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It’s an understatement to suggest Brazilian equities have been 
beaten down. Since the Bovespa put in its intermediate-term top in 
early November, the index has fallen roughly -30% – well beyond 
what we’d consider a crash. Currently, the Bovespa is trading just 
under 8.4x on a NTM P/E ratio – substantially below its five-year 
peak of nearly 19x. Broken from a TRADE, TREND, and TAIL 
perspective, Brazil’s benchmark Bovespa Index is in a Bearish 
Formation. As Keith suggested in a recent S&P 500 risk management 
note, “…don’t start playing the “valuation” game. Valuation isn’t a 
catalyst in a Bearish Formation. In many cases, it sucks you in early. 
Being early can be painful.”
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Again, Brazilian equities are indeed cheap relative to other equity 
markets and their own historic range, but that’s certainly no 
reason to buy today. Recall that many investors were buying 
“cheap” BRIC stocks the entire way down in 2008 using trailing 
valuation studies as their catalyst. Over three years later, each index 
remains under water. Market prices do indeed support our belief 
that it doesn’t always pay to buy and hold Brazilian equities over the 
long-term TAIL, despite current attractive valuations. Moreover, 
while it can be argued that the events of 2008 are indeed rare, we 
are not brave enough to suggest there is no chance of a repeat 
performance in the next three years given the world’s burgeoning 
sovereign debt and property market headwinds – topics for 
additional Hedgeye Black Books.
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Given this construct, we’ve put together a detailed report of what 
we view as the major headwinds Brazil will have to overcome over 
the long-term TAIL. This piece is not intended to entice you to run 
out and short Brazilian stocks around their YTD lows. Rather, it is a 
detailed playbook that should help prepare you to manage the risk 
around your exposure to Brazilian equities over the next 2-3 years. 
At various intervals along the way, many of these issues will become 
fully priced in. The most important questions remain, however: 
“When?” and “At what price?” As always, we’ll help you solve for 
these top-down, quantitative factors along the way. In the 
meantime, let’s dig into Brazil from a bottom-up perspective.
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Like all things emerging markets, consensus on Brazil is perma-bullish. For 
example, consulting firm A.T. Kearney’s Global Retail Development Index just 
pegged Brazil as the world’s most attractive country for retail development.[1] 
Moreover, a few notable and large sell-side and buy-side institutions have been 
publicly exhibiting their affinity for Brazilian equities much of the way down 
(foreign investors added a net $91 million YTD through July – small, but positive, 
nonetheless). We’ve been appropriately bearish on Brazilian equities since early 
November and we have an extensive collection of notes detailing such. The point 
of this exercise, however, is not to take a victory-lap; rather, we’d like to use the 
attention surrounding the negative price action in Brazilian equities to as an 
opportunity to both ask and attempt to answer the tough long-term questions 
that few “long-term” investors are willing to do the required work on.
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We use quotations around the phrase “long-term” because it has 
become increasingly clear to us after attending the recent 
Bloomberg Brazil Summit that the further out in investor duration, 
the more polyannish growth, inflation, and interest rate 
assumptions for the Brazilian economy become. To us, Brazil also 
represents an exciting opportunity on the long-side over the long-
term TAIL. This is not at all a new idea, however. As we say, 
everything that matters in macro happens on the margin, and, on 
the margin, consensus needs to negatively revise its assumptions for 
the Brazilian economy. 
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To fully comprehend where we think Brazil could come up shy of 
investor expectations, we find it useful to highlight where consensus 
is on the Brazilian economy. The table below shows Bloomberg 
consensus estimates for key metrics throughout the Brazilian 
economy. While we typically don’t ascribe much value to sell-side 
estimates, we are comfortable using them in this analysis as a 
baseline in the absence of more trustworthy forecasts. If nothing 
else, the sample of contributors is robust and, as alluded to earlier, 
some of the larger players on the buy-side share equally lofty 
expectations for the Brazilian economy as their sell-side 
counterparts.
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At first glance, Brazilian 2011-13 YoY Real GDP estimates don’t 
appear to be overstretched; in fact, on average they are just below 
the trailing five-year average of +4.4%. This is in line with how we’re 
thinking about Brazil’s long-term growth potential, insomuch that 
we believe Brazilian GDP targets are likely to be met – and perhaps 
surpassed over the long-term TAIL. What really matters, however, is 
how Brazil achieves such growth. That’s where we start to 
materially question consensus assumptions.
