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The Brazilian manufacturing sector
loses competitiveness

Deterioration is more serious in the non-basic
manufactured production sector, less primary
product-intensive

e Loss of competitiveness between 2007 and 2012 follows a relatively
positive period between 2002 and 2007
This recent deterioration is connected to the appreciation in the exchange rate,

increased labour costs, paltry improvement in labour productivity and the lack of
meaningful economic reforms.

e« The most likely outcome is that this lack of competitiveness is solved
(or rather, mitigated) by an exchange rate depreciation and
moderation in economic activity
The absence of a wider-reaching and more ambitious reform programme waters

down hopes of an improvement in competitiveness through productivity gains, which
would be the most desirable outcome.


http://www.bbvaresearch.com/KETD/ketd/esp/index.jsp
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International trade data reveal the loss of competitiveness in
manufactured products, particularly non-basics, between 2007
and 2012’

Brazilian exports as a proportion of GDP remained virtually unchanged at around 13% of GDP
between 2002 and 2012, with an increase in the weighting of primary product exports (from
4% to 6% of GDP) being offset by a reduction in the weighting in GDP of manufactured goods
exports, particularly non-basic manufactured products, i.e. those which are less raw material-
intensive, in the second half of the period analysed.

As a proportion of world exports, Brazilian exports did increase from 0.54% in 2002 to 0.68% in
2007 and to 0.74% in 2012. However, increased primary product exports account for a large
part of this gain. Basic manufactured goods, i.e. those which are most raw material-intensive,
account for 39% of growth in both periods, while non-basic manufactured goods contributed
positively (+5%) in the first five-year period, but very negatively in the second (-86%). Taken
together, basic and non-basic manufactured goods contributed positively to the expansion in
Brazil's exports as a proportion of global exports between 2002 and 2007, and negatively
between 2007 and 2012 (for the period as a whole the contribution is small, but positive).

In line with the above, Brazilian exports of manufactured products grew at a noticeably faster
rate than global exports of manufactured goods in the first five-year period analysed. However,
the situation changed significantly in the second five-year period: Brazilian exports of
manufactured goods slackened as did global exports, but the non-basic manufacturing segment
showed a slight contraction contrasting with global growth (see chart 1).

The comparison between the growth in Brazilian exports and global exports by product type
(see chart 2) and RCA (revealed comparative advantage) indicators (see table 1) in general
terms bear out these conclusions.
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classification digits. Above the 45° line, product exports have
grown more in the country than in the world, and as such the
country has increased its share of world exports.

Source: WITS and BBVA Research

1: This Economic Watch is a summarised version of the analysis of progress made in the last decade by the Brazilian manufacturing
sector, covered in Chapter 4 of BBVA Research’s Working Paper 14/10: "Competitiveness in the manufacturing sector in Latin America
trends and determinants”

REFER TO IMPORTANT DISCLOSURES ON PAGE 6 OF THIS REPORT www.bbvaresearch.com Page 2


http://www.bbvaresearch.com/KETD/fbin/mult/WP_1410_tcm346-430744.pdf?ts=1832014
http://www.bbvaresearch.com/KETD/fbin/mult/WP_1410_tcm346-430744.pdf?ts=1832014
http://unstats.un.org/unsd/tradekb/Knowledgebase/HS-Classification-by-Section

Economic Watch
Madrid, 18 March 2014

With a few exceptions, the main primary product categories retained and even increased their
(already high) level of competitiveness in the last decade, in line with the RCA indicator.
Similarly, Brazilian exports of these products almost always grew faster than global exports.
Performance in the oil sector was particularly good; here the country appears to be developing
a comparative advantage.

There is @ more varied set of results among the main categories of manufactured products. In
basic manufacturing, the RCA indicators show relatively stable and relatively high levels of
competitiveness in the last decade, with growth in exports eqguivalent to or higher than global
exports, with the main exception in the wood and aluminium sectors. When it comes to non-
basic manufacturing, most of the main product categories showed a positive development
between 2002 and 2007 and very unfavourable performance between 2007 and 2012. This
is the case of the “Machinery and electrical equipment” and “Transport” categories, which have
more weight in Brazilian exports. RCA data show that only “Hides and skins” continues to be
competitive (RCA>1), although less so than a decade ago. The loss of momentum and
competitiveness in the “Footwear” category is very clear.

