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The Brazil Dilemma

Brazilian financial markets currently represent a classic dilemma often seen in the developing world. On one
hand, the bond market has sold off sharply since 2013, driving yields to very attractive levels. On the other
hand, its interest rates also reflect heightened currency risk. A key investment issue today is whether
bondholders are being adequately compensated for both currency and interest-rate risks. 

The Bond Market: What Has Been Priced In?
Brazilian yields have fully discounted the ongoing recession in the economy. The 10-2 year curve is inverted,
with a half point negative spread. Curve inversion often happens whenever there is a recession in Brazil. For
instance, the 10-2 curve inverted in 2008—briefly in 2011, 2012, and 2013—and once again after 2014. 

In all of these cases, the economy was either in deep contraction (e.g. 2009) or a mild recession (e.g. 2011). The
level of the current curve inversion suggests the Brazilian economy either is or will go through a 1-2% economic
contraction. 

As shown in Chart 1 below, bond market selloffs usually happen in tandem with a falling real, and this time is
no different. The obvious link here is inflation: a falling real increases inflation expectations and thus drives up
bond yields. 
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The question is whether the bond market has fully priced in the expected rise in inflation. At present, inflation is
running at a 7% pace, which is high by global standards but only slightly above Brazil’s own historical average.
It is certainly possible that inflation will continue to creep up due to the lag created by the falling currency.
According to Chart 2, Brazil’s inflation rate does not yet reflect the magnitude of the real’s depreciation since
2013. A simple regression suggests that Brazil’s inflation rate will climb to around 10% mid-year. 

 



 

However, with yields at 12.8%, the bond market has more than discounted Brazil’s nominal outlook. Here’s why:
assuming the inflation rate indeed spikes to 10% by mid-2015, current bond yields would represent a real bond
yield of about 3%. 

In fact, Brazil’s real gross domestic product (GDP) growth has averaged about 2.5% since 2002, so the real yield
is in line with real growth. Of course, one could argue that current bond yields are already too high given that
Brazil’s economy has been in recession since 2014, or that the country’s inflation rate is unlikely to reach 10%. If
so, the bond market is deeply undervalued. 

Some Positives for Bonds
Major forces suggest that bond yields may not rise much beyond their current levels: 

A credible central bank, which has largely maintained financial and price stability since the 1998 debacle.
With a series of rate hikes since 2013, narrow money growth has slowed, suggesting a slowdown in
nominal growth in the months ahead.

The public sector debt level stands at 36% of GDP, which is significantly lower than its peak during the
1998 crisis (see Chart 3). Brazil is far from maxing out its borrowing capacity.

 



 

Real wages have been falling for more than three years. There is not much excess demand to sustain a
continued rise in inflation.

Brazil has accumulated about $360 billion in official reserves, which covers more than 18 months of
imports. Should currency depreciation spiral out of control, the central bank has the resources to
intervene in the market and stabilize the exchange rate.

Stunningly, Brazil’s import-price inflation has turned negative despite the fall in currency. If this is not a
statistical error, the implication is that “follow through” inflation from the real’s recent drop will be very
limited.

The bottom line is that Brazilian bonds could be undervalued and may have limited downside price risk. While
the positive factors outlined above support lower yields, there are still some potential trouble spots that could
spook the bond market and cause yields to rise even more. Therefore, yields may not melt immediately as
Brazilian bonds remain vulnerable to certain deficit-related issues. 

Vulnerable Spots
There are two vulnerable spots. The first is the current account deficit. It is rather disturbing that with a near
50% fall in the real since 2011, Brazil’s current account deficit remains large and currently stands at 4% of GDP.
This is very different from India or Indonesia, where currency declines since 2013 have already led to notable
improvement in international balance-of-payment conditions in both countries. This is not the case for Brazil. 

The reason for Brazil’s slow improvement in its external account has much to do with the country’s negative
terms-of-trade shock. Chart 4 shows that although the real has fallen precipitously since 2011, the currency has
mostly mirrored the decline in Brazil’s terms-of-trade for the same period. Only very recently has the drop in
the real begun to “overcompensate” the terms- of-trade decline for Brazil. 

 



 

This “overcompensation” would mean the much-cheapened real will soon begin to help narrow Brazil’s current
account imbalance. Time will tell. Nevertheless, if commodity prices continue to drop, additional declines in the
real would be both necessary and inevitable. 

Another key vulnerable spot is Brazil’s fiscal condition. Currently, Brazil’s budget deficit is close to 6% of GDP
(see Chart 5 below). The only time public finances were in significantly worse shape was in 1998, when the
country was going through a major currency collapse and economic crisis. 

President Dilma Rousseff’s government is clearly responsible for the significant deterioration in Brazil’s fiscal
health, but the bond market selloff suggests that government policy has run into a brick wall: Rousseff must
change course or the country will eventually head for fiscal ruin. Of course, the commodity market selloff has
not helped either. 

 



 

The scandal surrounding Petrobras has put the government in the spotlight again. Investors are clearly
questioning the financial viability of a state-owned energy company. The Brazilian government has the
resources to keep Petrobras afloat but a substantial injection of funds is inevitable, given how massively
indebted the company has become. 

Overall Assessments
Domestic bonds should have limited scope for large additional price weakness, given subdued inflation,
weakening money growth, and softening import-price inflation. Nevertheless, the currency market remains
unsettling. 

Although the real is fairly valued after its recent fall, it is not deeply undervalued. In real effective exchange
rate terms, the Brazilian real remains expensive. In addition, there are a host of conditions that are beyond the
control of the Brazilian authorities, such as risk perception, the U.S. dollar trend, and the currency is still being
held hostage by global commodity prices. 

Nevertheless, we do not expect a currency crisis will occur, and Brazil’s sovereign risk is well under control, with
limited foreign currency debt. Therefore, any selloff relating to sovereign risk may have been driven by fear, and
therefore may represent a mispricing. 

Groupthink is bad, especially at investment management firms. Brandywine Global therefore takes special care
to ensure our corporate culture and investment processes support the articulation of diverse viewpoints. This
blog is no different. The opinions expressed by our bloggers may sometimes challenge active positioning within
one or more of our strategies. Each blogger represents one market view amongst many expressed at Brandywine
Global. Although individual opinions will differ, our investment process and macro outlook will remain driven by
a team approach. 
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Social Media Guidelines

Brandywine Global Investment Management, LLC ("Brandywine Global") is an investment adviser registered with the U.S.
Securities and Exchange Commission ("SEC"). Brandywine Global may use Social Media sites to convey relevant
information regarding portfolio manager insights, corporate information and other content.

Any content published or views expressed by Brandywine Global on any Social Media platform are for informational
purposes only and subject to change based on market and economic conditions as well as other factors. They are not
intended as a complete analysis of every material fact regarding any country, region, market, industry, investment or
strategy. This information should not be considered a solicitation or an offer to provide any Brandywine Global service
in any jurisdiction where it would be unlawful to do so under the laws of that jurisdiction. Additionally, any views
expressed by Brandywine Global or its employees should not be construed as investment advice or a recommendation
for any specific security or sector.

Brandywine Global will monitor its Social Media pages and any third-party content or comments posted on its Social
Media pages. Brandywine Global reserves the right to delete any comment or post that it, in its sole discretion, deems
inappropriate or prevent from posting any person who posts inappropriate or offensive content. Any opinions expressed
by persons submitting comments don't necessarily represent the views of Brandywine Global. Brandywine Global is not
affiliated with any of the Social Media sites it uses and is, therefore, not responsible for the content, terms of use or
privacy or security policies of such sites. You are advised to review such terms and policies.


