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o The end of 2018 was marked by a major adjustment in the prices of several assets, including oil, a
selloff in global equity prices and the closing of the interest rate, particularly in the U.S. The global
economy is already slowing down, and the risk of this scenario either persisting or even intensifying in
2019 explains such repricing trend. Trade tensions, mainly between the U.S. and China, and the effects of
monetary policy normalization in the U.S. can be considered the main driving factors behind this loss of
momentum seen around the world. Another highlight was the Fed’s reassessment of the next few steps in
December, which will probably lead the interest rate to lower levels than initially anticipated.

o Concern regarding the global economy will persist in 2019, with little prospect that the trade tensions
between the U.S. and China will disappear. World GDP growth will slow from 3.7% in 2018 to 3.5% in
2019, we believe. Oil prices will likely stabilize, but at a lower level (albeit still higher than current prices).
Against this backdrop of slower global growth and lower inflationary pressures, adjusted by lower energy
costs, central banks will likely postpone the tightening of monetary (if they tighten at all). Extrapolating
this scenario to emerging economies, the effects of weaker global growth with low inflationary pressure
tends to be offset by a lower interest rates.
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Signs of a stronger economic growth maintain favorable GDP prospects in 2019

Concern regarding the global economy will persist over the next few months

o We still expect the main economic variables to perform well in 2019. Some indicators have already
improved, such as confidence, employment and loans, in line with our 2.8% GDP growth forecast. This
is added to a somewhat unprecedented event in Brazil: inflation will likely remain stable, despite
expectations of faster growth. In fact, the short-term risk balance started to improve once again: the
balance of payments remains supportive, without applying any pressure to the exchange rate; there may
be progress on the reforms agenda; and current inflation data – in particular, the behavior of core
inflation – remains favorable. We forecast that the Central Bank will gradually start to tighten monetary
policy in 2019 and forecast a YE Selic policy rate of 7.25%. Faster progress on the reforms or even lower
inflation, however, could lead rates to remain stable at their current level for longer.

o Considering the expected economic recovery, this inflation scenario is even more compatible with the
onset of interest normalization by year end. Although we realize that interest normalization with
positive current inflation data could be characterized as a preventive measure, it is also true that the
monetary policy is now facing forward, and the upsurge in economic growth featured in our scenario is
higher compared to current simulations of the Central Bank of Brazil’s models. For now, in light of
lingering uncertainties, we chose to maintain the monetary policy normalization call at the real interest
level (neutral), which we currently estimate at around 4.0% for the Brazilian economy, bringing the Selic
rate to 7.25% by the end of the year.
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We expect the main economic variables to perform well in 2019. Some indicators have already improved,
such as confidence, employment and loans, supporting our 2.8% GDP growth forecast. This is added to a
somewhat unprecedented event in Brazil: inflation will likely remain stable, despite expectations of faster
economic growth. In fact, the short-term balance of risks started to improve once again: external accounts
remain positive, without applying any pressure to the exchange rate; the wide-ranging reform agenda should
advance this year; and current data – especially the cores – remain favorable. Obviously, there are still some
risks and uncertainties: passing a reform agenda is crucial to solidify this favorable scenario and the global
environment remains challenging, with the potential for higher risk aversion and lower flows into emerging
nations, subsequently taking a toll on the exchange rate. Considering our base scenario, we have maintained
our expectations regarding the onset of interest rate normalization, bringing the Selic rate to 7.25% by the end
of the year. However, as the extensive reform agenda moves forward and inflation remains low, the interest
rate could remain stable for even longer.

External accounts remain strong and steady, without generating pressure on the exchange rate. Like in the
last few years, external accounts remain steady, and the current account deficit should reach 0.7% of the GDP,
despite the stronger growth trend – a very comfortable result. The trade balance performed exceptionally well
in 2018, despite the economic downturn in Argentina and the fallout from the global trade war. In the last few
months, the exchange rate has been more sensitive to uncertainties regarding global growth and its impact on
emerging countries. Commodity prices may budge in a scenario of global downturn, which could take a toll on
EM currencies. However, since this slowdown could lead to less monetary policy tightening in DMs (particularly
in the U.S.), investment flows could seek higher returns in EMs. The net effect, however, is unclear, and this
debate has been reflected in the FX market. Another important factor driving the FX market is the outlook for
reforms agenda. If it becomes more evident that the reforms will be approved, the BRL could strengthen
beyond our base scenario of BRL/USD 3.70 by year-end.

