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Brazil: Recovery of the economy becomes consolidated, while inflation
remains stable

o Continuing positive news with the performance of economic activity. In addition to last quarter’s
surprising GDP, a wider set of indicators for the third quarter confirms a steady recovery trend, despite the
fact that FGTS no longer affects the economy. Thus, we have revised our growth outlook for this year,
from 0% to a high of 0.7%. For 2018, our growth outlook has risen from 2.0% to 2.5%.

o Despite signs of resumed consumption, the downward surprises with inflation persist, which has led us
to revise this year’s IPCA to a high of 3.0%, up from the previous estimate of 3.4%. For next year, we
have revised the estimate to 3.9%. The positive developments of this year’s agricultural harvest have
been confirmed in a shock of favorable supply, implicating in food prices persistently below the expected
levels; however, low inflation has been disseminated in all components.

o This scenario of low inflation, moderate growth of the economy and the Central Bank communication
led us to revise the end-point of the Selic rate to 7.0%. Although the economy has been gaining some
traction and real interest rates are below the neutral interest rate, the limited risks for 2018 inflation
should force the Central Bank to continue cutting down the interest rate. However, the monetary policy
gap begins to take effect, and the composition of growth (with low investment and strong consumption)
could increase inflation in some quarters, although this seems to be a scenario typical for 2019.
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Global Scenario: Solid and widespread global growth across the board

o Global economy data points towards solid growth worldwide, with an annualized rate around 4% for the
second consecutive quarter. This is the highest growth rate since the 2008 crisis aftermath scenario in
2009, with fiscal and monetary expansion across the board.

o The most important aspect of this scenario has been consistent prospects regarding positive growth and
lower inflation. The combination between these two illustrates the global economy’s positive scenario.

o Emerging markets still show moderate performance compared to historical data, despite the gradual
improvement in some countries. The expected downturn in China hasn’t happened and the country can
actually reach a growth rate slightly over 6.6%. The latest PMI data not only rule out more negative
scenarios, but indicate positive momentum for both industry and the services sector in August.

o We now have better chances of seeing a global growth rate around 4% for the next few years, compared
to the low growth (2.5% to 3%) recorded since the 2008 crisis. Although it is unlikely that we will be able
to recover the growth rates recorded before 2008 (around 5%), considering the advance of the per capita
GDP in emerging countries and the lower probability of a recurring commodity and credit expansion cycle,
it is important to emphasize that we have seen surprisingly positive results when it comes to growth
recovery.
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Continuing positive news with the performance of economic activity. In addition to last quarter’s surprising
GDP, a wider set of indicators for the third quarter (sales of building materials, vehicle registration, sales in
commerce, industrial production, low inventories) confirms a steady recovery trend, despite the fact that FGTS
no longer affects the economy. Thus, we have revised our growth outlook for this year, from 0% to a high of
0.7%. This estimate is compatible with a slight increase of the GDP in the third quarter, up 0.5% in the last
quarter of the year. For 2018, our growth outlook has risen from 2% to 2.5%.

Qualitatively, this growth is consolidated in high household consumption, which is the first step for
investments to grow. It is true that the investment growth rate will depend on the business environment
prevailing in the coming years, and how fast idleness will be reduced. However, final demand is stabilizing at a
level greater than what was expected a few months ago, which could lead to a gradual resumption of
confidence and investment plans, whose levels are quite reduced, just enough to cover the depreciation of
capital. Nevertheless, even with a low level of utilization capacity, the scenario is distinct among the various
sectors, and we have seen an increasing number of anecdotal reporting resumed procurement and increased
working hours. The level of employment in the economy is already adjusted to production and begins to grow,
which led us to revise downwards the unemployment rate expected for this year as well as next year.

This growth is reflected in a similar manner in the credit market, with favorable performance in the
individual portfolio and legal entity procurement. In recent months, we have noticed more consistent signs of
resumed individual credit. Despite seasonal effects, loans granted increased at an annual rate of 18% in the last
six months. This resumption was driven by secured lines, which YTD are 25% higher than in the same period last
year. We believe that families are already advanced in the deleveraging process, especially due to the
precautionary savings generated in recent years and, more recently, due to increased real income and
employment. We believe that the easing of monetary policy and lower ongoing fees for final borrowers should
further alleviate the income commitment in coming quarters, contributing with the process of resumed
consumption. On the other hand, legal entity performance is still weak, which should respond to the
resumption of activity and show clearer signs of recovery only at the end of the year. As a result, we expect the
total amount of credit available to grow 1.2% this year and 5.5% in 2018.
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Chart 1 – Annual GDP Growth