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As highlighted in the second row of the table, CPI is expected to 
trend down over the next 2.5 years to a +4.5% rate by 2013. 
Commensurately, the Benchmark Selic Rate is expected to reach 
12.75% by the end of next year – a mere +25bps from current levels. 
Our detailed scenario analysis below walks through why that is 
highly unlikely – especially if consensus is right in its forecast for 
rather slight improvement in the Brazilian government’s fiscal 
health.
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In short, we believe inflation will surprise to the 
upside in Brazil over the long-term TAIL, absent a 
meaningful reduction in economic growth 
(relative to current forecasts). Furthermore, we would 
argue that the Bovespa is currently having this debate, as well as a 
few other Big Boy Talks. Such discussions include, but are not 
limited to: the size and scope of the Brazilian government; how 
Brazil plans to finance a drastic increase in infrastructure 
investment; and, of course, the potential that structurally high rates 
of inflation persist over the long term.
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As Keith likes to say, “Nothing focuses the mind 
like a hanging.” Given the Bovespa’s dramatic 
underperformance YTD (down -26.2%), we find it 
appropriate to focus on what we believe are the 
three key issues that you’ll need to keep front-and-
center over the long term.
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As mentioned before, we strongly believe that consensus long-term 
inflation expectations in Brazil need to be revised upward. To some 
extent, we think that process is underway. In fact, since mid-June, 
Brazil’s 2013 breakeven rate, as measured by the difference between 
Brazil’s 2yr sovereign bond yield and the yield on 1-3yr inflation-
linked bonds, has been creeping steadily higher, closing at 6.54% as 
recently as two weeks ago. While this calculation does have its 
limitations, we would submit that it’s as good a proxy as any for 
gauging market expectations of the long-term trend in Brazil’s CPI. 
Note that 6.54% is a full +204bps higher than the current consensus 
estimate for Brazil’s 2013 CPI (4.5%). Though down from its YTD high 
of 6.7%, we think the slope of this line is one to keep an eye on –
especially as it relates to the timing of a more immediate-term 
purchase of Brazilian equities.
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Again, we believe estimates for 4.5-5% CPI over the long-term TAIL in 
Brazil are simply too low and if that isn’t the case, we’d submit that 
current growth estimates are too high. Rapid credit expansion, 
capacity constraints, structural upward pressure on wages, fiscal 
laxity, and inefficient capital allocation are all reasons why we 
believe there is an elevated floor under rates of inflation within 
Brazil. Below, we touch upon each of these points individually and 
where it will pay to focus your attention as it relates to changes in 
policy.
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From both a consumer and corporate perspective, credit expansion 
in Brazil has been red-hot. Currently running at an average pace of 
+20.5% YoY YTD and well-above Banco Central do Brazil’s recently 
upwardly revised 2011 target of +15% YoY, total credit in the 
Brazilian financial system continues to make higher-highs from a 
long-term perspective. In particular, consumer credit – driven by 
consistent lower-lows in unemployment, financial deregulation, and 
heavy government support to reduce poverty – has more than 
doubled over the past seven years, climbing from 21-22% of GDP in 
2004 to 49% of GDP currently. 
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We see more of the same supportive tailwinds to Brazilian credit 
growth – particularly in the consumer sector. The unemployment 
rate continues to make lower-lows (June’s 6.2% was the lowest June 
reading ever recorded) and a projected +120k new job adds per year 
from World Cup and Olympic demand alone will help maintain this 
trend. [2] Moreover, President Rousseff’s stated goal is to “eradicate 
poverty in Brazil”, which, coincidentally is among the most 
impoverished countries in the world from a relative income 
perspective (Brazil’s Gini Coefficient is equal to 54 vs. a BRIC ex-Brazil 
average of 40). [3] As a result of well-regarded, populist policies of 
former president Lula da Silva, an estimated 39.5 million people 
have left poverty to join Brazil’s middle class since 2003 and a 
further 20 million are expected to be included by 2014 as a result of 
President Rousseff’s social welfare initiatives. [4]
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Net-net, credit in Brazil has much headroom to continue growing at 
breakneck speeds. Sure, recent policy efforts are likely to dampen 
credit growth on the margin, but low nominal interest rates (relative 
to recent historic averages) and general demand from previously 
unlevered consumers remain a substantial tailwind to Brazilian 
credit growth over the long term. In fact, Brazil remains significantly 
under-levered on a relative basis due to private banks’ historical 
unwillingness to extend long-term credit as a function of Brazil’s 
well-documented history of boom/bust cycles capped off by 
hyperinflation 
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Perhaps more so than interest rates, keep your eyes on the central 
bank’s “macro prudential” measures and changes in government 
regulation as it relates to consumer credit (i.e. April’s +300bps 
increase in the tax on consumer credit operations) for the changes 
on the margin that will slow/quicken credit growth in Brazil.
