round of currency depreciation, interest rate hikes and increased risk
perception in these countries. The emerging economies with the most domestic weaknesses and/or with a
greater need for external funding ended up suffering the most in the period, with renewed tensions in
Argentina and Turkey, and a weakening currency in other countries such as India, Indonesia and South Africa.

The downturn in asset prices has intensified recently, but this shift in the global environment has been on
course since February, after the U.S. adopted a more protectionist stance. The most vulnerable economies,
which face balance of payments or fiscal issues or are subject to geopolitical uncertainties, were forced to react
by raising interest rates, intervening in the exchange rate market, and/or resorting to the IMF.

New signs of weakness among emerging markets reveal a new global challenge

Source: EIU, Bradesco

Table 1:  Vulnerability indicators for the major emerging markets
Estimates for 2018

Chart 1:  Change in exchange rate for selected currencies (YTD)

Source: Bloomberg, Bradesco
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Argentina -4.4 -5.6 74.6 32.9 12.7 -2.1 67.6 1.9 34.6

Turkey -6.7 -2.8 28.1 12.7 10.6 4.0 38.9 1.3 33.2

South Africa -3.6 -3.6 51.5 5.0 10.8 1.5 10.6 0.5 10.5

Colombia -2.8 -1.9 52.5 3.3 13.3 2.7 32.5 4.2 5.3

Brazil -0.5 -7.0 75.2 4.4 20.5 1.1 5.0 3.8 7.9

Indonesia -2.9 -2.6 33.0 3.8 11.8 5.2 42.0 1.3 2.8

India -2.8 -3.6 49.2 4.7 14.4 7.4 6.2 1.9 3.4

Mexico -1.7 -2.3 48.8 4.6 14.3 2.2 22.7 2.4 2.3

Philippines -1.3 -2.8 41.7 5.0 24.0 6.6 31.6 2.3 1.1

Poland -0.7 -2.0 49.0 1.8 17.9 4.6 30.4 2.0 1.2

Russia 4.1 0.3 10.2 3.1 23.0 1.7 23.7 1.6 7.8
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However, the reactions of some of these emerging markets have still not been enough to protect their
economies against a more complex external environment, considering the magnitude of their vulnerabilities.
Turkey and Argentina are two good examples of governments that have adopted insufficient economic policy
measures in response to the shift in capital inflows. Prior to the latest crisis, both economies already ranked
among the most fragile of the major emerging markets. In addition, as detailed in our publication dated August
22 (“Brazil’s fundamentals should help stave off contagion from Turkish crisis” Depec Highlight – Bradesco),
both countries were going through a classic emerging country crisis. Turkey had been stimulating its economy,
both by increasing public spending and maintaining a loose economic policy, despite rising inflation. This set of
policies ultimately resulted in a high current account deficit and skyrocketing domestic inflation. In Argentina,
the problem focused on the slow pace of tax and monetary adjustments made by the government, in an
environment of already high inflation, current account deficit, and a pressing need for external funds to roll
over foreign debt in the short term. In both cases, responses to the first phase of currency depreciation were
shy, with slow and mild interest rate hikes, minor tax adjustments and very little exchange rate intervention.

In light of this set of weaknesses and hesitation in initial responses of both countries’ governments, their
assets continued to suffer, causing their currencies to depreciate further. However, a greater source of
concern is the fact that assets from other emerging countries have also depreciated. This broader contagion
across emerging asset classes suggests that investors have become more selective. The difference between the
growth dynamics of countries, with most of the economies slowing down, along with the steady growth pace in
the U.S., creates a negative feedback loop. Capital flows are drawn to the U.S. and the lackluster response from
emerging markets to regain balance causes this process to fuel itself.

Despite the lack of a specific triggering event for the recent downturn in emerging asset prices, all of the risk
factors seen in recent months are still in play. The first is the trade war: despite the recent deal between the
U.S. and Mexico, there have been no signs of eased trade tensions between Washington and China, Canada,
and others. Trade tensions have led to higher uncertainty regarding a more dramatic slowdown of the Chinese
economy and of countries with high trade exposure to China. All of these factors suggest that the U.S. will
continue to normalize its monetary policy, given the strong growth in domestic activity and gradual acceleration
of inflation. In addition, the fiscal policy debate in Italy and Brexit represent additional risks to be closely
monitored over the next few months. Therefore, the cost of macroeconomic imbalances and slow reactions has
been rising steadily for emerging economies, highlighting the need for an economic policy response capable of
limiting contagion and mitigating the risks of this shift in the global environment.

Source: Bloomberg, Bradesco

Table 2: Median of GDP growth estimates for 2018

Jan/18 Mar/18 Sep/18

World 3.76 3.75 3.85 3.77

Developed Countries 2.31 2.25 2.44 2.35

United States 2.27 2.55 2.80 2.90

United Kingdom 1.79 1.35 1.50 1.30

Euro Area 2.33 2.10 2.40 2.10

Japan 1.71 1.30 1.30 1.00

Other Developed 2.52 2.39 2.52 2.48

Emerging Countries 4.77 5.10 5.12 5.05

China 6.86 6.45 6.50 6.60

Brazil 1.00 2.50 2.67 1.65

India 6.74 6.70 6.70 6.60

Other Emerging Countries 2.08 3.25 3.20 3.10

2017
2018
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Economic forecast (2015 – 2019)

(*) Forecast
Source: IMF, Bradesco

2015 2016 2017 2018* 2019*

DOMESTIC ACTIVITY, INFLATION AND INTEREST RATES

GDP (%) -3,5 -3,6 1,0 1,1 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)

(*) Forecast
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 6,0
  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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