Source: IBGE, Bradesco
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Despite signs of resumed consumption, the downward surprises with inflation persist, which has led us to
revise this year’s IPCA to a high of 3.0%, up from the previous estimate of 3.4%. For next year, we have
revised the estimate to 3.9%. The positive developments of this year’s agricultural harvest have been
confirmed in a shock of favorable supply, implicating in food prices persistently below the expected levels.
Therefore, we have adjusted our food at home inflation expectations from a 1.5% deflation to a 2.7%
decrease). In addition, the development of economic activity and corresponding gap on price formation, along
with the anchoring of inflation expectations continue to translate into a widespread disinflationary trend. Thus,
we have also adjusted our forecast for good inflation prices, from a 0.5% deflation to a 1.0% decrease.
Additionally, our inflation forecast for miscellaneous items were adjusted from a high of 3.5% to 3.0%,
indicating that low inflation has been widespread in all components. Inflation on services, for example, has
reached its lowest level since 2007. Low inflation tends to reach low inertia for next year, which along with the
idleness of the economy and gap in foreign accounts, produces a low-risk scenario for 2018.

A crucial aspect for the lack of concern regarding inflation derives from our assessment of the behavior of the
exchange rate. We expect a rate of BRL/USD 3.10 by the end of the year, and BRL/USD 3.20 next year. We
believe that country risk premiums will remain relatively stable and external scenario to remain at least
reasonable for asset prices in emerging markets. Different vectors have affected the exchange rate in recent
months. Among domestic vectors, we highlight the strength of the foreign accounts representing strong trade
balances and very low trade deficit, largely financed by direct investments. The high volume of foreign reserves,
the low stock of foreign exchange swaps held by the Central Bank and an adequate foreign liability profile
round out the solid condition of external accounts. In addition, the 5-year CDS (risk premiums) have returned to
under 200 points (reflecting the global environment, signs of economic recovery and a less uncertain political
environment) and the terms of trade improved again at the margin. Meanwhile, the external scenario favorable
for emerging asset prices materializes due to the weakening of the dollar exchange rate, as well as the low
historical level of the VIX index (measure of risk) and wide global liquidity, reflecting the strong demand for
assets from emerging countries.

Chart 2 – IPCA Components
(accumulated change in 12 months)

Source: IBGE, Bradesco
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This scenario of low inflation, moderate growth of the economy and the Central Bank communication led us
to revise the end-point of the Selic rate to 7.0%. Although the economy has been gaining some traction and
real interest rates are below the neutral interest rate, the limited risks for 2018 inflation should force the
Central Bank to continue cutting down the interest rate. However, the monetary policy gap begins to take
effect, and the composition of growth (with low investment and strong consumption) could increase inflation in
some quarters, although this seems to be a scenario typical for 2019. The more permanent drop in structural
interest rates still depends on the advancement of social security reform and measures to improve economic
flexibility. However, we must recognize that inflation is low in many countries despite the resumed growth and
high employment levels worldwide, which leads us to wonder whether interest rates in Brazil could drop and
remain low longer than currently anticipated, partially replicating what has been observed in other economies
that experienced strong recessions. For now, we believe that this diagnosis is still very premature, and that if
the Central Bank decides to test lower interest levels, it will do so gradually over the next year.

Finally, in relation to the fiscal scenario, the worsening in the targets for the primary deficit was reflected in
the increased risk due to the expectation of lower interest rates and stronger growth. We expect a BRL 159
billion deficit in 2017, where revenues still reflect a gradual GDP growth and expenditure below the ceiling. In
fact, in order to achieve this result, some factors must be observed by the end of the year, such as increased tax
collections with fuel PIS/Cofins and Refis. However, for the next year, the recovery of the activity and the drop
in interest rates favor a nominal result better than expected before the fiscal targets were revised. In addition,
the privatization and concession plan presented recently by the Government should generate additional
resources in 2018. This way, and with the constraint of spending ceiling, we believe that next year's deficit
could even be slightly lower than the target, at around BRL 155 billion. However, this circumstantial scenario of
low interest rates and increased growth does not affect the challenge of complying with the spending ceiling in
the medium term, for which the social security reform is still a crucial factor.
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Global economy data points towards solid growth worldwide, with an annualized rate around 4% for the
second consecutive quarter. This is the highest growth rate since the 2008 crisis aftermath scenario in 2009,
with fiscal and monetary expansion across the board. Unlike the sharp albeit temporary recovery pace in 2009,
the current growth is built upon much more solid foundations. Monetary policies have maintained an
expansionist approach, without adding or advancing QEs as was the case until 2015, for example. The
accelerated growth without any new stimuli may indicate that there are some underlying structural factors
supporting this recent recovery.

