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o The top story from international markets over the past few weeks has been the decrease in risk
aversion among investors, spurred by the Federal Reserve’s statement that it has several policy tools at
its disposal to handle a potential slowdown in the US economy. It is quite a departure from the end of
2018, when the main highlight on the international front was the major decline in global stock markets,
the narrowing spread on US yield curves, risk aversion, and a sharp fall in the price of oil, driven by
concern about a global economic slowdown caused mainly by US-China trade tensions and the effects of
US monetary policy normalization.

o Due to this shift in tone, we have revised our US interest rate forecast: instead of projecting another
0.25 p.p. increase in the first half of 2019, we now expect the Federal Reserve to hold interest rates at
the current 2.25-2.5% range until the end of the year.
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We expect inflation at 3.8% and the benchmark Selic rate to remain flat in 2019

Fed changes its tone, signaling that US interest rates will hold steady in 2019

o The balance of risks to inflation continued to improve, and we have lowered our year-end forecast for
the Broad Consumer Inflation Index (IPCA) to 3.8% (from 4.0%). Our forecast adjustments were focused
on food at home (from 4.5% to 4.0%) and industrial goods (from 2.2% to 2.0%), due to a decreased
chance of price shocks to these components, including: (i) the risk of higher fresh food inflation above
the seasonal average due to weather factors has not materialized; (ii) the chances of a strong El Niño
developing in the second half of 2019 have decreased; (iii) a possible African swine fever outbreak in
China has not affected other meats; and (iv) FX risks are tilted towards further appreciation of the BRL.

o Given our revised inflation forecast and this favorable balance of risks, we have adjusted our policy
rate forecast, projecting that it will end 2019 at the current level of 6.5%. Our previous forecasts had
predicted that the benchmark Selic rate would climb in 2019, based on the belief that stronger growth
expectations would allow businesses to recover their margins, but slackness in the economy and a major
downward shift in global price pressures have made this scenario increasingly unlikely. Right now, the
question is whether we should expect to see short-term cuts to the interest rate. The door to further cuts
could be opened if growth misses expectations, even as structural reforms are implemented. The longer
the gap persists, it appears that the optimal approach to monetary policy is not to keep interest rates
unchanged over a long period of time; instead, there may be room to first cut and then raise rates at a
later date, if there is a need to adjust to the new equilibrium interest rate resulting from the reforms.
However, this is not the most likely scenario at this time, but rather an alternative scenario that needs to
be monitored.
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Cyclical conditions for the Brazilian economy remain favorable, keeping our GDP growth forecast at 2.8%.
Our central scenario foresees growth picking up in 2019, driven by lower household and corporate
indebtedness, faster rates of formal job creation, steady growth in trade – which continues to be one of the
most dynamic sectors in the Brazilian economy –, increased business and consumer confidence and improved
financial conditions. In addition, low and well-anchored inflation, interest rates at historic low levels and
healthy external accounts help create a more favorable environment. Brazil will definitely need to make
progress on its reform agenda in order for these expectations to materialize – and, so far, the early signs from
the newly elected government are consistent with pursuing this agenda.

Despite expectations of stronger GDP growth, recent indicators suggest that the transition from 2018 into
2019 has been slower than predicted. Growth came in under expectations last quarter, and our first-quarter
forecast remains unchanged at 0.3%, based on the latest data. In other words, the significant improvement in
consumer and business confidence has not yet translated into effective growth, probably due to the
deterioration of domestic financial conditions between second and third quarters of 2018 and also as a result of
the global slowdown and the sharp contraction in Argentina’s economy. When we combine the expected
reform agenda with the cyclical factors mentioned above and the recent improvement in financial conditions,
we continue to bet on stronger growth in the coming months.

The credit market – another important growth driver – has printed a consistent growth trend reinforced in
recent months. Delinquency rates continued to decline and came close to historical lows, and the prospect of
interest rates holding at low levels combined with a comfortable debt-to-income ratio of households point to
stronger growth in new loans. As a result, we have revised our total loans growth forecast for 2019 up from
8.3% to 8.9%.

We expect inflation at 3.8% and the benchmark Selic rate to remain flat in 2019

Source: FGV, Bradesco

Chart 1: Confidence index – forecast for the next six months
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Source: BCB, Bradesco

Chart 2: New loans
Seasonally adjusted and deflated, in millions of BRL
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As for the exchange rate, the Brazilian real appreciated from BRL 3.90/USD in December to BRL 3.70/USD in
January, due to both global and local factors. On the external side, there was significant relief from global
interest rates due to a less restrictive stance from central banks – resulting from a global slowdown in economic
activity and lower risks to inflation – which led to an increased risk appetite, causing emerging market assets to
rise in value. Internal factors included an improvement in terms of trade and falling risk premiums, with Brazil
seeing a more sizeable improvement than its peers, possibly due to the government’s initial commitment to the
reform agenda.

