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“Not much else needs to be said other than the fact that it has recently become clear to us that Brazilian policymakers refuse to address the 
country’s growth/inflation imbalance – which they themselves  have perpetuated through currency debasement – with an adequate amount of 
exchange rate appreciation (we already know Dilma won’t budge on rates). 
 
Losing the “war” at home: Brazil is flat-out losing what Finance Minister Guido Mantega dubbed in SEP 2010 as the “Currency War” – mostly 
because of Brazilian policymakers’ own doing. The ~2yrs of capital controls (which are now slowly being reversed) did little to boost economic 
growth; 2012 real GDP should come in at roughly +1% YoY – the slowest since 1999 outside of the -0.3% YoY decline in 2009. 

 
Inflation is not growth: The weak BRL did, however, boost inflation, which has exceeded the median central bank’s 4.5% +/- 200bps target for 
29 consecutive months! The aforementioned bastardization of international capital also contributed to a drop in investment, which shrank to 
~20% of GDP last year (vs. ~48% for China), according to preliminary IMF estimates. 

 
Small measures won’t cut it: Now, in order to combat the now-obvious ramp in CPI that has stemmed from burning the BRL over the past 
~2yrs, the Brazilian government has just resorted to scrapping all taxes on the basket of staple foods (after Rousseff herself vetoed a similar 
measure back in SEP). This latest counter-inflation measure out of the Brazilian government is in addition to their recent use of forceful 
negotiation tactics with Brazilian utilities in order to drive down energy tariffs for Brazilian consumers and businesses. 

 
Mantega doesn’t get it: The breakdown was confirmed by Mantega’s latest statement on the BRL: “The government is ready to block 
exaggerated gains in the currency… the exchange rate isn’t an instrument to control prices and a weaker currency helps to protect the domestic 
industry from foreign competition.” 

 
Pigheadedness ≠ policy: With a hint of arrogance, these comments show Brazilian policymakers haven’t learned anything from the past ~18-24 
months of “exaggerated” policy failures.” 
 

“GET OUT OF BRAZIL IF YOU HAVEN’T ALREADY” (2/6/13) 

KEY EXCERPTS 

SOURCE: HEDGEYE RISK MANAGEMENT 
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NEGATIVELY DIVERGING 
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STILL BROKEN 

DATA SOURCE: BLOOMBERG 
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IDIOSYNCRATIC HEADWINDS MATTER 

DATA SOURCE: BLOOMBERG 

50 

60 

70 

80 

90 

100 

110 

120 

130 

140 

150 

BLOOMBERG CONSENSUS NTM EARNINGS ESTIMATES  
(INDEXED TO 3Y AGO) 

MSCI Brazil Index MSCI Russia Index MSCI India Index MSCI China Index 

MSCI South Africa Index MSCI Indonesia Index MSCI Mexico Index 



HEDGEYE  8 

LONG-TERM UNDERPERFORMANCE 
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BRL: PUNISHED 

DATA SOURCE: BLOOMBERG 
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… AND EXPECTED TO CONTINUE 

DATA SOURCE: BLOOMBERG 
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HEDGEYE’S EM CRISIS RISK MODEL 
STILL THE MOST PREDICTIVE MODEL ON THE STREET 

DATA SOURCE: BLOOMBERG; WORLD BANK; IMF; BIS. 
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HOW THE MODEL WORKS 

HISTORICAL CONTEXT 
Sampling scores of written works that analyzed emerging market crises both at the time of crisis 
and well after, we carefully indentified ten key economic indicators across four key categories 
(i.e. “Pillars”). 

MATH 
At the single indicator level, each country is ranked according to its length of standard deviations from the 
sample average. A higher deviation always indicates greater risk, so for indicators where a higher value is 
healthy (like a current account balance or budget balance), we inverted the signs. Each country’s deviations are 
then averaged and multiplied by a constant to produce a composite score at the Pillar level. 
 

ANALYTICAL INSIGHT 
Certain indicators were given a higher weighting in the average based on both historical 
precedent and what we viewed as the eminent areas of risk in the current cycle. The aggregate 
risk score is a arithmetic mean of the four Pillar-level scores . 
 