Some economic indicators for the fourth quarter indicate stronger growth, in line with our forecast of 2.8%
GDP growth in 2019. Business and consumer confidence has improved significantly in recent months, with
some sectors reaching its highest levels since 2013, despite the fact that the effects on consumption,
investment, and production data still have not been fully disclosed.

Signs of a stronger economic growth maintain favorable GDP prospects in 2019

Source: FGV, Bradesco

Chart 1: Confidence index – forecast for the next six months
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The upsurge in confidence is still not seen in industry, which remains more cautious1. Industrial output data
have also shown a moderate reaction, while positive results in the retail trade sector stand out. This sluggish
pace seen in the industry raises a yellow flag, since it could mean that the recovery is not as solid, which would
lead to a lower growth rate than expected.

Despite the lack of momentum in the short term, some indicators have started to show more favorable signs,
pointing towards a faster recovery in the next few months. Formal employment shows 70,000 new jobs
created per month in the last few months – enough to bring the headline unemployment rate down. This
recovery in the formal market could be a reflection of the Labor Reform passed in 2017, which made some
employment contracts more flexible, among other measures. While consumption has been driven by one-offs
such as the disbursement of FGTS and PIS/Pasep accounts in the last few years, the rise in formal employment
tends to stabilize consumption in the months ahead.

Similarly, loans also improved recently and we now expect new loans to increase throughout 2019. New
loans for individuals grew 4.9% over the last three months – almost the same rate of new loans to corporations
(5.1%). Default still remains stable, which tends to boost new loans even more. Credit conditions have also
improved as the interest rate for the final borrower dropped. Therefore, the credit market should be yet
another driver pushing economic growth this year.

1 FGV survey reveals a drop in business confidence. The CNI survey, in turn, showed an improvement in confidence among industrial
executives.

Source: BCB, Bradesco

Chart 2: Total of new loans
Seasonally adjusted and deflated, in millions of BRL
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In short, recent data support our 2.8% growth forecast for the year, despite persisting uncertainties. In order
to reach this level, the growth rate must be approximately 4% in the second half of the year, which will require
a significant boost in consumption and investments. Considering current levels of installed capacity utilization,
the hardships faced in recent years, and the potentially drop in external demand, investments could fall short.
In addition, the service sector is also lagging behind the cycle, which could hold back growth for some months
and bring down the year’s GDP. Finally, passing the reform agenda is crucial to bring in medium- and long-term
investments.



Macroeconomic Research Department 4

Economic Outlook

Despite our expectation regarding the acceleration in economic growth, we do not foresee any major risks to
the inflation target in 2019. Inflation accelerated in past economic growth cycles, sometimes even breaching
the center of the inflation target. This time, however, after a few years of recession and slow growth, the
leeway to pass-through prices seems much narrower. Unemployment remains high, limiting consumers’ ability
to absorb pass-through. In addition, there was a major reduction in costs among firms, as they continue to
report better margins without having to raise prices. Therefore, even amidst a scenario or economic recovery,
there is no urgent need to raise prices, since companies have managed to stabilize their financial situations.

The average of core inflation measures reached 3.75% in the last six months. This rate was 2.7% in the last
three months, and we expect an even lower figure in December. The IPCA will likely accelerate from 2.95% in
2017 to 3.66% in 2018. Considering the BRL depreciation last year, the fallout from the truck drivers’ strike, the
minimum freight price rules, and the lowest interest rate in Brazilian history, this acceleration was a lot milder
than originally expected. This result suggests that the pricing mechanisms are affected by the recurring subpar
growth, higher unemployment, and increased confidence in reaching the inflation target. All of these vectors
should remain this year: despite the GDP growth, recovering the margins may take some time; the
unemployment rate will slowly budge and the Central Bank will continue to seek the inflation target, which, in
fact, is currently converging to lower levels, closer to those of other similar countries.