It is worth noting that the gap between the Brazilian real and the CDS has increased, which could suggest a
stronger appreciation of the Brazilian currency. One possible explanation for the widening gap is that the
spread between domestic and international interest rates has dropped to historically low levels. However, we
still believe that progress in the reforms has the potential to appreciate the currency and cause the risk
premium to decline further, given the prospects of fiscal rebalancing and lower structural interest rates. Finally,
external accounts remain at comfortable levels, with plenty of room for the Brazilian economy to grow without
creating external constraints. For now, we have kept our exchange rate forecast for December 2019 unchanged
at BRL 3.70/USD, but continue to see an appreciation bias – BRL 3.40/USD to BRL 3.50/USD, as indicated by the
fundamentals. However, these levels depend on increased foreign investment, which is likely to occur once the
reforms are enacted.
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On the inflation side, the balance of risks continued to improve, and we have lowered our year-end forecast
for the Broad Consumer Inflation Index (IPCA) to 3.8% (from 4.0%). Our forecast adjustments were focused on
food at home (from 4.5% to 4.0%) and industrial goods (from 2.2% to 2.0%), due to a decreased chance of price
shocks to these components , including: (i) the risk of higher fresh food inflation above the seasonal average
due to weather factors has not materialized; (ii) the chances of a strong El Niño developing in the second half of
2019 have decreased; (iii) a possible African swine fever outbreak in China has not affected other meats; and
(iv) FX risks are tilted towards further appreciation of the BRL.

In addition to an improved balance of risks, it is worth noting that current inflation continues to come in
below expectations, with underlying inflation at fairly comfortable levels (below 3.0%). In other words, the
gradual pace of recovery, with a large and persistent amount of slack in the economy, combined with well-
anchored inflation expectations, continues to have a positive impact on prices. Another downward risk is the
price of oil, which could bring our base forecast down 0.20 p.p. if it stabilizes at current levels – strengthening
our view that the balance of risks to inflation is currently tilted downwards, assuming that the reform agenda is
implemented.
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Chart 3: Brazilian real (BRL/USD) vs Brazil 5-year CDS (in points)
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Given our revised forecast for inflation and this favorable balance of risks, we have adjusted our policy rate
forecast, projecting that it will end 2019 at the current level of 6.5%. Our previous forecasts had predicted
that the benchmark Selic rate would climb in 2019, based on the belief that stronger growth expectations
would allow businesses to recover their margins, but slackness in the economy and a major downward shift in
global price pressures have made this scenario increasingly unlikely. Right now, the question is whether we
should expect to see short-term cuts to the interest rate. The door to further cuts could be opened if growth
misses expectations, even as structural reforms are implemented. The longer the gap persists, it appears that
the optimal approach to monetary policy is not to keep interest rates unchanged over a long period of time;
instead, there may be room to first cut and then raise rates at a later date, if there is a need to adjust to the
new equilibrium interest rate resulting from the reforms. However, this is not the most likely scenario at this
time, but rather an alternative scenario that needs to be monitored.

On public finances, short-term fiscal numbers have shown a better-than-expected performance. In addition
to the commitment to spending cuts, the government also saw a 7.3% increase in total revenues in 2018. Even
though some of this revenue recovery is due to extraordinary revenues from oil royalties, revenues more
closely associated with economic activity rose 4% in real terms. As a result, the primary balance came in below
the target set by the government in 2018, which is likely to happen again in 2019.

In any case, the key element in our scenario is the progress of the reform agenda, which will determine
whether long-term fiscal sustainability can be reached. Reforms that allow the government to stay under the
spending cap and make the economy more efficient are crucial to such sustainability, as they can drive
economic recovery while helping keep inflation and medium-term equilibrium interest rates at lower levels.

Source: IBGE, Bradesco

Chart 4: IPCA – annual change
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The top story from international markets over the past few weeks has been the decrease in risk aversion
among investors, spurred by the Federal Reserve’s statement that it has several policy tools at its disposal to
handle a potential slowdown in the US economy. It is quite a departure from the end of 2018, when the main
highlight on the international front was the major decline in stock markets globally, the narrowing spread on US
yield curves, risk aversion, and a sharp fall in the price of oil, driven by concern about a global economic
slowdown caused mainly by US-China trade tensions and the effects of U.S. monetary policy normalization.

In general terms, the global economic slowdown is now a reality. The global PMI is still above the 50-point
threshold that separates growth from contraction, but has been on a downward trend over the past few
months. Chart 4 shows that, just as the developed markets drove the upward cycle started in 2016, they have
also led the downward cycle that started in the middle of last year.

