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Deeper recession in Brazil is the main source of
downside risk

Deviations to the developments assumed in our baseline scenario for several key variables on the external
and local side could shape a more challenging environment for Paraguay’s economy in the coming months.
Even so, it is important to make the point that Paraguay has strengths that can limit the potential effects of
more adverse scenarios.

On the external side, a deeper and longer-lasting recession in Brazil would
have a substantial effect on Paraguay’s growth...

The major downside risk as regards the GDP forecast is from greater-than-expected deterioration of the
Brazilian economy. Brazil is the principal market for Paraguay’s exports, accounting for about 30% of those
recorded (this share jumps considerably if re-exports are included). According to our estimates, a drop of
one percentage point in Brazil's GDP growth arising from idiosyncratic elements (after controlling for global
factors) would bring about a reduction of between 0.4pp and 0.5pp in Paraguay’s GDP growth.

...moreover, a harder landing for China would hit both soybean prices and
Brazil

Our baseline scenario assumes that the process of a dampening of growth in China down to more
sustainable levels, such as a rebalancing among its drivers of growth on the demand side (less investment
vs. more consumption) will be gradual and orderly. Nonetheless, the financial frailties that are coming to light
in China have sparked doubts over the strength of its growth and its ability to maintain rates of close to 6%.
Given this situation, lower growth in China would have an adverse effect on Paraguay’s economy through a
direct channel, materialising in heavier and more persistent falls in the prices of those commodities which it
exports (chiefly soybeans), as well as via the indirect path of weaker external demand in Brazil’s case, since
it is highly exposed to shocks in China (for further details, see Box 2. What would be the impact on Paraguay
of a harder landing for China?).

The imminent Fed adjustment is still generating uncertainty, too

The uncertainty that has been surrounding lift-off for the Fed’s normalisation process, and the pace at which
the adjustment will be made, have touched off bouts of volatility on emerging financial markets. Surprises
from US activity figures or a shift in perceptions of what the Fed’s intentions are have prompted a reshuffling
of investor portfolios that has been echoed by swings in the prices of assets and currencies among the
economies of Asia and Latin America. However, what could give rise to major upsets in how global activity
performs is the process of how markets receive the Fed’s rate adjustment. For example, faster hiking of the
federal funds rate (which is not discounted) will lead to further reallocation of portfolios worldwide, that will
produce a preference for holding dollar assets. In such a scenario we could expect greater upward pressure
on the PYG exchange rate, as well as an increase in risk premiums and, consequently, in funding costs. On
top of this, in such a situation further strengthening of the dollar could not be ruled out, such that might
generate additional downward pressure on commodity prices in the short term and upward adjustments in
price levels generally. If these pressures on local financial markets and the PYG are persistent (and translate
into tougher borrowing conditions, balance sheet effects, etc.), the real impact could be more notable and
growth would be held back.
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On the domestic side, accelerating the programme of infrastructure projects
would push up the forecast for economic growth

Among the domestic factors that would push up the growth forecast would be an acceleration of the
implementation of infrastructure projects in the pipeline. From a sector standpoint, this would be reflected in
greater growth for construction and, on the expenditure side, more marked investment growth.

In view of the likelihood that we attach to each of these events occurring and the impact that they would have
on economic activity (downward as regards external factors and upward for domestic ones), the risks to the
GDP forecast are balanced.
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.
BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.
This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.
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