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Brazilian economy will see stronger growth in 2018, led by household spending but also benefiting 
from a rebound in investment

Industry Outlook

The industry dynamics in 2018 will be characterized by the continued growth of household consumption,
helped by improving labor market and credit conditions. Investments are also expected to recover. For
the first year since 2012, we forecast growth across several sectors of the economy. In addition to the
continued growth of household spending, the capital goods industry, which includes items such as
machinery and equipment, agricultural equipment and heavy vehicles, is expected to outpace growth in
other segments of the economy. In addition to being harder hit by the recession, the capital goods industry
will receive a boost from improved credit conditions. In the same sense, the consumption of durable goods
will continue to grow above the retail average. Finally, we also expect exporting segments to continue to
perform well, benefiting from the growth of international demand. Such segments include paper pulp,
automotive, steel, iron ore, footwear and textiles.

Agribusiness: we expect good results for the grain, coffee and sugarcane crops, with expansion of meat
exports

Despite the expected decline in grain production, agricultural income is likely to be positive, boosted by
higher prices. Delayed planting of the soybeans due to the dry climate may shrink the window to plant the
corn second harvest, resulting in a 5.5% drop in production, according to estimates from Conab. With
reduced supply in the domestic market, domestic corn prices have already come under some pressure,
ensuring that farmers will see an increase in agricultural income.

On the other hand, Brazil is expecting a bumper coffee harvest, as well as the continued expansion of
meat exports in 2018. Coffee production will increase as we enter an on-year of its biennial cycle, which
should keep prices from rising. The meats industry will continue to benefit from an increase in external
demand, which has already occurred in recent months. In addition, income gains for the Brazilian population
will have a positive impact on the domestic consumption of meat. The USDA¹ expects meat production in
Brazil to grow as follows: 2.6% for beef, 2.3% for poultry and 0.8% for pork, in order to meet the increased
demand from the domestic and foreign markets.

Production for the sugar and alcohol industries is expected to be stable, due to drier weather patterns in
2017. With increased production in other countries resulting in surplus stocks, international sugar prices
should stay at low levels. Domestic ethanol prices could rise in the off-season, but without any major surges,
as oil prices and gasoline are not expected to rise significantly.

As a result, we estimate agricultural GDP to grow 4% in 2018, after growing 12.5% this year, which could
lead to a further increase in investments in the field, with agricultural equipment sales rising 5%. It is
worth noting that weather forecasters have predicted a moderate La Niña in the coming months. If rainfall is
reduced, we could see a significant impact on production, which could pressure prices.

1 USDA – U.S. Department of Agriculture
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After a long lull, the manufacturing sector looks set to resume investing

After four years of intense decrease in investments2, we expect that the manufacturing sector will invest
again, especially in automation and replacement of machinery and vehicles, with a view to improving
operational efficiency. Therefore, we expect that growth will recover in the machinery and equipment,
agriculture machines and heavy vehicle industries. On the other hand, the recovery of investment needed
to expand production capacity will probably have to wait until installed capacity utilization rates start to
increase – currently levels of capacity utilization remain about 10 percentage points below the historical
average. Our estimates for these segments are: a 7.0% increase in the sale of heavy vehicles; 5% for
agricultural machinery; 6.5% for capital goods production and 7.5% for steel production. Note that these
increases will take place over rather depressed levels. In fact, between 2015 and 2016, heavy vehicle sales
fell 62%, capital goods production decreased 40% and the steel consumption declined 30%. In 2017, the
recovery was rather timid, and growth did not exceed 5.0% for these sectors.

Segments that are more directly dependent on income, such as food, beverages and pharmaceutical
products, should see moderate growth. Since these sectors have lower elasticity to income, they were not
hit as hard by the recession as other segments of the economy. Meanwhile, we forecast above-average
growth for durable goods due to pent-up demand, a recovering labor market – with declining
unemployment rate and an increase in real income – and, of course, falling interest rates, which have
already translated into improved credit conditions to individuals.

The mining industry will continue to expand, but likely at a slower pace in 2018, reflecting falling
investment levels in recent years. Despite this slowdown in mining for 2017, the gradual recovery of
investments in oil and mining announced by industry leaders suggests higher demand in the supply chain.

Exporting industries will continue to benefit from accelerating economies in Europe, the U.S. and
Argentina. Therefore, exporting sectors such as steel, furniture, textile and footwear should increase their
exported volumes, since part of their production is intended for foreign markets. One of the highlights is the
production of paper pulp, which has been taking advantage of Brazilian competitiveness and Chinese
demand, which has remained positive despite the current downturn.

Construction and Infrastructure: a recovery in the residential real estate market and infrastructure projects
are expected to boost the sector in 2018

Improvements to the labor market and business confidence levels, coupled with falling interest rates, will
keep the residential real estate market on a positive trend throughout next year. As a result, we expect
the market to continue adjusting its inventories moving forward, which will encourage a nominal increase in
real estate prices³. The corporate and logistic markets should continue to perform poorly due to high
inventory levels. However, they are likely to accelerate after this year, given the overall economic recovery.