In the short term, inflation data confirm that the cores are below the target, with an improvement in the
balance of risks in 2019. We have maintained our 4.0% IPCA growth forecast for 2019, acknowledging that the
bullish risks have toned down: i) there is still a risk of an El Niño in the second half of the year, although it
should be very mild and not have as much of an impact on prices; ii) the swine fever in China also lost its
relevance and did not generate any major inflationary pressure on protein prices so far. On the other hand,
there are still bearish risks, mainly because of the sharp drop in oil prices. If the current oil prices (in BRL) are
maintained, and considering that everything will be passed through to consumers, we should see a drop in
gasoline prices of approximately 6% (or 0.30 p.p. in the IPCA).

Considering the expected economic recovery, this inflation scenario is even more compatible with the onset
of interest normalization by year end. Although we realize that interest normalization with positive current
inflation data2 could be characterized as a preventive measure, it is also true that the monetary policy is now
facing forward, and the upsurge in economic growth featured in our scenario is higher compared to current
simulations of the Central Bank of Brazil’s models. Regardless, this forecast carries a huge doubt: the Central
Bank could fail to adopt such a preventive stance given the expected level of current inflation at the time; the
exchange rate could appreciate more than expected as the reform agenda pushes through and boosts
economic growth; neutral economy interest could be lower after the drawn-out recession in recent years
(considering what happened in several other countries) and in light of the expected reforms, causing this gap to
close at a much slower rate (i.e. the potential GDP could be higher than current estimates). For now, in light of
lingering uncertainties, we chose to maintain the monetary policy normalization call at the real interest level
(neutral), which we currently estimate at around 4.0% for the Brazilian economy, bringing the Selic rate to
7.25% by the end of the year.

So far, the information released regarding the economic agenda point towards wide-ranging reforms,
particularly in social security, taxes, trade opening, privatizations and reducing red tape. All of these
measures will still be revealed in greater detail by the new administration, and should only come into play after
the new Congress takes over, in February.

2The 12-month inflation and cores will run below 3.0% in the last four-month period of 2019
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For the social security reform, a constitutional amendment would be required to establish the minimum age,
which is always a huge political challenge. Therefore, there are great expectations regarding this measure,
which would help the government follow the spending cap and, therefore, bring down the debt-to-GDP ratio
over the next few years. The remaining reforms require additional bills (which require a simple majority of
votes to pass) and decrees. In other words, these are easier to pass than a constitutional amendment3. Passing
these reforms would be very helpful for the country’s medium-term growth, while also paving the way to
recovering investment grade in the medium term.

3 Requires 3/5 of votes in the House of Representatives and the Senate, with two voting sessions in each house.

Source: IBGE, Bradesco

Chart 3: IPCA – annual change
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The end of 2018 was marked by a major adjustment in the prices of several assets, including oil, a downturn
in stock markets and the closing of the interest rate, particularly in the U.S. The global economy is already
slowing down, and the risk of this scenario either persisting or even intensifying in 2019 explains such repricing
trend. Trade tensions, mainly between the U.S. and China, and the effects of monetary policy normalization in
the U.S. can be considered the main driving factors behind this loss of momentum seen around the world.
Another highlight was the Fed’s reassessment of the next few steps in December, which will probably lead the
interest rate to lower levels than initially anticipated.

Valuations of the U.S. economy quickly adjusted over the last few months. The 10year Treasury yield
reached 3.23% in early November and ended 2018 at 2.73%. In part, this drop of approximately 50bps was
driven by the Fed’s recent acknowledgment of the milder global growth and expectations regarding a
slowdown in the U.S. economy. Despite the Fed announcing the fourth interest rate hike of 2018 in its last
meeting, the median long-term forecasts of the committee’s members dropped from 3.00% to 2.75% between
the September and December meetings. We believe this is a significant sign that subsequent rate hikes may be
milder than expected – we currently expect two additional hikes this year. This is added to President Trump’s
recurring criticisms towards the Fed and the U.S. Treasury, making the markets even more volatile.