1 

2 

3 
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CHARTING THOSE IDIOSYNCRASIES 

DATA SOURCE: BLOOMBERG; WORLD BANK; IMF; BIS. 
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BRAZIL: THIRD RISKIEST EM ECONOMY 

DATA SOURCE: BLOOMBERG; WORLD BANK; IMF; BIS. 
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DRIVEN BY AWFUL FISCAL POLICY 

DATA SOURCE: BLOOMBERG; WORLD BANK; IMF; BIS. 
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AND BAD SOCIOECONOMIC POLICY 

DATA SOURCE: BLOOMBERG; WORLD BANK; IMF; BIS. 
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A BROAD CARRY TRADE EXPOSED 
MATH DOESN’T LIE; INVESTMENT FUND PROSPECTUSES DO 

DATA SOURCE: BLOOMBERG 
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THE THREAT OF THE UNWIND REMAINS 
REMEMBER, THE 2010-12 #EMERGINGINFLOWS WERE HUGE 

SOURCE: INSTITUTE OF INTERNATIONAL FINANCE 
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AS DOES MATERIAL DRAW-DOWN RISK 
OUTFLOWS PERPETUATE UNINTENDED CONSEQUENCES 

DATA SOURCE: BLOOMBERG 
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UNDERPERFORMANCE CAN LAST 
IF WE’VE TURNED THE CORNER ON US GROWTH, THEN… 

DATA SOURCE: BLOOMBERG 
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“CHEAP” CAN GET A LOT CHEAPER 
VALUATIONS APPEAR SUPPORTIVE; THEY DID 3M AGO TOO 

DATA SOURCE: BLOOMBERG 
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ESPECIALLY AMID AMPLE SPREAD RISK 
MARKETS CAN MEAN REVERT MUCH FURTHER FROM HERE 

DATA SOURCE: BLOOMBERG 
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SO WHY BUY BRAZIL? 

DATA SOURCE: BLOOMBERG 
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THREE REASONS TO BE BULLISH ON THE BRL 

A WIDENING REAL INTEREST RATE SPREAD 
We believe Brazilian fiscal and monetary policy will remain tight, at the margins, over the 
intermediate term, while slowing economic growth in the US will cause the Fed to ease – at least 
rhetorically – at the margins. That should lend support for a relief rally for once-popular EM carry 
trading strategies. 

A LIKELY NARROWING OF THE CURRENT ACCOUNT DEFICIT 
At the present moment, the threat of social unrest renders the World Cup an underappreciated 
catalyst for broad macroeconomic improvement in Brazil. 

UNDERVALUED WITH A POLITICAL CATALYST: REFORM 
Our proprietary valuation models show that the BRL is anywhere from 12% to 30% undervalued vs. the USD. Our 
analysis suggests the OCT 5th election will be much closer than investors think. The potential for opposition 
parties to gain material traction is not at all insignificant. Political gridlock would be very positive to slow the pace 
of fiscal deterioration; new leadership would be even better in terms of promoting economic reforms. 

1 

2 

3 
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US GROWTH IS SLOWING 
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BECAUSE INFLATION SLOWS GROWTH 
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HOUSING MARKET MOMENTUM: GONE 
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OLD FORMAT = $800/SQUARE FT NEW FORMAT = $1,300 SQ FT 

DOLLAR DOWN + RATES DOWN = EM RELIEF RALLY? 

DATA SOURCE: BLOOMBERG 
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THAT WOULD BE POSITIVE FOR BRAZIL 

DATA SOURCE: BLOOMBERG 
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ESPECIALLY BRAZILIAN EQUITIES 

DATA SOURCE: BLOOMBERG 

68 

70 

72 

74 

76 

78 

80 

82 

84 

-R$5,000 

-R$4,000 

-R$3,000 

-R$2,000 

-R$1,000 

R$0 

R$1,000 

R$2,000 

R$3,000 

R$4,000 

HISTORICALLY, THE BOVESPA HAS ESPECIALLY FAVORED A WEAKER USD 

BMF Bovespa Exchange MTD Net Inflows (BRL millions); SMAVG(6) Trade-Weighted US Dollar Index (rhs) 



HEDGEYE  31 

IS THE EM CARRY TRADE BACK “ON”? 

DATA SOURCE: BLOOMBERG 
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THE BCB'S HAWKISHNESS IS HELPING 

DATA SOURCE: BLOOMBERG 
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THEY WILL NEED TO DO MORE 

DATA SOURCE: BLOOMBERG 
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INFLATION WILL REMAIN STICKY 

DATA SOURCE: BLOOMBERG 
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A TIGHT LABOR MARKET EQUALS… 

DATA SOURCE: BLOOMBERG 

4.0% 

5.0% 

6.0% 

7.0% 

8.0% 

9.0% 

10.0% 

11.0% 

12.0% 

13.0% 

14.0% 

A HUMAN CAPITAL DEFICIENCY AND A LARGE BLACK MARKET ARE THE ROOT 
CAUSE FOR BRAZIL'S TIGHT LABOR MARKET -- NOT ECONOMIC GROWTH 

IBGE Brazil Unemployment Rate Region 30 Days New Methodology NSA SMAVG(12) 



HEDGEYE  36 

UNCHECKED WAGE INFLATION 

DATA SOURCE: BLOOMBERG 
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PLUS, CPI COMPARES GET EASY 

DATA SOURCE: BLOOMBERG 
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AMID ANNUALIZED FX WEAKNESS 

DATA SOURCE: BLOOMBERG 
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ECONOMISTS GET IT 