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It’s no secret that Brazil has terrible infrastructure. Stories abound 
in the local and international press about Brazil’s under-commitment 
towards building and maintaining productive capacity throughout 
the economy. For example, in a 2010 Economist Intelligence Unit 
survey, 49% of local businessmen cited “low or costly infrastructure” 
as the largest challenge facing their operations in Brazil – far and 
away the majority response. [5] Further, in the World Economic 
Forum’s 2010-11 Global Competitiveness Report (GCR), Brazil ranked 
a modest 62 out of 139 countries in the quality of its infrastructure 
[6] – despite only having little more than 10% of its road network 
paved. [7]
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Brazil’s aggregated infrastructure ranking compares favorably with, 
say, India (86), but that doesn’t even begin to tell the whole story. 
[8] In fact, from an overall capacity constraint perspective, Brazil 
ranks dead last among its BRIC competitors, based on a proprietary 
index we’ve created using the GCR data. This 27-factor model 
averages each country’s rank (out of 139) in what we perceive are 
the most important variables in determining a country’s non-
inflationary growth potential. Moreover, the index is comprised of 
the top 27 factors that we felt most impact transactional costs, 
operational expenses, the supply of money in the economy, and/or 
capital misallocation. In this amalgamated metric, Brazil fared quite 
poorly relative to its BRIC peers – each also rife with their own fair 
share of capacity constraint headwinds – and also relative to the rest 
of the world (103 out of 139). 
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As a result of the overwhelming prevalence of capacity constraints, 
we believe that Brazil’s non-inflationary growth potential is much 
less than what consensus assumes it to be. Further, any attempts 
by the government via fiscal or monetary stimulus to help Brazil 
achieve the finance ministry’s target of 5.1% average annual growth 
through 2014 is likely to keep CPI elevated well beyond the 4.5% 
mid-point of the central bank’s target range. 
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Keep a close eye on tax reform and government efforts to engage 
the private sector more. This should help shrink the Brazilian 
bureaucracy by lowering spending growth and regulatory 
uncertainty in addition to increasing policy transparency. Brazil is 
already addressing its physical infrastructure needs, but it’s worth 
monitoring the pace and success of any documented progress, given 
that the Brazilian government has a history of missing project 
deadlines and budget projections for large infrastructure initiatives.
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Both labor market tightness and the indexed nature of Brazil’s 
minimum wage adjustment serve to apply incremental cost-push 
(rising operation expenses) and demand-pull (higher consumer 
income and wealth) pressure on Brazil’s CPI over the long-term 
TAIL. As mentioned before, all signs point to “full speed ahead” for 
Brazil’s already-robust labor market indicators, particularly if the 
government makes good on its goal to minimize the informal sector 
(by some accounts up to ~30% of GDP) in addition to the country 
executing on a planned R$1.6 trillion ($683B) in planned 
infrastructure investment through 2014 via the government’s PAC I 
and PAC II initiatives (more formally known as the “Accelerated 
Growth Programs”). Putting that sum into context, $683B is 
equivalent to nearly one-third of the country’s 2010 GDP.
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What is particularly troublesome is that Brazil has immense 
potential to enter into a “wage/price inflationary spiral” over the 
long-term TAIL, given its atrocious lack of skilled labor. This 
perpetuates a notable supply/demand imbalance for talent 
throughout a Brazilian economy which is seeking to high-grade itself 
by increasing industry and investment as a share of GDP over the 
long term. 