Such reassessment of the FOMC itself and the market, that interest rate hikes would likely be smaller than
expected months ago, is based on prospects regarding an economic slowdown in the U.S. As a matter of fact,
current economic data still point towards a steady growth rate of 2.5% in the fourth quarter of last year
(compared to 3.4% in the third quarter). However, preliminary figures (shown in the next chart) and confidence
indicators point towards a slowdown ahead, absorbing the effects of the monetary policy tightening trend thus
far, the end of tax stimuli this year, uncertainties surrounding trade tensions, and the impact the global
economy’s slowdown in the U.S. We forecast that U.S. growth will slow from 2.9% in 2018 to 2.2% this year.

Concern regarding the global economy will persist over the next few months

Source: Bradesco, Bloomberg

Chart 4:  U.s. economic activity indicators
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Meanwhile, signs of an impending slowdown in the rest of the world have become clearer. The global PMI

which considers a sample of 35 countries and the Eurozone, fell from 53.0 to 52.7 points between November

and December last year, including both emerging and developed countries. This rate, in turn, suggests a global

growth of 3.5% compared to the 4.2% rate indicated months ago. In our view, the initially underestimated

protectionist measures adopted by the U.S. have taken a toll on global trade and economic activity worldwide,

besides affecting several companies’ decisions regarding production allocations. China’s economy has been

losing momentum since the second quarter of the year, which could not be contained even after easing several

economic policies. In this context, Chinese growth will slow from 6.5% in 2018 to 6.0% in 2019, we believe. Asia

in general is following in these footsteps, as suggested by the PMI index for the region. Growth expectations

have been systematically downgraded for most Asian countries, where production is integrated and linked to

China’s cycle.

Oil prices remained under pressure in the last few weeks. Although oil prices are highly influenced by supply

– especially because of the OPEC’s historical pricing power, which has been losing strength as shale oil

production increases –, it is also an asset closely linked to the growth cycle. Therefore, a common exercise is

to use global growth and expected inventory forecasts to estimate the market equilibrium price range. By

reversing this exercise, we can estimate the implied global GDP growth based on the current price range. The

suggested GDP rate of expansion in mid last year was 4.3%, but the current range would be justified if the

global GDP had risen 3%. In other words, the recent drop in oil prices would be compatible with a 150 decline in

the global GDP growth rate, adjusted for supply conditions. This is a significant decline in growth, much stronger

than we estimated in our scenario. Therefore, oil prices are driving less favorable expectations regarding the

global economy currently seen among the markets. However, we estimate that the economic slowdown will

not be as sharp as the one suggested by oil prices, which means that this commodity’s prices could rise in the

next few months.

Source: Bradesco, Bloomberg

Chart 5: PMI index of the manufacturing sector – Asia
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It is reasonable to expect less turmoil as this year begins – at least in the geopolitical environment. Since the

G-20 meeting in early December, the U.S. and China have been working to avoid the increase in trade tariffs

(which would be raised from 10% to 25% over a total of USD 200 billion of Chinese exports to the U.S.). The

decision was pushed forward for 90 days and there are some signs of dialogue between the countries, which

should bring these figures down due to the stronger economic slowdown expected in 2019. Although the final

decision regarding Brexit has still not been made and Italy’s fiscal issues have not been entirely resolved, we do

not believe there will be any additional worsening in the markets due to these events.

Nonetheless, the markets have started the year with a lot of tension, still reflecting the risks of a stronger

slowdown in the global economy. The result was the selloff in global stock markets, reflecting weaker profit

expectations. The balance of such price adjustments has not been favorable for financial indexes, which point

towards a tightening, mainly driven by the drop in stock markets and the upsurge in corporate bond spreads,

despite the important interest closing.