DATA SOURCE: BLOOMBERG 
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WHILE TRADERS OVERREACT 

DATA SOURCE: BLOOMBERG 
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FISCAL POLICY MARGINALLY SUPPORTIVE 

DATA SOURCE: BLOOMBERG 
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GDP COMPS NO LONGER A TAILWIND 

DATA SOURCE: BLOOMBERG 
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RETAIL SALES TRENDS STILL POSITIVE 

DATA SOURCE: BLOOMBERG 
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BUT PRODUCTION IS CRASHING 

DATA SOURCE: BLOOMBERG 
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AS IS THE CURRENT ACCOUNT BALANCE 

DATA SOURCE: BLOOMBERG 
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Hydropower, which generates 80% of electricity in Brazil is being constrained by an unusually dry rainy 
season… JAN ’14 was the second driest in 80 years 

 
In early FEB, water levels in the southeast and central western regions – home to 70% of the country’s 
reservoirs and half of the population – dipped to 37% of capacity, the lowest since 2001 

 
Meanwhile, electricity usage is running up +10% Y/Y (JAN) and peak demand reached an all-time high of 
86GW in early-FEB… that compares to a YTD average of 66.8GW 

 
Total installed energy capacity is a robust 126.7GW, but assured energy capacity is around 63GW – i.e. 
below average demand… peak demand should cool from here, but there is rising risk of brownouts 

 
To fill the gap, utilities must burn fossil fuels, etc… that is costly in the context of 2012’s energy price cuts, 
forcing the government to set aside a total of R$9B to plug operating holes… ratings agencies believe 
another R$5.6B will be needed – unless a +4.6% price increase is implemented (Fitch) 

 

“BROWNOUTS”: BAD FOR GROWTH 
WILL ENERGY BILLS RISE BY +4.6% Y/Y IN 2014? 

SOURCE: THE ECONOMIST (FEBRUARY 15TH, 2014) 
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WORLD CUP: GOOD FOR GROWTH 

DATA SOURCE: BLOOMBERG 
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AND THE CURRENT ACCOUNT 

DATA SOURCE: BLOOMBERG 
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WILL BRAZIL PULL AN INDONESIA? 

DATA SOURCE: BLOOMBERG 
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OLD FORMAT = $800/SQUARE FT NEW FORMAT = $1,300 SQ FT 

POLITICAL REFORM AHEAD? 

Poor institutions and a lack of adequate infrastructure remain 
key headwinds to Brazil’s structural economic growth 
outlook. 

As our EM Crisis Risk Model highlights, the biggest risks to 
investing in Brazil are generally associated with the inefficient 
and overbearing government sector. 

SOURCE: WORLD ECONOMIC FORUM 2013-14 GLOBAL COMPETITIVENESS INDEX 
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CONSUMER CONFIDENCE SAYS, “YES” 

DATA SOURCE: BLOOMBERG 
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SO DOES INDUSTRIAL CONFIDENCE 

DATA SOURCE: BLOOMBERG 
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BRL REER VALUATION 

DATA SOURCE: BLOOMBERG 
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BRL REAL INTEREST RATE VALUATION 

DATA SOURCE: BLOOMBERG 
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CONSENSUS DOESN’T CARE 

DATA SOURCE: BLOOMBERG 
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NEITHER DO INVESTORS 

DATA SOURCE: BLOOMBERG 
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THE “BRAZIL DISCOUNT” 

DATA SOURCE: BLOOMBERG 
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EVEN WORSE HERE 

DATA SOURCE: BLOOMBERG 
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OLD FORMAT = $800/SQUARE FT NEW FORMAT = $1,300 SQ FT 

MARKET SHARE VALUATION 

VALE 
Not particularly cheap or expensive. 

PBR 
Not particularly cheap or expensive. 

DATA SOURCE: BLOOMBERG 
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OLD FORMAT = $800/SQUARE FT NEW FORMAT = $1,300 SQ FT 

PRICE/BOOK VALUATION 

VALE 
The market is not paying for VALE’s book value growth. 

PBR 
“What even is book value in this space?”, says the market. 