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The key culprit responsible for generating this perpetual mismatch 
between the needs of Brazilian employers and the skills of 
Brazilian workers is a weak, decentralized education system. 
Referring back to the GCR, we see that Brazil ranks 103rd out of 139 
countries in the overall quality of its educational system. [9] Brazil 
compares even more unfavorably in the ever-crucial math and 
science categories, ranking 126th in the 139-country sample. [10] 
Less than 10% of all Brazilian university students study engineering 
per Luanne D. Zurlo of the Worldfund. [11] Even in a less-
sophisticated field such as construction, 89% of companies report 
difficulty in finding qualified workers and 61% of those identified this 
as a detriment to operating efficiency per a recent National 
Confederation of Industry (CNI) survey. 
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Perhaps it’s just us, but it would seem that a lack of engineers and 
qualified construction workers bodes incredibly poorly for Brazil’s 
aggressive infrastructure initiatives. It is, however, inflationary for 
wages in these sectors…
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The ill-preparedness of Brazilian students for the workplace shows up in a major 
way on the job and really forces Brazilian employers to pay a premium for the 
talent they can find, as well as additional costs associated with training 
employees in-house. Only 10% of Brazil’s working age-population has obtained 
higher education, meaning that ~90% of Brazilians enter the workforce lacking 
university-level technical and communication skills. [12] A notable example of 
how a general lack of employee preparedness increases labor costs is the $150 
million per year Brazilian state-oil giant Petrobras is spending on employee 
training and there are many more anecdotal stories of multinational companies 
having to pay a 33-50% premium to employ talent in Brazil – even on PPP terms –
due to the additional costs associated with having to train employees in-house in 
order to impart them with even the most basic knowledge required to perform 
their duties. [13] For example, in the aforementioned 2010 Economist Intelligence 
Unit survey of Brazilian corporations, 46% of respondents cited the lack of 
technical skills of their workforce as the technological factor most impacting their 
ability to innovate in Brazil – the highest percentage of responses. [14]
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Shifting gears, we call attention to the indexed nature of Brazil’s 
minimum wage as a factor that continues to supply upward pressure 
on incomes throughout multiple areas of the economy, as 66% of 
the country’s pension and welfare payments are linked to the 
minimum wage. This further strains the government’s coffers in 
spite of well-publicized attempts to cut spending. According to the 
finance ministry, every one-real increase in the minimum wage 
boosts federal spending by 300 million reais. 
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Under former president Lula, a formula was put in place to 
determine the annual increase in the minimum wage through 2015: 
the rate of inflation in the previous year plus the rate of economic 
growth two years prior. Earlier this year, the formula (plus an 
additional concession) yielded a +6.9% increase in the minimum 
wage to 545 reais – an increase newly-elected president Dilma 
Rousseff had to fight aggressively for, given calls for an increase to as 
much as 600 reis (+18%) from labor unions and dissenting members 
of her own party. Applying that formula is likely to yield a minimum 
increase on the order of ~14% next year – a very important event to 
monitor as it relates to slope of consumer incomes and government 
spending in 2012 and beyond.
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Education reform is a must – particularly if it is designed to spur 
human capital accumulation earlier in life and increase Brazil’s math 
and science skills. Unfortunately, it is highly unlikely that Brazil 
makes any significant progress here within the next three years. 
Keep an eye on the 2012 minimum wage battle; it remains to be 
seen if Rousseff can hold off the opposition for a second consecutive 
year.
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The previous topic dovetails quite nicely into the next two reasons 
we think that consensus and government forecasts for Brazilian CPI 
and Brazilian interest rates are too low – namely a lack of fiscal 
restraint and inefficient capital allocation. Simply put, given the 
spending pressures associated with future minimum wage 
increases and public spending on infrastructure initiatives, we 
don’t see any meaningful fiscal retrenchment out of the Brazilian 
government over the long-term TAIL. To the latter point regarding 
infrastructure, Brazil has two hard deadlines with regards to how 
much progress needs to be made (the World Cup in 2014 and the 
Olympics in 2016), meaning that the government will be unable to 
meaningfully slow the pace of spending growth ahead of these two 
events. 