Source: Bradesco, Bloomberg

Chart 6: Accrued global index of financial conditions
Values above 100 points indicate tightening of financial conditions, while values below this threshold indicate 

relief

100.6

98

99

99

100

100

101

101

102

102

103

103

90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10 11 12 13 14 15 16 17 18

Título do Gráfico

Concerns regarding the global economy will persist in 2019, with little prospect that the tensions between

the U.S. and China will disappear. The world economic growth will slow from 3.7% in 2018 to 3.5% in 2019,

we believe. Oil prices will likely stabilize at a lower level, albeit still higher than current prices. Therefore,

amidst this environment of weaker growth and low inflationary pressure, driven by lower energy costs,

central banks will likely tighten policy more slowly (if at all). Extrapolating this scenario to emerging

economies, weaker growth with low inflationary pressure tends to be offset by a lower interest rate. The

impact on EM currencies is not clear, as the possibility of lower commodity prices or a significant reduction in

liquidity may offset the relief from a slower rise in global interest rates.
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Some doubts remain: (i) is the global slowdown already priced in all markets, as oil prices seem to suggest? (ii)

does the selloff in global equities in 2018 reflect an adjustment to the rally of 2017, besides the global

slowdown? Monitoring the external environment remains crucial – as it has been in the past –, especially

considering major uncertainties as to how the Fed will react in light of these risks.
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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 6,995 7,565

GDP (US$ billion) 1,796 2,067 1,914 1,999

Population (million) 206.1 207.7 209.2 210.7

Per Capita GDP (US$ - current prices) 8,713 9,955 9,150 9,488

Industrial Production - IBGE (%) -6.4 2.5 1.5 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 3.67 4.00

WPI - IGP-M - FGV (%) 7.17 -0.50 7.54 3.53

Nominal Interest Rates  - Selic target (end of period - %) 13.75 7.00 6.50 7.25

Nominal Interest Rates - Selic target (12-month - %) 14.0 10.0 6.42 6.6

Real Interest Rates - Selic (12-month - %) 7.3 6.8 2.7 2.5

EXTERNAL ACCOUNTS AND FX

Trade Balance (US$ billion) 45.0 64.0 57.1 56.1

  Exports (US$ billion) 184 217 241 249

  Imports (US$ billion) 139 153 184 193

Trade flow (exports + imports) (% of GDP) 18.0 17.9 22.2 22.1

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

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

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

FX  - end of period  (R$ / US$) 3.26 3.31 3.89 3.70

FX - yearly average (R$ / US$) 3.49 3.19 3.65 3.78

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 -117 -93

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

Gross Public Debt (domestic and external) (% of GDP) 70.0 74.1 76.0 77.1

Net Public Debt (domestic and external) (% of GDP) 46.2 51.6 53.5 54.6

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 3.5
Developed markets 2.3 1.7 2.3 2.3 1.9

  United States 2.9 1.6 2.2 2.9 2.2
  Euro Area 2.1 1.8 2.3 1.9 1.6
  United Kingdom 2.3 1.8 1.7 1.3 1.5
  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 2.4

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 2.60

2015 2016 2017 2018* 2019*

Argentina

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

  CPI (%) 26.9 41.0 24.8 48.2 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 42.00 55.00

Brazil

  GDP (%) -3.5 -3.3 1.1 1.1 2.8

  CPI (%) 10.7 6.3 2.9 3.7 4.0

  Interest rate (%) 14.25 13.75 7.00 6.50 7.25

  BRL/US$ (end of period) 3.90 3.26 3.31 3.89 3.70

Chile

  GDP (%) 2.3 1.3 1.5 4.0 3.2

  CPI (%) 4.4 2,7 2.3 2.9 3.0

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

  CLP/US$ (end of period) 709.0 671.0 615.0 680.0 650.0

Colombia

  GDP (%) 3.1 2.0 1.8 2.8 3.5

  CPI (%) 6.8 5,8 4.1 3.3 3.3

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

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

Mexico

  GDP (%) 3.3 2.9 2.0 2.5 2.5

  CPI (%) 2.3 3,2 6.8 4.4 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 20.0 20.0

Peru

  GDP (%) 3.3 4.1 2.5 3.9 3.8

  CPI (%) 4.4 3,2 1.4 2.1 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 3.30 3.30
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