Under the same expansionist conditions, an overall improvement among companies, households and banks
could help leverage growth. Moreover, overcoming some economic and political tail risks also leads economic
agents to adopt less cautious actions over time. The higher level of confidence among companies and
consumers in developed economies has become even more evident. Unemployment in the U.S. and Europe has
dropped sharply and consistently for several quarters; corporations have progressively shown better results;
and, after a drawn out period with investment and productivity at a standstill, these indicators are also showing
the first signs of recovery.

The fact that inflation has also behaved well throughout this process of economic recovery is just as
important. After the looming threat of a spike in prices and wages in the U.S. earlier in the year, with the CPI
reaching 2.7% in twelve months, inflation slowed to 1.7%. If inflation stays within the Fed’s target for the next
few months, the CPI would end the year under 1.5%, which could lead the Fed to adopt a more gradual
approach regarding the interest rate normalization process in the coming months, ultimately mitigating the risk
of a tighter global liquidity in the short term. Discussions at the FOMC have intensified in recent months. After a
near consensus in recent years that the Phillips Curve was more horizontal (where inflation was less sensitive to
the drop in unemployment rates), the debate shifted to the possibility of a positive supply shock, which could
hold down the inflation for a longer period of time, partially replicating the phenomenon witnessed in the
second half of the 1990s. Therefore, the Fed will most likely take its time to normalize interest rates until 2018,
which prompts us to review our forecast regarding the number of interest rate increases from 4 to 3 until the
end of next year.
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The most important aspect of this scenario has been consistent prospects regarding positive growth and
lower inflation. The combination between these two illustrates the global economy’s positive scenario, as
shown in the chart below. The chart compares the shift in expectations (from the end of the first quarter until
today) regarding growth and inflation, revealing diverging trends: upward growth prospects for most countries
and downward inflation estimates.

Eurozone indicators support this scenario. Regarding sector composition, the industry’s performance has stood
out. While the service PMI dropped from 56.2 to 55.2 in the last three months, until August, industry
accelerated from 56.6 to 57.1. Even if the drop in services can hold back overall economic recovery, these
results are still positive compared to the more moderate growth estimates for the third quarter. Meanwhile,
inflation remains very well behaved. Although the core inflation showed a slight acceleration between June and
August – averaging 1.2% compared to 1.0% in the previous quarter –, the rate remains well below ECB’s 2.0%
target. Therefore, we expect the ECB to extend its asset purchase program in 2018, in line with the current
rhetoric of prudence, patience and persistence regarding the monetary policy.

Emerging markets still show moderate performance compared to historical data, despite the gradual
improvement in some countries. The expected downturn in China hasn’t happened and the country can
actually reach a growth rate slightly over 6.6%. The latest PMI data not only rule more negative scenarios out,
but are a positive indication for both industry and the services sectors, confirming the positive growth trend in
the third quarter. Other Asian countries (such as India and Taiwan) have gained momentum. Some Latin
American countries have also started to show more evident economic acceleration, especially Argentina and
Brazil.
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In general terms, global growth has not only reached a steadier pace, but also started to spread across
different regions and countries worldwide. The standard deviation of growth for a sample of 50 countries is at
the lowest level of the historical series (more homogeneous growth among countries), indicating that the
current recovery is not limited to a few countries; and there is a certain convergence of pace among developed
and emerging countries, unlike what was seen before the 2008 crisis. Although it is unlikely that growth will
return to the levels of before 2008 (around 5%), considering the advance of the per capita GDP in emerging
countries and the lower probability of a recurring commodity and credit expansion cycle, we now have better
chances of seeing a global growth rate closer to 4% for the next few years, compared to the low growth (2.5%
to 3%) recorded since the 2008 crisis.

Chart 6 – Standard deviation of global GDP (sample of 50 countries)
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