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¹ The 16 countries are: Germany, Australia, Brazil, Canada, China, South Korea, Spain, U.S., France, Holland, India, Italy, Ireland, Japan, UK and Russia. In
the overall index, the authors assign weights to each country’s GDP, both at current values and at values adjusted by PPP (Purchasing Power Parity). Our
focus here is solely on the second version.

The relationship between uncertainty and economic performance is often studied by analysts. As a general
rule, the greater the degree of uncertainty, the greater the negative impact on agent decisions and,
consequently, on investment, spending, asset prices, financial costs and economic growth.

While global growth remains robust, uncertainty among economic agents has been on the rise since the
beginning of the year. Several factors help explain the deteriorating outlook: the trade war, a humanitarian
crisis, geopolitical tensions, terrorist attacks and political handovers in major economies – both developed and
emerging. Not surprisingly, policy decisions have also been affected by the uncertainty surrounding the (not
always economic) impact of these factors, which tends to generate a feedback loop that increases risk. The
usual recipe in an economic climate like the current one calls for a gradual approach to monetary and fiscal
policies – however, unconventional alternatives or the misreading of current conditions may often prevail in the
decision-making process of authorities, generating additional volatility.

In this context, we will discuss movements in the Global Economic Policy Uncertainty (GEPU) Index as
calculated by Baker, Bloom and Davis (2016), and the potential impact on global economic activity. The
authors use digital newspaper archives to capture uncertainty about the three Ws: Who will make economic
policy decisions; What economic policy actions will be undertaken; and When the effects of policy actions (or
inaction) will be felt. Always using the same newspapers as their source, Baker, Bloom and Davis search for
articles containing terms related to the economy, economic policy and uncertainty, always in the native
language of each newspaper. The GEPU is based on data from 16 countries that account for approximately two-
thirds of global GDP.¹ This is not a direct measure of volatility like the VIX, for example (which measures
volatility in the options market) or metrics associated with confidence levels, but the index reflects some critical
moments in the global economy over the past few decades, as shown in Chart 1.
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Chart 1: Global Economic Policy Uncertainty Index (GEPU)
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The GEPU closed the month of July up 45% from December 2017. It is worth noting that, since 2016,
uncertainty levels have been consistently higher than those seen at the end of 2008 (at the height of the global
crisis), or even in 2011-2012, a period marked by sovereign and banking crises in Europe and a fiercely divided
political climate that led to the U.S. debt ceiling crisis. In fact, the average level of the index seems to have
shifted upwards since 2016.

When we break down the data to the country level, we will see that the largest increases in 2018 –
compared with December 2017 levels – occurred in China (108%), Germany (98%) and Canada (53%). These
are the three countries that seem to be hit hardest by trade restrictions imposed by the U.S. or by the
tensions affecting negotiations on existing trade agreements, which generate uncertainty over how local
economic authorities might react. This individual analysis is further supported by an exercise that looked into
how much each country contributes to the current movement in the GEPU when compared with its historical
average. The exercise was conducted in two steps: (i) we calculated the standard deviation for each country’s
index against its averages (since 1997); and (ii) we aggregated each of these standard deviations by the weight
of each country, as defined by PPP, to explain the overall deviation for the GEPU Index. Graph 3 shows the
result of this analysis, revealing that China accounts for 80% of the movement in the global uncertainty index in
2018.

Chart 2: Accumulated change in 2018

Source: Bloomberg, Bradesco 

Chart 3: Standardized Economic Policy Uncertainty Index* - contribution from major economies
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The Chinese government has room to implement economic policy actions aimed at minimizing the impact of
U.S. tariffs on its exports. However, the magnitude of such actions is unknown, for two reasons: (1) the
uncertainty over whether the U.S. government will follow through on its constant threats of increasing trade
barriers; and (2) the limits imposed on the Chinese government to adopt expansionary actions, given the
ongoing adjustments and deleveraging of regional governments and some sectors. Naturally, such uncertainties
can potentially impact other nations whose economies are more dependent on China’s growth.

As for the United States, President Trump’s administration began implementing fiscal incentives, while the
Fed has reiterated that the monetary policy normalization process will be fairly gradual and well signaled.
This helps explain the relatively small contribution from the world's largest economy to justify GEPU variations.
From this perspective, it would make sense to conclude that, although the uncertainty was generated by U.S.
actions on trade, its impact tend to be greater on the rest of the world. However, there are some reasons to
believe that this could be changing in the coming months: (i) the Fed has begun to express its concerns over the
effects of the trade war; and (ii) November’s mid-term congressional elections could change the political
balance and add a layer of uncertainty in the policy outlook.

High uncertainty levels tend to generate negative impacts on the global economy. In fact, our exercises based
on the GEPU and global industrial production, as measured by the Dutch Bureau of Economic Policy Analysis
(CPB), show that the causal link (in terms of anticipating shifts) between both variables in the very short term is
mutual – but that, over longer time horizons (since the second quarter), the clearest trend is that uncertainty
impacts economic activity. The impacts are generally negative and long-lasting, as suggested by impulse
response analyses (of how GEPU shocks impact global industry). For example, the most recent data on global
trade already show an effect that is very likely to be a result of global uncertainty (Chart 4). Finally, if all other
factors remain unchanged, we believe that global growth could see a 0.3 percentage-point decrease compared
to 2017, if the index holds at its current level until the end of 2018. Therefore, since we do not expect the main
drivers of global uncertainty to disappear in the coming months, we now believe there is a downward bias to
our growth forecast of 3.8% and 3.7% for 2018 and 2019, respectively.
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Chart 4: Volume of exports and world GDP – annualized quarterly growth
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