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e The performance of Brazilian asset prices so far in 2019 has been exceptional.

e But, although the importance of external factors to the dynamic of Brazilian assets is well known, it is often
forgotten.

e We conclude that most, if not all, of the improvement in Brazilian assets in January could be related to external
factors rather than factors specific to Brazil.

e This could represent both a problem and an opportunity, in our view.

e We see a potential opportunity because there could be room for additional improvement if the country delivers
on pension reform, privatizations, and a short-term fiscal adjustment.

e The danger, in our view, is if Brazil does not take advantage of the positive global environment to do the fiscal
adjustment in order to be better prepared for a rainy day.

e As history shows, the favorable view of international investors toward Brazil will not last forever.

Global Risk Aversion
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The performance of Brazilian asset prices so far in 2019 has been exceptional. The Ibovespa gained around 12% in local
currency, 10-year yields shrank by 37 bps, and the currency strengthened 6% against the USD. All of this was sustained

by an improved risk assessment, reflected in the CDS measure, which contracted to 163 bps (for five-year contracts) from
206 bps.

Introduction

We acknowledge that there are reasons be optimistic. Consumer confidence is improving (suggesting that an acceleration
of economic growth is around the corner), inflation is surprising to the downside (increasing the likelihood that the Selic

rate will stay lower for longer), and investors are assigning a high probability that an adequate pension reform will be
approved by the legislature and the executive in 2019.

Nevertheless, a more holistic assessment of global financial indicators suggests that most, if not all, of the
improvement described above is related to external factors. After all, global risk eased substantially at the

beginning of this year, which contributed to add value to a great number of assets, particularly in emerging
markets.

Common Factors and the Idiosyncratic Component of the CDS

In this report, we are updating our preferred measure of high-yield and EM-sovereign risk aversion, comprised of the five-
year CDS of 24 economies: Argentina, Chile, Colombia, Mexico, Panama, Peru, Croatia, Greece, Hungary, Poland,
Romania, Russia, Turkey, China, India, Indonesia, Malaysia, Philippines, Thailand, Vietham, Egypt, Morocco, Nigeria, and
South Africa (see our report Risk Premium: Apples and Oranges, October 9, 2018).

The following charts illustrate the dynamics of the last decade as well as what has occurred since September 2018. It
seems clear that, after a substantial improvement on the eve of the presidential elections, the Brazilian risk premium

began to evolve to more closely approach that of our sample of high-yield countries. By our calculations, the correlation
increased significantly in January.
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Sources: Santander estimates based on Bloomberg data.

This similar dynamic for the Brazilian risk premium and that of our high-yield sample suggests that there may have been a
common factor driving down the spreads of Brazil and other emerging economies, most likely global risk aversion, in our
view. The charts on page 1 illustrate what has happened to two well-known measures of financial markets’ risk aversion in
the last five months: (i) the VIX, which represents the markets’ expectation of 30-day forward-looking volatility, derived
from the price inputs of the S&P 500 index options, and (ii) the average yield of risky bonds (high-yield index).

It is not a coincidence, in our view, that all indicators shown in this report have shown substantial improvement in January,

after marked deterioration through the end of last year. In our view, concerns that monetary policy in the US could turn

excessively tight while China could experience a steeper and more rapid slowdown explains the negative market

assessment that intensified in November. Among other explanations, the reaction in January could be associated with
2



S

both liquidity injections in China and with a more dovish message from the US Fed. Not surprisingly, in our view,

commodities prices (including crude) interrupted the downward trend, and the US dollar lost value not only against
emerging currencies but also against those of developing countries.

What About the Idiosyncratic Factor?

In order to identify the “pure” idiosyncratic component of Brazilian CDS, we ran regressions to estimate the coefficients of
external variables and overall risk aversion to the Brazil CDS (again, see our report Apples and Oranges, cited
previously). We consider the residual of this regression as a better proxy for the unique component of the Brazilian risk
premium. The following charts illustrate what has happened recently with the common component and the residual.

The Common and the Idiosyncratic Components
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Source: Bloomberg.

These two figures clearly illustrate the important role external factors have played in the improvement of Brazilian risk
assessment that we have seen in January. After posting substantial gains on the eve of the presidential elections, the
components of the CDS not explained by external factors have declined only marginally.

Conclusion

The importance of external factors to the dynamic of Brazilian assets is well known but often forgotten. It is quite
common to see the BRL underperforming other EM currencies during cycles of overall appreciation of the US

dollar, and outperforming when the greenback loses value. We say the currency has a high beta relative to other
developing economies.

By the same token, a favorable evolution of the external environment tends to generate a stronger improvement
of Brazilian CDS than that of most other economies. According to our estimates, each 1 p.p. variation in our high-
yield sovereign sample tends to move Brazilian CDS by 2 p.p. in the same direction.

We conclude that most, if not all, of the improvement in Brazilian assets in January could be related to external
factors rather than to factors specific to Brazil (the latter possibly associated with a better outlook for fiscal
accounts). This could present both a problem and an opportunity, in our view. We see a potential opportunity
because there could be room for additional improvement if the country delivers on pension reform,
privatizations, and a short-term fiscal adjustment. The danger, in our view, is if Brazil does not take advantage of
the positive global environment to do the fiscal adjustment in order to be better prepared for a rainy day. As
history shows, the favorable view of international investors toward Brazil will not last forever.
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