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Industry Scenario

Exchange rate should reach BRL/USD 3.60 at the end of the year. We surveyed the main impacts arising
from the Brazilian currency’s exchange rate depreciation on the main economic sectors.

The agricultural sector seems to have the most to gain from the currency depreciation. The current
exchange rate level, high international commodities prices, and the favorable domestic harvest will
ultimately yield higher agribusiness income. Good margins are expected for the sector, even if costs rise
along.

On the other hand, some sectors will be negatively impacted by the higher costs of products and
imported inputs, or even for having part of their debt in foreign currency. The pharmaceutical industry, for
example, will have to absorb the pressure put on costs by the exchange rate shock, at least temporarily.
Although the paper and pulp, metallurgy, and machinery and equipment sectors are exporters, they allocate
a significant part of their debt in foreign currency, which tends to dilute the net effect of depreciation on
their income. Finally, the exchange rate is also a key factor in investment decisions, since about 30% of the
machinery acquired is imported.

Industry impact of Brazilian currency depreciation

Oil: prices should remain close to USD 70/barrel until the end of the year

Oil prices rose to USD 65-70 per barrel, seeking a higher range of USD 75-80. This upturn is partly explained
by more structural changes and partly by the geopolitical issue. This high shouldn’t be entirely temporary,
since the shift in fundamentals points toward a barrel price of USD 70-75. Given the geopolitical risks,
however, prices may return to a higher threshold, applying pressure to costs worldwide and in Brazil as well.

Agriculture: 18/19 harvest suggests tighter world balance for grains

Early estimates for the global grain harvest indicate a stocks-to-use ratio across all main crops. Although the
estimate includes higher global production of corn and soy in the 2018/19 harvest over the current harvest,
consumption is expected to keep expanding and exceed the volume produced, resulting in a drop in stocks.
Corn has the tightest balance among the main cultivations. A resulting upward trend in domestic prices next
year, albeit moderate, cannot be ruled out, despite the favorable outlook for the 2018/19 Brazilian harvest.

Retail: sector will continue to expand in 2018, reflecting vehicle sales

Retail trade growth is expected to maintain an upward trend this year, accelerating over last year mainly
due to the expanding vehicle market. On the other hand, we estimate retail growth at 2.0%, excluding
vehicle and construction material sales, maintaining the same expansion as 2017.

Industries in Focus
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The exchange rate should reach BRL/USD 3.60 at the end of the year. We surveyed the main impacts
arising from this year’s exchange rate depreciation on the economic sectors. In general, agribusiness
seems to be the sector with the most to gain from the depreciation of the Brazilian currency. The current
exchange rate, high international prices and the strong harvest will ultimately yield higher agribusiness
income. Good margins are expected for the sector, even if costs rise along. The pharmaceutical industry, on
the other hand, will have to absorb the pressure put on costs by the exchange rate shock, at least
temporarily. The paper and pulp, metallurgy, and machinery and equipment sectors are exporters, but they
allocate a significant portion of their debt in foreign currency, which tends to dilute the net effect of
depreciation. Finally, the exchange rate is also a key factor in investment decisions, since about 30% of the
machinery acquired is imported.

Considering revenue converted into Brazilian reais, the Brazilian currency’s depreciation over the past few
months ultimately benefits the exporting sectors, especially agricultural products such as soy, cotton and
corn. The Brazilian National Supply Company (Conab) estimates that 61% of the 2017/18 soybean harvest is
intended for the foreign market, as shown in Chart 1. Furthermore, the sector’s stock is high and
international prices are higher than last year. In addition to these commodities, the metallurgy, extraction
(especially mining), pulp and paper, and wood industries export over 30% of their production. The list of
sectors favored by exchange rate depreciation also includes the footwear, machinery and equipment, and
automotive sectors, which export over 20% of their production.

On the other hand, the Brazilian real’s depreciation results in higher costs for sectors that depend on
imported products (Chart 1) or those where costs are annexed to the U.S. dollar. Sectors with the greatest
import coefficients include wheat, computer and electronic products, pharmaceuticals, and fuel. In the case
of fuel, it is important to emphasize that domestic diesel prices recently dropped as a result of the Federal
Government’s agreement with the truckers¹. This means that the effect of the stronger U.S. dollar is not
being passed on to the end consumer, at least temporarily.