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According to current PAC I and PAC II legislation, approximately 60-70% of the 
Brazilian government’s planned R$1.6 trillion in infrastructure investment from 
2011-2014 is to come from the public sector. [15] This will be “accounted” for via 
a combination of higher fiscal expenditures (currently around 40% of GDP and 
quite fixed, given Rousseff’s populist nature) and federally-subsidized “loans” 
through Brazil’s state bank, BNDES. [16] No attempts have been made to 
obfuscate BNDES’s projected involvement in helping the Brazilian government 
achieve its stated goal to boost investment as a percentage of GDP to 22% by 2014 
from the current 18.4% (Brazil’s trailing three-year average of 18.5% compares to 
a BRIC ex-Brazil average of 31.8%). [17] On the contrary, the BNDES is being 
publicly lauded by the government for its efforts in extending credit to the 
Brazilian economy on a consistent, and, as recently as 2009, countercyclical basis.
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BNDES dominates the lending environment in Brazil, responsible 
for 42.1% of the total lending allocated by Brazilian financial 
institutions in 2010. Indeed, 2010 was record year for the state bank, 
lending $96.3B; a further $90B is projected for this year. Assuming 
Brazilian credit growth grows at its current YTD pace through the 
end of the year, BNDES funding would account for 40.2% of Brazil’s 
total credit expansion in 2011.
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Perhaps the most key stats relating to BNDES operations is that it extends credit at 
below-market interest rates on the order of ~6% (below the current rate of 
inflation), which are federally subsidized to help offset the bank’s funding costs 
(Brazil’s 1yr certificate of deposit rates are currently around 13%). Simply put, the 
Brazilian treasury is issuing debt and not recording it on the public coffers, 
instead opting to record the funds on its books as “loans” which are to be 
amortized back to it in the future. The main issue with this is that it allows the 
government to run a separate budget (via influencing BNDES’ lending activity) 
that is parallel to official expenditures – which Rousseff and Finance Minister 
Guido Mantega worked “hard” to cut earlier in the year. BNDES, which used to be 
self-funding, has received $116B in such capital injections over the last two years 
and is expected to receive an additional $30B in 2011. [18]



46



47

Not surprisingly, given the politicized and often uneconomical 
nature of the projects BNDES is essentially forced to finance, the 
government’s BNDES “assets” are showing marked-to-market 
losses of late. Since 2007, investments made by BNDESPar – the 
bank’s investment-making arm – have a cumulative market value 
loss in excess of R$3 billion. [19] Indirect accounting losses such as 
this one continue fly under the public radar, likely due the 
technicality that BNDESPar is not an entity within the state bank per 
se. BNDES does, however, fund BNDESPar operations using funds 
procured from the Brazilian government – which, again, considers 
such funding as an amortizing asset, rather than a non-recoverable 
expenditure. For example, last year BNDES provided 68% of the 
R$22 billion in capital BNDESPar used to invest in Petrobras’ 
secondary offering. [20]
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All told, we agree that BNDES should indeed have a role in financing Brazil’s 
growth, given that as a result of Brazil’s history of hyperinflation, private banks 
possess a general reluctance extend the kind of long-term credit needed to 
finance large-scale infrastructure initiatives. Still, it remains to be seen whether 
or not this is the most efficient mix of capital allocation in Brazil; perhaps there’s 
a better balance to be had between public and private sector financing. 
Furthermore, BNDES financing complicates the central bank’s effort to cool the 
economy by reducing the base on which its monetary policy works. At very low 
and even negative real interest rates, BNDES lending, which is typically around 
40% of the total, can be said to have a crowding-out effect on private sector 
credit expansion due to the likelihood that the central bank is forced to tighten 
further than would otherwise be warranted in order to achieve its desired results 
of slowing inflation and domestic demand.
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Pay close attention to the size and velocity of fiscal allocations to 
BNDES, as Brazil has a poor track record of completing large 
infrastructure projects on time and on budget (see: PAC I and PBR 
pre-salt production). To that extent, the Brazilian treasury last week 
issued another R$55 billion “loan” to the BNDES for use through June 
2012. [21] Again, any efforts to incrementally engage the private 
sector would be a welcome development. Brazil’s federal debt and 
deficit figures will be of upmost importance to keep an eye on.