Table 1
Brazil: RCA indicator, weighting in total exports and growth rate by sectors

RCA Share of total exports (%) Annual growth*

2002 2007 2012 2002 2007 2012 2002-12 2007-12
Animals and animal products 2.7 3.5 2.7 57 58 4.3 11.7 0.4
Vegetable products 4.2 4.2 5.0 10.8 10.6 14.8 18.6 13.6
Food products 4.3 3.9 4.2 12.9 10.2 11.6 13.7 9.2
Mineral products 10.3 9.6 10.5 7.9 13.7 20.0 26.1 14.5
Fuels 0.4 0.5 0.6 3.3 6.5 11.2 29.8 18.4
Chemical products 0.5 0.6 0.6 4.7 4.9 52 15.9 7.5
Plastics and rubber 0.6 0.7 0.5 2.5 3.1 2.3 13.6 0.0
Hides and skins 2.1 2.3 1.4 1.8 1.4 0.8 5.7 5.1
Wood and wood products 2.1 2.1 1.8 7.4 5.8 4.0 8.0 -1.4
Textiles 0.3 0.3 0.4 1.9 1.4 1.5 11.6 7.2
Footwear and headgear 2.8 1.7 0.7 2.8 1.3 0.5 3.4 -12.0
Stone and glass 0.8 0.6 0.3 2.3 1.8 1.2 8.2 1.8
Metals 1.6 1.2 1.0 9.7 10.7 6.9 11.1 2.5
Machinery and electrical equipment 0.4 0.4 0.3 12.0 10.3 6.4 8.0 3.4
Transport equipment 0.9 1.0 0.8 11.0 9.9 6.4 8.9 2.6
Miscellaneous 0.3 0.2 0.2 2.0 1.3 0.9 57 -1.8
Primary products 1.7 1.7 1.8 0.3 0.3 0.4 215 12.8
Basic manufacturing 2.9 2.7 3.2 0.4 0.4 0.4 16.4 7.4
Non-basic manufacturing 0.6 0.6 0.4 0.4 0.3 0.2 9.5 0.7

* Compound Annual Growth Rate.
Source: WITS and BBVA Research

Performance data for Brazilian exports in the period between 2002 and 2012 leave little room
for doubt; in the last few years, between 2007 and 2012 to be precise, there has been a
significant loss in competitiveness in the Brazilian manufacturing sector, particularly
concentrated in the non-basic manufacturing group. This recent loss of competitiveness wiped
out a great deal of the gains from the previous five-year period, between 2002 and 2007.

In general, over the last decade, and particularly in the last five years, Brazil has lost further
competitiveness in the sectors where it had been uncompetitive (in non-basic manufacturing)
and has gained competitiveness in the sectors where it already had an edge (primary products
and, to a lesser degree, basic manufacturing).

It could be argued that the poor growth in manufactured products, in particular non-basics, is
due to incentives to sell in the internal market, generated by the relatively high growth of the
Brazilian economy between 2002 and 2012 (3.5% Avg. YoY) and the high share of internal
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consumption in GDP (84%, on average, between 2002 and 2012). In this case, manufactures’
weak performance would not be due to a loss of competitiveness in industry, but a
conseguence of the dynamism in internal economic activity.

However, expansion in the manufacturing sector was less than GDP expansion and internal
consumption growth. As a result, the manufacturing industry’s share of GDP went down from
17% in 2002 to 13% in 2012. In addition, manufactured product imports, as a proportion of
these products’ internal consumption, increased from 12% to 22%, and manufacturing exports
were practically flat at around 15% of domestic manufacturing production in the last decade. As
the accompanying charts show, deterioration in all these indicators is highly concentrated
between 2007 and 2012, consistent with the trade data presented earlier.

Likewise, the manufacturing sector’s trade deficit went from USD5bn in 2002 to USD94bn in
2012, due to an annual 14% increase in manufactured product imports compared with a
growth of scarcely 6% in manufactured exports (see Chart 3).

These indicators support the argument that there has been a loss in competitiveness in the
manufacturing industry in the last few years.

Chart 3 Chart 4
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Progress in the business environment, infrastructure and other
areas has been limited and insufficient to offset the impact of the
appreciation in the exchange rate and the gap between the
growth in labour costs and productivity

One of the factors that explains the deterioration in competitiveness levels in the Brazilian
manufacturing sector is the 22% increase in the real effective exchange rate between 2002
and 2012, most of it between the end of 2002 and the middle of 2008. The exchange rate
was much stronger in the second half of the 2002-12 period, which helps to explain the loss of
competitiveness in the manufacturing sector in this period.

Another key factor in understanding the deterioration in the competitiveness in the
manufacturing sector in the last few years is the gap between the growth in labour costs and
labour productivity.

In the 2002-12 period, unit labour costs in the industrial sector measured in BRL went up by an
average of 7.5% a year (growth in USD was 9.0% a year). This growth was particularly high in
the last two vyears of the period analysed, when it grew at a rate of around 14% a year (see

REFER TO IMPORTANT DISCLOSURES ON PAGE 6 OF THIS REPORT www.bbvaresearch.com Page 4



I BBVA

Economic Watch

Madrid, 18 March 2014

chart 3). This growth is much higher than productivity in the Brazilian industrial sector, which at
an annual rate of just 2.2% saw particularly low growth, even turning negative in 2011 and
2012 (see chart 4).