We expect a growth in infrastructure when compared to this year, since the infrastructure auctions held
in 2017 should impact heavy construction starting next year. Investments in the electricity sector will
continue to focus on expanding wind farms, which will continue to increase their share of total electricity
generation in Brazil. Another highlight is the investment in power transmission, after new lines were
granted under concession this year. Thus, we estimate a 4.0% growth in the construction GDP for next year,
up from a decline of 5.5% in 2017.

² The investment rate declined for four consecutive years, bringing gross fixed capital formation (GFCF) to its lowest level in the historical series: 15.5% of
GDP in the four quarters before September 2017.
³ For a medium- and long-term view of the real estate market, see Depec Highlight:
https://www.economiaemdia.com.br/EconomiaEmDia/pdf/destaque_depec-04-out-17v3.pdf
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Improved labor market and consumer confidence are expected to benefit from consumption of goods and
recovery of service sector

The service sector is expected to see moderate growth, particularly in the transportation segment, driven
by recoveries in manufacturing and agribusiness, which should produce a bumper harvest – albeit just
short of record levels. Passenger transit will likely improve given the drop in unemployment, but
unemployment rates should remain high and restrict growth for these services. The economic recovery will
boost business tourism, while a slightly more depreciated exchange rate continues to help attract foreign
tourists. There is also demand by Brazilians for domestic tourism, which could be headed towards recovery
due to improved confidence and labor market conditions. Private teaching services will continue grow at a
reasonable pace, combining the greater supply of funding through FIES with a still-high unemployment rate.
Telephony and broadband services should continue to expand, albeit moderately, due to demand for
connectivity services. Medical services will start to record positive signs, even though recovery may still be
slow. We estimate 150,000 new formal jobs will be created in 2018, which should increase the number of
group health insurance beneficiaries.

Meanwhile, retail should continue the rather positive growth recorded in 2017. With interest rates and
unemployment continuing to fall, and real income and consumer confidence on an upward slope, we expect
retail sales to grow 4.0%, after a 3.0% increase in 2017. Durable goods will continue to be a bright spot for
several segments, including building supplies, which will be helped by a recovering real estate segment, and
home electronics, which will benefit from the 2018 World Cup (more details on the outlook for retail in 2018
can be found in the Industry Focus box below).

Business costs are likely to go up in 2018, but significant idle capacity will restrict acceleration

Business costs are expected to grow moderately compared to this year. Dollar-based costs should not see
any additional pressure, since the exchange rate should remain relatively stable throughout 2018.
Nonetheless, we foresee some volatility for next year. On the other hand, labor costs should remain well-
behaved, with inflation-based wage increases being kept in check. Electricity costs are expected to rise by
5.5% on average, with weather forecasts calling for a moderate La Niña. However, a more intense La Niña
would lead to significantly lower rainfall, which would mean higher-cost thermal plants would have to be
used, leading to higher energy prices. We do not expect major price pressures on fuel, as international oil
prices should remain close to their current levels, and the Brazilian real will likely remain stable against the
U.S. dollar. Reduced financial costs are expected to help businesses continue to deleverage: the Central
Bank should make a new cut the benchmark (Selic) rate in February 2018 – bringing it down to 6.75%, where
it should remain until the end of next year. It should be noted that, historically, monetary policy
transmission takes two quarters to occur, which means that the impact of the interest rate cuts made in this
second semester will be felt in early 2018.
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Retail: positive trend will be maintained in 2018, especially for durable goods

Retail should continue the rather positive growth recorded in 2017, especially for durable goods. We
forecast a 4.0% growth of retail sales, after a 3.0% increase in 2017. We expect durable goods and
construction supplies to perform better, in response to pent-up demand from the last two years. The
performance of these segments also reflects the improved credit conditions and higher consumer
confidence, which, combined with an improving labor market, will boost sales of more expensive items,
which tend to be purchased on credit. In addition, the gradual recovery of the real estate industry may boost
demand for construction supplies. In this sense, retail will be driven by the furniture, home appliances,
motor vehicles and building supply segments in 2018, especially home appliances, which will receive an
extra boost from the World Cup.

On the other hand, we expect income-dependent segments, such as pharmaceuticals, footwear and
clothing, as well as supermarkets, to grow at a moderate pace. With the exception of clothing and
footwear, these are all segments that have been more resilient during the recession – in other words, they
should not see significant growth during recovery. Fuel retail should benefit from a recovering
transportation sector, which in turn will be driven by growth of manufacturing, bumper harvests and a solid
performance of retail overall.

The recovery of retail sales may also trigger an increase in investment in the sector. In fact, we have seen
an increase in investment announcements for the sector throughout 2017, especially in the second half. In
addition, rising retail confidence levels, with significant improvements not only in expectations but also in
the current situation, reinforce a positive outlook going forward. Nonetheless, we do not expect any major
new starts for shopping malls in addition to those already under construction or that have already been
announced, given the retail space still available in shopping malls built over the past four years.

Chart 1 – Retail sales – annual change in 2018
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