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As football fans, Brazil reminds us a lot of the current Dallas Cowboys – full of 
championship potential, but lacking the leadership to ensure that the little 
details which separate winners from losers on the gridiron aren’t overlooked. In 
fact, there is a well-known saying that speaks directly to this point: “Brazil is the 
country of the future and will always be.” It can be strongly argued that such micro 
details are irrelevant in times of low uncertainly and low volatility (see: 2003-07); 
on the contrary, in today’s investing environment, where heightened volatility and 
diminishing returns have caused some legendary fund managers to choose to 
retire, we think it will pay to “sweat the small stuff” as it relates to Brazil and how 
the economy plans to finance a transition from Point A (today) to Point B 
(ultimately materialized perma-bullish expectations). As such, we identify below 
four major potential pools of capital and the presently identifiable risks therein.
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Judging by recent measures to slow the country’s intake of foreign capital, 
Brazilian officials appear blissfully unaware of the challenges the economy will 
face in financing its stated growth objectives over the long-term TAIL. At 16.5%, 
Brazil’s gross national savings rate is simply too low to meet a projected 
widening asset/liability mismatch due to the acceleration in investment as a 
share of the economy. [22] Sure, Brazil’s household savings rate is likely to trend 
higher as incomes grow and credit is expanded, but it is unlikely to grow 
commensurately alongside growth in investment over the next three years. 
Additionally, we’ve detailed above why we think the government will provide little 
reprieve here as well. Brazil could perhaps get a boost from a pickup in corporate 
savings, but that seems hopeful at best, given the aggressive CapEx plans of the 
economy at large. And as we like to say at Hedgeye, “Hope is not an investment 
process.”
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Taking the “hope” out of the equation, we can back our way into 
Brazil’s 2014 gross national savings rate by using admittedly 
Keynesian macroeconomic concepts and a combination of IMF 
estimates (in the absence of more reliable forecasts) and the 
Brazilian finance ministry’s targets. Assuming that a country’s 
current account is equal to its gross national savings less its gross 
national investment (CA = NS - NI), we can get to an implied gross 
national savings rate of 18.4% for Brazil in 2014 – a +188bps 
increase from today’s current 16.5% rate. [23]
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At face value, this higher level of domestic savings appears positive 
on the margin because it allows Brazil to incrementally invest in itself 
without the need to import incremental foreign capital, which puts 
well-documented unwanted appreciation pressure on Brazil’s 
exchange rate (more on this issue later). Digging deeper into the IMF 
estimates, however, we see that roughly 72% of the positive savings 
adjustment is expected to come from Brazil’s private sector due to 
little expected improvement in the government’s fiscal balance 
(2010 deficit/GDP ratio = -2.9% vs. 2014E deficit/GDP ratio = -2.4%). 
[24]
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We’ve mentioned earlier that the Brazilian government is unlikely to shrink itself 
in a meaningful way over the long-term TAIL (3yrs or less). It may attempt to force 
down its deficit/GDP ratio via higher taxes (currently around ~37% of GDP), but 
we do not see the broad-based political will to cut spending in a meaningful way. 
[25] Though Rousseff looks to push though additional austerity measures in the 
2012 budget (debate begins in August ‘11), she risks alienating her legislative base 
by leaning too far right (a combined 15 parties form the current ruling coalition). 
Moreover, the president also risks further alienation in her recent crack-down on 
corruption in the Transportation Ministry by stepping on the toes of key 
legislators. This may make it increasingly difficult to legislatively resist calls from 
labor unions for even greater public spending. All in all, we believe a lack of 
meaningful fiscal restraint will create an undue burden on Brazil’s private sector 
in the form of incrementally higher rates inflation and interest rates than would 
otherwise be necessary.



56

Shifting gears to Brazil’s currency, we see an incremental 173bps/GDP (~$36B) 
asset/liability deficit that needs to be financed with foreign capital (we arrive at 
this figure by subtracting the growth in Brazil’s gross national savings rate 
(+188bps) from the growth in investment as a share of the economy (+360bps)). 