Industry impact of Brazilian currency depreciation

Chart 1 – Export and import coefficients* (in %)

Source: Funcex, IBGE, Conab, Bradesco

(*) Industrial data estimated for Apr/2018 and agricultural estimates regarding the 2017/2018 harvest.

Exports/Production Imports/Apparent consumption

1 The Federal Government agreement with the truckers includes a monthly diesel adjustment, with subsidies of BRL 0.30 and a PIS/Cofins and Cide
exemption of BRL 0.16 on the final diesel price.
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Considering industry costs, we also emphasize the high import coefficient for electrical materials, textiles,
metallurgy and chemicals. As such, high costs end up offsetting part of the positive gains from higher export
revenues. Agricultural production depends on chemical and petrochemical products, which are either
imported or annexed to the U.S. dollar. Over 70% of fertilizer purchases for grain production occur between
May and November. The machinery and equipment, as well as the automotive industries use electrical, steel
and plastic materials as inputs and will also experience increased costs. The pharmaceutical industry imports
drugs, but this currency depreciation is occurring at a time that does not favor pass-through. The industry’s
prices are adjusted annually and announced in April. This year’s adjustment has already occurred and did
not consider the pressure applied by recent exchange rates. If our exchange rate scenario materializes, the
pharmaceutical industry will have to bear these costs until the next price adjustment, which will be
announced in April 2019.

The exchange rate is also a key factor in investment decisions, since a significant amount of the machinery
acquired is imported (around 30%). In addition to the uncertain scenario for the reform agenda and slower
economic recovery, the depreciated and volatile exchange rate could lead to postponed investment
projects. Apparent consumption of capital goods has been advancing, but we can expect greater gradualism
further out.

Another impact to be considered occurs in sectors that hold debt in foreign currency. Statistics for publicly
traded companies indicate that over 25% of debt in the pulp and paper, mining and steel, capital goods, oil
and gas, consumer goods, petrochemical and electricity (Chart 2) industries is in foreign currency. This
hindered these companies’ deleveraging process that has been underway in these sectors over the past two
years. Of these industries, the exporting sectors at least benefit from natural protection, since part of their
cash generation is also in U.S. dollars. Highlights include pulp and paper, mining and metallurgy, and
machinery and equipment.

Source: BBI and Economática, Bradesco

Chart 2 – Portion of debt in foreign currency for select sectors (in %) – 1Q18
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Industry Focus: Oil

Oil prices rose in recent weeks from USD 65-70/barrel, seeking a higher range of USD 75-80 (chart 3).2 This
upturn is partly explained by more structural changes and partly by the geopolitical issue. This high shouldn’t
be entirely temporary, since the shift in fundamentals points toward a barrel price of USD 70-75. Given the
geopolitical risks, however, prices may remain at a higher threshold, applying pressure to costs worldwide
and in Brazil as well.

The oil market has undergone several changes in recent years, with a rising supply surplus – in a low world
growth environment. Global stocks have advanced to historically high levels as a result; prices dropped
sharply and have remained low since 2014.

The OPEC played a key role during this period. The group had been losing part of the oil market share
with the increased U.S. supply of shale gas. The surplus of the “new” supply coming from the United
States resulted in a significant drop in prices. The cartel decided to reduce its supply and increase
production control for the group, keeping just enough to maintain prices low, but avoiding abrupt drops. The
group intended for the U.S. producer to decrease its production and investments as a result of the low
prices, since the cost of producing shale is much higher than costs for OPEC members3.

The strategy served to maintain lower prices, easing costs for several production chains. Although the U.S.
producer postponed investments, it still maintained its market presence. We are currently in a scenario in
which U.S. production should surpass that of Saudi Arabia – OPEC’s largest producer – in the coming
months.

2 We will use Brent oil as a reference in this report.
3 At that time, U.S. production costs were estimated at close to USD 60/barrel, while costs were closer to USD 12/barrel in Saudi Arabia.