DATA SOURCE: BLOOMBERG 

BHP Billiton Ltd Rio Tinto Ltd 

Vale SA 

Wesfarmers Ltd 

Anglo American 
PLC Mitsubishi Corp Mitsui & Co Ltd 

Kumba Iron Ore 
Ltd 

Teck Resources 
Ltd 

y = 2.5448x + 6.4248 
R² = 0.4284 

-5.0% 

0.0% 

5.0% 

10.0% 

15.0% 

20.0% 

25.0% 

30.0% 

0.0 2.0 4.0 6.0 8.0 

x-axis: Price/Book Ratio; y-axis: Book Value 5Y CAGR 

Royal Dutch 
Shell PLC 

PetroChina Co 
Ltd 

Chevron Corp 

BP PLC 
Total SA 

China Petroleum 
& Chemical Corp 

Eni SpA 

Statoil ASA Petroleo 
Brasileiro SA 

y = -0.0958x + 8.8148 
R² = 0.0002 

0 

2 

4 

6 

8 

10 

12 

14 

0 0.5 1 1.5 2 

x-axis: Price/Book Ratio; y-axis: Book Value 5Y CAGR 



HEDGEYE  61 

OLD FORMAT = $800/SQUARE FT NEW FORMAT = $1,300 SQ FT 

EV/EBITDA VALUATION 

VALE 
Appropriately valued on cash flows. 

PBR 
Slightly overvalued on cash flows. 

DATA SOURCE: BLOOMBERG 
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OLD FORMAT = $800/SQUARE FT NEW FORMAT = $1,300 SQ FT 

P/E VALUATION 

VALE 
Appropriately valued on earnings. 

PBR 
Appropriately valued on earnings. 

DATA SOURCE: BLOOMBERG 
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OLD FORMAT = $800/SQUARE FT NEW FORMAT = $1,300 SQ FT 

YIELD VALUATION 

VALE 
Decent yield support. 

PBR 
Very high-yielding. An appropriate target for a carry trade. 

DATA SOURCE: BLOOMBERG 
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OLD FORMAT = $800/SQUARE FT NEW FORMAT = $1,300 SQ FT 

DRIVERS 

VALE 
Vale needs China. Even if China doesn’t blow up, its 

structural rebalancing agenda and capacity reduction across 
materials-intensive industries bodes poorly for VALE’s future. 

PBR 
Petrobras needs a stronger BRL – especially with the 

government forcing them to eat the cost of subsidies for 
refined products. PBR doesn’t have enough upgrading 

capacity domestically, so it’s often forced to import refined 
products or light sweet crude at huge operating losses. 

DATA SOURCE: BLOOMBERG 
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OPERATING TRENDS ON THE MEND? 

DATA SOURCE: BLOOMBERG 
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EASY COMPS IMPLY, “YES” 

DATA SOURCE: BLOOMBERG 
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STILL A DOG – THANKS TO PILLAR IV 

DATA SOURCE: BLOOMBERG 
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BAKE IN A BACK HALF RECOVERY? 

DATA SOURCE: BLOOMBERG 
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BEST IDEA: LONG BZF 
LOTS OF UPSIDE IF YELLEN BECOMES HERSELF IN 3-6M 

DATA SOURCE: BLOOMBERG 
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BEST-IDEA-IN-WAITING: LONG PBR 
BUY IT ON A BREAKOUT ABOVE THE TREND LINE 

DATA SOURCE: BLOOMBERG 
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BEAR CASE 

• Its current 3M decline of -37% is the steepest 3M selloff since 2008 and the stock remains 
broken on our quantitative signals 

• Worst FCF generation of all 113 oil & gas producers tracked by Bloomberg over the TTM ($15.4B 
loss) 

• Its refining division has lost $35B since 2011, when the gov’t forced it to start subsidizing 
domestic fuel prices by selling imported gasoline and diesel at a loss – often at a ~20% 
discount to international prices 

BULL CASE 

• If nothing else, it’s an optically cheap way to play our #InflationAccelerating theme: PBR’s 
market cap is less than half of what it was before it began exploring its pre-salt reserves ($149B 
for the SEP ‘10 IPO; $225B in APR ’11; and $71B currently) 

• The planned introduction of six new platforms should boost production capacity by +680k 
barrels per day by EOY ‘14 (on a base of 2.54 mbpd) 

• That would be very positive after 2Y of negative production growth… as would a policy to raise 
domestic fuel prices (is the OCT ‘14 election a catalyst?) 

• Over the past five years, it’s registered a negative correlation of -0.70 to the USD/BRL spot rate, 
meaning that as the BRL strengthens, PBR’s stock price also tends to increase in value 

ULTIMATE BEARISH SENTIMENT; VALUATIONS AT EXTREMES 

LONG PBR JANUARY 2015 OTM CALLS? 

Falling prices are 
giving us an 
opportunity to do 
more work here, 
but preliminary 
indications 
suggest a decent 
appreciation of 
the BRL vis-à-vis 
the USD would 
provide a much 
needed boon to 
PBR’s cash flow 
dynamics. 

DATA SOURCE: BLOOMBERG 



FOR MORE INFORMATION CONTACT: 

SALES@HEDGEYE.COM 
203.562.6500 

mailto:SALES@HEDGEYE.COM�
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