Via recent increases in its IOF Tax (a levy on FX transactions originating from 
domestic financial and/or capital markets activity), the Brazilian government has 
made it clear that it would prefer this foreign capital intake to be more long-term 
in nature (i.e. foreign direct investment) vs. shorter-term portfolio investment 
(stocks and bonds) and bank deposits/direct loans.  Though Brazilian policymakers 
argue that FDI is more preferable from an inflation and economic sustainability 
perspective, it doesn’t completely mitigate the aforementioned long-term 
supply/demand dynamics driving BRL appreciation. 
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Of course, global macro markets are never as straight line as 
economists and politicians would like them to be. As such, we think 
it pays to manage risk around the Brazilian real with a bullish bias 
with an eye on the external environment – particularly as it relates 
to sovereign debt risk and the global interest rate environment. 
Global macro fundamentals do indeed change and factors which are 
supportive of BRL appreciation today are unlikely to remain static 
over the long-term TAIL – especially given the relative nature of the 
global currency market. Moreover, we are of the view that the 
central bank will be under increasing political pressure to 
incrementally intervene in the FX market as policymakers look to 
prevent Brazil from being inflicted with “Dutch Disease”. 
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Big Government Intervention
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As a refresher, the term “Dutch Disease” is generally used to 
describe the demise of a country’s manufacturing sector as a result 
of its currency appreciating beyond a perceived level of 
competitiveness – typically due to an exploitation of natural 
resources, though not limited to this cause. Again, our style of 
managing risks leaves little room to buy into convenient concepts 
like this, but it is an issue worth keeping an eye on over the long-
term TAIL, given that Brazil’s policymakers and central bankers will 
be acutely focused on this as a key factor driving their external 
policies.
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As we point out above, the challenges facing Brazil from a balance of payments 
perspective are quite great. They are, however, not insurmountable and we would 
be remiss to bet against Brazil (or any country) over the long term on this factor 
alone. Additionally, there are domestic factors which also look also create 
hiccups along the way as Brazil seeks to finance its growth, but we don’t think 
these issues are capable of derailing the growth engine that Brazil is perceived to 
be by many. These issues are, however, noteworthy and, at various instances, 
could create headaches for holders of Brazilian assets. With R$480-R$640 billion 
($205-$273B) in planned infrastructure investment expected to be financed by the 
private sector through 2014 via the PAC programs, we are not of the near-
consensus view that these investments on the order of 10-13% of GDP will be 
executed flawlessly. In the next three slides, we list potential avenues for 
execution and the risks therein.
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A supply glut and/or a buildup of unproductive capital waiting on 
the sidelines ahead of well-subscribed offers could potentially 
weigh on the Bovespa in a similar fashion as last year’s $70B PBR 
offering, which helped to generate a -7% market correction in just 
over three weeks.
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Those Brazilian corporations “lucky” enough to be included in the government’s 
agenda might welcome the development bank’s cheaper financing as a source of 
funding, but, as we mentioned prior, not without an ultimate tax on Brazilian 
economy at large. Since former president Lula da Silva took over in 2003, the 
Brazilian government has been using BNDES funding to exert its direct (equity) 
and indirect (credit) influence on the operation of Brazilian enterprises. The 
most recent example of this is the bank’s public support of the government’s 
decision to oust former Vale CEO Roger Agnelli over alleged tax evasion and a 
general lack of domestic investment. He was replaced by President Rousseff’s 
cohort, Murilo Ferreira – who is said to be in public support of the government’s 
more socialist objectives. It’s not a coincidence that BNDES president Luciano 
Coutinho sits on the board of Vale.
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Brazil’s private banking sector could also be called upon to increase 
its domestic lending market share by expanding credit at a rate 
faster than the BNDES. Unlike the previous two examples, this 
would actually be positive for the Brazilian economy over the long-
term TAIL – if, of course, it is accompanied by a reduction in the 
both the government’s budgeted and off-budget expenditures. 
Private banks in Brazil boast a healthy 17% capital adequacy ratio vs. 
an average of 14.5% across the world’s 100-largest banks. [26] At 
just under 6x levered, it can be said that Brazil’s private lending 
institutions have much headroom to grow.