Chart 3 – WTI and Brent oil prices, USD/barrel

Source: Bloomberg, Bradesco

73.7
77.0

25

30

35

40

45

50

55

60

65

70

75

80

Oct-15 Feb-16 May-16 Sep-16 Jan-17 Apr-17 Aug-17 Nov-17 Mar-18 Jul-18

WTI BRENT

Oil prices should remain close to USD 70/barrel until the end of the year
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If the U.S. supply continues to rise on the one hand, OPEC indicates its intention to continue controlling
supply on the other. The group is opting a higher price at this time, even if that means that U.S. production
will remain high (thereby leading to a reduction in the cartel’s world market share). The shift in strategy in
favor of price could be mostly explained by fiscal difficulties recently faced by the group’s main countries.
OPEC’s recent decision to reduce the very strict control in recent months is not a reversal of the supply
reduction policy. The group is only indicating that it will attempt to offset unplanned cuts by some
producers, such as Venezuela and Iran. Decreasing strict control will increase the group’s supply in the
margin, but not to the point of flooding the oil market and significantly reducing prices.

Even if this year’s higher price stimulates U.S. supply, this increase is limited in the short term, mainly due
to infrastructure constraints. The current result of these changes is a higher balance price. We expected
prices of USD 60-65/barrel early this year, but the range of USD 70-75 is more fair today.

Geopolitical risk is another very important explanation for recent price dynamics. We have been following
several stages of the tension buildup in the Middle East since the beginning of the year: Saudi Arabia and
Lebanon early in the year, shifting to Iran and Syria, Saudi Arabia and Iran and, more recently, United States-
Syria and United States-Iran. Oil prices ultimately reflect all of this tension, whether due to the risk of
interrupting a trade route or the threat of an armed conflict and disrupted production. The U.S. President
withdrew from the nuclear agreement with Iran and said that trade sanctions against the country would be
reinstated. Although the impact on oil production is limited (less than 3% of global supply), this movement
should maintain the geopolitical risk high. This represents an increase of nearly USD 5/barrel on prices.

Since this upturn in oil prices has a permanent component, it raises concerns on pressures applied by
increasing costs. The first, more visible effect is the rising fuel prices. Other effects also tend to be
significant and change the low cost scenario experienced in recent years. All chemicals, especially fertilizers,
could become more expensive in the coming months. That indicates a major change in the cost structure
that must be carefully observed if this new price level becomes permanent.
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2017/2018* 2018/2019* Absolute Percentage

Soy (millions of tons)

Production 336.70 355.24 18.54 5.51%

Consumption 342.44 357.70 15.26 4.46%

Final Stocks 92.49 87.02 -5.47 -5.91%

Stocks-to-use ratio 27% 24% -2.68

Corn (millions of tons)

Production 1034.77 1052.42 17.65 1.71%

Consumption 1069.97 1090.42 20.45 1.91%

Final Stocks 192.69 154.69 -38.00 -19.72%

Stocks-to-use ratio 18% 14% -3.82

Wheat (millions of tons)

Production 758.22 744.69 -13.53 -1.78%

Consumption 743.18 750.90 7.72 1.04%

Final Stocks 272.37 266.16 -6.21 -2.28%

Stocks-to-use ratio 37% 35% -1.2

Product
USD Estimate

Variation compared to 

previous harvest

The 2018/19 harvest suggests tighter world balance for grains

Early estimates for the global grain harvest indicate a stocks-to-use ratio across all main crops. Although
the second estimate by the USDA points to higher global production of corn and soy in the 2018/19 harvest
over the current harvest, consumption is expected to keep expanding and exceed the volume produced,
which has reduced the stocks for these grains. In the case of wheat, in addition to continuous growth in
consumption, the next harvest is expected to show a drop in global production of 1.8%, equivalent to 13.5
million tons.

Corn has the tightest balance among the main cultivations (Table 1). Even with expected production
growth of 1.7% in the next harvest, reaching 1.05 billion tons, sharper expansion in consumption (+1.9%)
will result in a reduction to the final stock. As such, the stocks-to-use ratio, which stood at 18% – close to the
average observed as of 2000 – would fall to 14%. This level was last recorded in 2011, when the average
price of the commodity reached USD 6.8/bushel. It is worth mentioning that we do not currently expect
prices to return to this level, but we must consider that the grain’s vectors are upward with respect to its
current price of around USD 4.0/bushel.

Table 1 – Global estimates regarding production, consumption and final stocks 

Source: (*) USDA, Bradesco

Tighter conditions tend to increase price volatility and concerns on the climate situation. Considering the
main global producers, we note that a significant portion of the downturn in the corn stock is the result of
reduced expectations for U.S. production, with a 3.9% drop compared to the 2017/18 harvest. As a result,
the grain’s stocks-to-use ratio in the U.S. will fall from 17% to 13% at the next planting, while Brazil is
expected to show a slight drop in the ratio (-0.43 p.p.) and Argentina should see restoration after the break
in the last harvest (+10.2 p.p.). All eyes should be on the U.S. crop in the coming months, which is currently
showing favorable conditions.