Another characteristic of the current landscape is the disparity in performance between different countries,
even among developed economies. Despite having also experienced a significant slowdown in the past few
months, the US economy remains stronger than other developed nations. In fact, as the economic surprise
index (which charts the difference between the market’s consensus for economic indicators and their actual
value) shows, the US remained shielded against the slower global momentum and once again beat expectations
– for example, creating 302,000 new jobs in December, well above the market consensus of 185,000. However,
even with the occasional positive surprise, the prevailing sentiment is that the economy will see an additional
slowdown.

Fed changes its tone, signaling that US interest rates will hold steady in 2019

Source: Markit, Bradesco

Chart 4: Global PMI
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Source: Bloomberg, Bradesco

Chart 5: Surprise Index

In that sense, the backdrop of a slowdown has not changed much since the beginning of the year. However,
there was notable improvement in market sentiment, given the decline in risk aversion. Two main factors help
explain this movement. First, the economic slowdown has caused inflation expectations to ease. Even though
this downward shift is also a reflection of the recent fall of oil prices, the expectation is that a muted inflation
outlook will allow central banks to react to the economic slowdown, in some cases by easing monetary policy.
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Chart 6: Median forecasts for global GDP growth (%)
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Source: FMI, Bloomberg, Bradesco

Chart 7: Median forecasts for U.S. inflation projections (CPI) (%)

The shift in the Federal Reserve’s tone had a major impact on markets. Chairman Jerome Powell and several
other Fed officials communicated that not only monetary policy is not on autopilot (on a gradual and continued
normalization path), but also that the Federal Reserve would be willing to change the trajectory of its balance
sheet reduction program if needed.

Due to this shift in tone, we have revised our US interest rate forecast: instead of projecting another 0.25
p.p. increase in the first half of 2019, we now expect the Federal Reserve to hold interest rates at the current
2.25-2.5% range until the end of the year.

By signaling to markets a significant likelihood that future interest rate increases may not materialize, the
Federal Reserve helps mitigate the risk of intensifying the economic slowdown, since the continuity of the
monetary tightening process in US was considered an important factor in this scenario. Global financial
conditions have improved since the Fed’s shift in direction and can help stabilize the global slowdown going
forward. It is worth noting that the Fed always plays as an important role in setting the agenda for other central
banks and, by producing greater stability in the markets, even in emerging markets, it may create an
environment that is more conducive to interest rate cuts in other countries.

The second factor is the recent dialogue between US and China, with signs of improvements in the
relationship between presidents Xi Jinping and Donald Trump, which was important to improve market
sentiment, given the consensus view that trade tensions between US and China were the determining factor
for the deterioration of the global environment over the course of 2018. Negotiations between Treasury
Secretary Steven Mnuchin and the US trade representative Robert Lighthizer, on one side, and Deputy Prime
Minister Liu He, on the other, were seen as “very productive” by both sides, and new high-level meetings will
be held in Beijing next week. The goal is to reach an agreement to prevent US from raising the tariff on USD 200
billion worth of Chinese goods from 10% to 25%, slated to be effective March 2.

In addition to these two main factors, some potential tail risks also seem to have been reduced or, at least,
pushed forward. The solution to the Italian-European Union (EU) deadlock on the Italian budget and the
agreement between President Trump and the opposition to end the US government shutdown also helped
improve the environment. On the other hand, Britain has yet to find a solution for the Brexit issue, since
Parliament struck down the deal Prime Minister Theresa May had negotiated with the EU. Since there are less
than 60 days for UK’s departure from the EU, the chances that the region will leave the union without an
agreement (the so-called “hard Brexit”) have increased, which would bring more harmful economic impacts
both to Britain and the EU.
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Thus, the external environment right now is marked by an easing of tensions that were impacting asset
prices at the end of 2018. The Federal Reserve’s statement reassured markets that the global economy will not
sink into a serious slowdown, and that policy makers are aware of the risks. For emerging economies, this is a
potentially more favorable combination of increased liquidity combined with less risks of an economic
slowdown.
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2016 2017 2018* 2019*