There are other factors which have the potential to impact the economy’s competitiveness
and that of the manufacturing sector: the institutional environment, energy costs, tax
burdens, capital costs, logistics costs, access to markets, etc. In the case of Brazil,
evidence available on these areas for the last decade suggests that there has been little
progress - in some cases none at all - in terms of promoting competitiveness. Progress
made in some particular cases was not nearly enough to compensate for the general
picture of loss of competitiveness in the manufacturing sector. It is illustrative that in 2012
Brazil occupied 27th position out of 188 countries for the cost in dollars of exporting a
container and, out of all the countries, registered the second biggest increase in this cost
between 2005 and 2012 (+252%).

The lack of a more general and ambitious reform plan reduces the likelihood of there being an
improvement in Brazil's competitiveness through productivity gains, which would be the best
scenario. So the most likely outcome is that the problem of the lack of competitiveness is
resolved (or reduced) by an exchange rate depreciation and an economic activity slowdown.

Chart 5
Work force productivity in the industrial sector Chart 6
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DISCLAIMER

This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya
Argentaria, S.A. (hereinafter called “BBVA") to provide its customers with general information and are current as of the date of issue and subject to
changes without prior notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other instruments,
or to undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any
kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be
appropriate for them due to their specific investment goals, financial positions or risk profiles, as these have not been taken into account to
prepare this report. Therefore, investors should make their own investment decisions considering the said circumstances and obtaining such
specialized advice as may be necessary. The contents of this document are based upon information available to the public that has been obtained
from sources considered to be reliable. However, such information has not been independently verified by BBVA and therefore no warranty, either
express or implicit, is given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for any direct or indirect losses
arising from the use of the document or its contents. Investors should note that the past performance of securities or instruments or the historical
results of investments do not guarantee future performance.

The market prices of securities or instruments or the results of investments could fluctuate against the interests of investors. Investors
should be aware that they could even face a loss of their investment. Transactions in futures, options and securities or high-yield securities
can involve high risks and are not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed
the amount of initial investment and, in such circumstances; investors may be required to pay more money to support those losses. Thus,
before undertaking any transaction with these instruments, investors should be aware of their operation, as well as the rights, liabilities and
risks implied by the same and the underlying stocks. Investors should also be aware that secondary markets for the said instruments may be
limited or even not exist.

BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments
referred to, directly or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account
in those securities, provide consulting or other services to the issuer of the aforementioned securities or instruments or to companies related
thereto or to their shareholders, executives or employees, or may have interests or perform transactions in those securities or instruments or
related investments before or after the publication of this report, to the extent permitted by the applicable law.

BBVA or any of its affiliates " salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to
its clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading and
investing businesses may make investment decisions that are inconsistent with the recommendations expressed herein. No part of this document
may be (i) copied, photocopied or duplicated by any other form or means (i) redistributed or (i) quoted, without the prior written consent of
BBVA. No part of this report may be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the
same) in which its distribution is prohibited by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

In the United Kingdom, this document is directed only at persons who (i) have professional experience in matters relating to investments falling
within article 19(5) of the financial services and markets act 2000 (financial promotion) order 2005 (as amended, the “financial promotion order”),
(ii) are persons falling within article 49(2) @) to (d) ("high net worth companies, unincorporated associations, etc.”) Of the financial promotion order,
or (i) are persons to whom an invitation or inducement to engage in investment activity (within the meaning of section 21 of the financial services
and markets act 2000) may otherwise lawfully be communicated (all such persons together being referred to as ‘relevant persons”). This
document is directed only at relevant persons and must not be acted on or relied on by persons who are not relevant persons. Any investment or
investment activity to which this document relates is available only to relevant persons and will be engaged in only with relevant persons. The
remuneration system concerning the analyst/s author/s of this report is based on multiple criteria, including the revenues obtained by BBVA and,
indirectly, the results of BBVA Group in the fiscal year, which, in turn, include the results generated by the investment banking business;
nevertheless, they do not receive any remuneration based on revenues from any specific transaction in investment banking.

BBVA is not a member of the FINRA and is not subject to the rules of disclosure affecting such members.

BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to
prevent and avoid conflicts of interests with the ratings given, including information barriers. The BBVA Group Code of Conduct for Security
Market Operations is available for reference at the following web site: www.bbva.com / Corporate Governance”.

BBVA is a bank supervised by the Bank of Spain and by Spain’s Stock Exchange Commission (CNMV), registered with the Bank of Spain with
number 0182.