Industry Focus: Agriculture
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Although global soy production is expected to grow approximately 5.5% with respect to the 17/18
harvest, the stocks-to-use ratio should fall from 27% to 24%. Despite the reduction, the estimated ratio
will still remain above the recent historical average of 23%. Thus, the soy aspect should not add volatility to
prices with respect to what was observed in the last harvest. However, we recognize that the tighter corn
scenario should impose an upward bias for the oilseed. Increased trade tensions between the U.S. and China
should also add a premium to the Brazilian and Argentine prices at the expense of North American pricing.

Global conditions undoubtedly pose a greater challenge for grain prices in the next harvest. A resulting
upward trend in domestic prices next year, albeit moderate, cannot be ruled out, despite the favorable
outlook for the 2018/19 Brazilian harvest reported by the USDA. This bullish bias is related to both a
stronger balance in the global harvest and the depreciation seen in the Brazilian real over recent months,
factors that tend to impact domestic prices. It is also worth mentioning that the dilemmas related to the
evolution of protectionist trade measures should also cause increased grain price volatility.
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Industry Focus: Retail

Retail trade growth is expected to maintain an upward trend this year, accelerating over last year mainly
due to the expanding vehicle market. We estimate retail growth at 2.0%, excluding vehicle and
construction material sales, maintaining the same expansion as 2017 (Chart 4). This year’s performance
will be more moderate than previously expected due to specific macroeconomic factors. Frustrations on the
speed of economic recovery and the unemployment level dampen consumption. Exchange rate depreciation
and the truckers’ strike, which occurred in late May, have recently imposed a negative effect on retail trade
as a whole.

Better performance in the automotive segment should boost growth of broad retail. Improved demand,
which was repressed throughout the crisis, and better conditions for granting credit are the main factors
that explain the increase in vehicle sales, up 13% in the last twelve months. We expect the sector to slow as
a result of the truckers’ strike, which affected sales in May, but still remain at a high level. In addition to the
automotive segment, pharmaceutical sales should remain strong. In addition to being the most resilient
segment at adverse times, the impact of the exchange rate depreciation on prices for these products will
only be passed through to consumers next year, when the annual adjustment will be announced in April.

On the other hand, the segments that should be most negatively affected by exchange rate depreciation
and shortages created by the truckers’ strike are supermarkets, household appliances and fuel.
Supermarket sales for May and June were undermined by shortages caused by the strike. As a result, we
adjusted our sales forecast to an expansion of 2.2% this year, compared to an initial estimate of 2.6%.
Despite the downward revision, we believe that the segment’s expansion will exceed expectations for
restricted retail trade.

Retail trade will continue to advance in 2018, driven by vehicle sales

Chart 4 – Retail sales – estimated annual change in 2018

Source: IBGE, Bradesco
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Retail fuel sales should drop in 2018, reflecting losses accumulated during the weeks of the strike,
increases in international oil prices, exchange rate depreciation, as well as the most recent results. With
higher prices, demand should recede and may cause a migration from the consumption of oil byproducts
(gasoline) to ethanol. According to a survey by the Brazilian National Agency of Petroleum, Natural Gas and
Biofuels (ANP), the price of ethanol remains competitive in the five largest producing states. It is worth
mentioning that, as previously stated, domestic diesel oil prices dropped recently due to the agreement
between the truckers and the Federal Government.

Finally, household appliances should be heavily impacted by the depreciation of the Brazilian real (due to
its high import coefficient), which should be passed through to consumer prices. We estimate growth of
1.2% this year for furniture and household appliance sales, compared to a prior estimate of 6.6%. The
previous forecast, in addition to another exchange rate scenario, considered a quite favorable retail
performance for those goods between May and June, on the eve of the World Cup. However, performance
for the consumer electronics industry itself fell short in the first four months of the year, which we believe
reflects more contained retail sales for this equipment. The truckers’ strike negatively influenced part of the
sales in this period that traditionally has an upward trend, mitigating higher consumption levels. Another
major factor is the drop in consumer confidence, which lowers consumption in times of economic
uncertainty.
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