DOMESTIC ACTIVITY, INFLATION AND INTEREST RATES

GDP (%) -3.6 1.1 1.1 2.8

  Agriculture (%) -6.6 12.5 0.0 3.5

  Industry (%) -3.8 -0.5 1.5 3.0

  Services (%) -2.7 0.5 1.0 2.5

  Private consumption (%) -4.2 1.4 2.0 2.8

  Government consumption (%) -0.6 -0.9 -0.5 0.0

  Investment (%) -10.2 -2.5 3.5 6.5

  Exports of goods and services (%) 1.9 5.2 4.5 3.0

  Imports of goods and services (%) -10.3 5.0 5.0 6.0

GDP (R$ billion - current prices) 6,267 6,599 7,001 7,557

GDP (US$ billion) 1,796 2,067 1,916 2,053

Population (million) 206.1 207.7 209.2 210.7

Per Capita GDP (US$ - current prices) 8,713 9,955 9,157 9,745

Industrial Production - IBGE (%) -6.4 2.5 1.1 3.0

Unemployment Rate - IBGE (%) 11.5 12.7 12.3 11.9

Retail Sales - (%) -6.2 2.0 3.0 3.5

CPI - IPCA - IBGE (%) 6.29 2.95 3.75 3.80

WPI - IGP-M - FGV (%) 7.17 -0.50 7.54 4.00

Nominal Interest Rates  - Selic target (end of period - %) 13.75 7.00 6.50 6.50

Nominal Interest Rates - Selic target (12-month - %) 14.0 10.0 6.42 6.4

Real Interest Rates - Selic (12-month - %) 7.3 6.8 2.6 2.5

EXTERNAL ACCOUNTS AND FX

Trade Balance (US$ billion) 45.0 64.0 53.6 56.1

  Exports (US$ billion) 184 217 239 249

  Imports (US$ billion) 139 153 185 193

Trade flow (exports + imports) (% of GDP) 18.0 17.9 22.2 21.6

Current Account Deficit (US$ billions) -24 -10 -15 -13

Current Account Deficit (% of GDP) -1.3 -0.5 -0.8 -0.7

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

FX  - end of period  (R$ / US$) 3.26 3.31 3.87 3.70

FX - yearly average (R$ / US$) 3.49 3.19 3.65 3.68

International Reserves (US$ billion) 372 382 388 395

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

Moody's sovereign credit rating Ba2 Ba2 Ba2 -

S&P sovereign credit rating BB BB BB- -

FISCAL ACCOUNTS

Primary Surplus (R$ billions) -156 -111 -108 -95

Primary Surplus (% of GDP) -2.5 -1.7 -1.5 -1.3

Gross Public Debt (domestic and external) (% of GDP) 70.0 74.1 76.7 77.8

Net Public Debt (domestic and external) (% of GDP) 46.2 51.6 53.8 54.9

Macroeconomic Projections (2015 – 2019)

(1) Segundo a Pesquisa Nacional por Amostra de Domicílios (PNAD) Contínua. Os dados anteriores a 2012 são da série retropolada.
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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 3.3 3.7 3.7 3.4
Developed markets 2.3 1.7 2.3 2.3 1.8

  United States 2.9 1.6 2.2 2.9 2.2
  Euro Area 2.1 1.8 2.3 1.8 1.4
  United Kingdom 2.3 1.8 1.7 1.3 1.3
  Japan 1.4 1.0 1.7 1.0 0.5

Emerging markets 4.3 4.4 4.7 4.6 4.5
  China 6.9 6.7 6.9 6.5 6.0
  Latin America 0.3 -0.6 1.3 1.1 2.1

US INTEREST RATE AND CPI
Fed Funds (%) 0.25 0.75 1.50 2.50 2.50
CPI (%) 1.90 2.07 2.10 1.90 2.60

2015 2016 2017 2018* 2019*

Argentina

  GDP (%) 2.7 -1.8 2.9 -3.0 -0.8

  CPI (%) 26.9 41.0 24.8 47.7 32.4

  Interest rate (%) 33.00 24.75 28.75 59.25 45.00

  ARS/US$ (end of period) 12.93 15.85 18.59 37.65 55.00

Brazil

  GDP (%) -3.5 -3.3 1.1 1.1 2.8

  CPI (%) 10.7 6.3 2.9 3.7 3.8

  Interest rate (%) 14.25 13.75 7.00 6.50 6.50

  BRL/US$ (end of period) 3.90 3.26 3.31 3.87 3.70

Chile

  GDP (%) 2.3 1.3 1.5 4.0 3.2

  CPI (%) 4.4 2,7 2.3 2.6 3.0

  Interest rate (%) 3.50 3,50 2.50 2.75 3.75

  CLP/US$ (end of period) 709.0 671.0 615.0 694.0 650.0

Colombia

  GDP (%) 3.1 2.0 1.8 2.8 3.5

  CPI (%) 6.8 5,8 4.1 3.2 3.3

  Interest rate (%) 5.75 7,50 4.75 4.25 5.25

  COP/US$ (end of period) 3,174 3001 2,984 3,248 3,300

Mexico

  GDP (%) 3.3 2.9 2.0 2.5 2.0

  CPI (%) 2.3 3,2 6.8 4.8 3.5

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

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

Peru

  GDP (%) 3.3 4.1 2.5 3.9 3.8

  CPI (%) 4.4 3,2 1.4 2.2 2.0

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

  PEN/US$ (end of period) 3.41 3,36 3.24 3.37 3.30
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