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All told, Brazilian policymakers don’t just have an issue with 
controlling the flood of capital into the country; they must also 
decide the most effective route of capital once it’s on shore – in 
addition to having to do the same for a growing domestic capital 
base. We’ve never been the type to blindly put faith in politicians and 
we don’t intend to start any time soon; as a result, we think it will be 
increasingly important to focus on the obvious – monetary policy –
and the less obvious, but equally as relevant – government 
regulation specifically relating to building out Brazil’s budding 
corporate bond market.
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We continue to view Big Government Intervention as the number one factor 
keeping Brazilian economy from operating at full potential.  If there’s one key 
lesson we’ve been trying to convey over the last three-plus years it’s that Big 
Government Intervention shortens economic cycles and amplifies market 
volatility. We don’t see Brazil as being immune to this phenomenon. Moreover, 
nothing we have come across in the way of policy initiatives or official rhetoric 
would suggest that is likely to change over the long-term TAIL (again, 3yrs or less). 
Given this construct, we think it will pay to actively manage risk on both the long 
and short side of Brazilian equities over the long term. This is in strict contrast to 
the consensus “buy-and-hold everything BRIC-related” strategy. It’s worth noting 
that the Bovespa Index is down -13.6% on a trailing three-year basis – a 
substantial underperformer relative to other key emerging markets.
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Moving specifically into Brazil’s big government, a high degree of 
inefficient bureaucracy, wasteful spending, and regulatory 
uncertainty continue to have us more negative relative to 
consensus on the Brazilian economy – particularly as it relates to 
inflation and interest rates.  Further, we do not think this risk is 
properly being interpreted by the market. It should in due time.
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Throughout this report, we’ve detailed the processes by which the government is 
likely to contribute to the Brazilian economy falling short of hopeful expectations. 
We would like to wrap up by quantifying exactly what we mean. Referring back to 
the GCR data, we see that the Brazilian government ranks far, far below both its 
perceived peers and the rest of the world at large (120 out of 139); in fact, it 
ranks dead last globally in both the “burden of government regulation” and the 
“extent and effect of taxation”. [27] Dead last. While it’s true that there’s 
nowhere to go but up from a rankings perspective, we don’t see Brazil making any 
meaningful progress here over the long-term TAIL (3-years or less) and, as such, 
we don’t think it will pay to blindly assume they will. Again, hope is not an 
investment process. The table on the next slide highlights Brazil’s poor 
performance in a bevy of key public sector metrics.
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Currently in a Bearish Formation, Brazilian equities have been giving 
a lot of investors headaches over the last three quarters. On a 
positive note, the index’s underperformance YTD provides a great 
opportunity for the market to focus on and begin pricing in what we 
think are some of the key long-term headwinds facing the Brazilian 
economy. Contrary to the consensus hope that the Bovespa makes a 
new high every day hereafter, we expect this process to play out in 
fits and starts over the next few years. As such, we believe this will 
generate some sizeable returns on both the long and short side of 
Brazilian equities over the long-term TAIL. Keeping the 
aforementioned headwinds front and center will help you determine 
whether or not Brazil is making sufficient or insufficient progress on 
this front.
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“There are times when it’s important to 
invest cautiously, and there are times 
when it’s important to invest 
aggressively… A big part of the job is 
knowing where we are and choosing 
between those two.”

-Howard Marks 
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• 10/22/10: Real Commotion In Brazil
• 11/9/10: Outlook For Brazilian Interest Rates: Read the Fine Print
• 11/24/10: Tales of the Global Inflation Tape: China, Brazil, & India
• 12/17/10: Brazil: A Leading Indicator for the Global Economy
• 1/6/11: Tales of the Global Inflation Tape Part II: China, Brazil, & India
• 1/21/11: Navigating the Brazilian Terrain
• 1/26/11: Bullish on Brazil (and Other Emerging Markets)?
• 1/31/11: Time to Buy Brazil?
• 2/11/11: The Starvation Trade Is Consuming Emerging Markets
• 2/22/11: Brazil: Short-Term Pain for Long-Term Gain
• 3/2/11: Brazil: One Steps Forward; Three Steps Back
• 3/24/11: Brazilian Tug-of-War
• 3/30/11: What’s Next for Brazil?
• 4/21/11: Oh, Brazil…
• 5/3/11: Brazil: All Bark & Little Bite
• 5/4/11: Brazil’s “High and Controlled” Inflation Rate
• 6/6/11: Still Bearish On Brazil
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