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BRL leads the EM race against the dollar in Q2 but risks 
to further outperformance are high

Author

The Brazilian real has seen a significant rally against the
US dollar in Q2, with gains over 13% recorded since the
March bottom. The real's surge has taken place despite
a grim backdrop of Covid infections throughout the
country and a slow pace of vaccinations. BRL price
action thus far has disappointed our short calls over the
past months as a number of factors have offset the
damaging impact of the pandemic on the currency,
placing the real in a firm bullish channel at present.

June 2021

The stronger-than-expected dollar downside has been a 
major theme dominating the FX narrative in emerging 
markets, with BRL the best outperformer so far in Q2. 

Domestically, the hawkish shift in monetary policy has brought back substantial carry to the
real, with hikes totalling 150bp since mid-March and a robust normalisation agenda in sight
suggesting this tailwind is only going to increase. Favourable current account dynamics on
the back of improving terms of trade and booming commodity prices have added to the
positive currency outlook too. Crucially, the fiscal data has started to show a positive impact
from higher inflation, as tax collection improves due to the higher prices of goods and
services while inflation adjustments on spending in areas like state pensions are slower to
adjust. The mild fiscal relief has contributed to a significant reduction in economic and policy
uncertainty, further boosting the currency's appeal as a result. Looking ahead, the Brazilian
real should extend its gains amid a stronger growth environment. However, risks to this view
remain heavily tilted to the downside as a potential third wave of infections looms on the
horizon.

BRL gains in Q2 have topped a generally positive EM currency board against the USD
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Our revised forecasts broadly align with our January BRL outlook, prior to the currencies
decline in Q1 due to the unforeseen second wave of the pandemic. With the global
macroeconomic backdrop improving and some domestic factors swinging to support the
currency, we now return to our previous conviction for a stronger real throughout the year.

Monex's June Forecasts

Currency 
Pair

1-month
30th Jun 2021

3-month
31st Aug 2021

6-month
30th Nov 2021

12-month
31st May 2022

2022

USDBRL 5.15 5.0 4.8 4.8 4.5

EURBRL 6.28 6.15 5.90 5.95 5.58

Monetary tightening set to support the BRL rally while the policy rests in 
accommodative territory 
The BCB entered a decisive tightening cycle in mid-March, amid concerns of rising domestic
inflation due to both supply and demand effects. In two subsequent policy announcements,
the BCB hiked the Selic rate by 150bp from the record low 2%, which it sat at for nearly a
year. Policy normalisation in Brazil has been the more aggressive within the EM space when
rates in advanced economies remain notably low. In this context, the BRL holds a growing
attractiveness from the carry trade perspective as investors seek high-yielding assets amid
the global recovery. CFTC data supports this view, with non-commercial BRL futures sharply
rebounding to a net long position for the first time since mid-2019. The hiking cycle has been
welcomed by the domestic currency as the policy remains accommodative, with the Selic
rate still sitting far below the 6.5% estimated neutral rate. This means that financial
conditions are still regarded as supportive to growth, limiting the dampening effects of a
shrinking stimulus, while rising returns also favour currency gains.

Non-commercial investors take
a net long position on the BRL
for the first time in two years

Source: Bloomberg
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Market expectations for further policy tightening are strong and reflect the hawkish BCB
communication. The 1Y1D forward curve already prices in up to 438 basis points of interest
hikes over the next year from the current 3.50% Selic rate, with most of the move expected
over the next six months. However, implied market expectations for the policy path exceed
those from the BCB's baseline, which foresees the reference rate landing at the neutral
6.25% level by the end of 2022. Survey-based expectations also indicate higher-than-
signalled policy rates by the end of the relevant horizon, with a median 6.50% Selic rate
expected by then. With a clear consensus over the policy direction ahead, the focus centres
on how front-loaded the normalisation will be. The speed of tightening should be crucial for
the currency dynamics, although a sharp rate hike could potentially limit currency gains as
growth stimulus is withdrawn.

Fuel and food inflation accounted for the largest part of the moves, with core inflation sitting
marginally above the 3.75% policy target, at 4.14%, although accelerating. The wide output
gap caused by the pandemic should cool surging inflation pressures looking forward, even as
estimates for 2021 GDP growth are revised up. However, with a large set of upward risks to
the baseline inflation outlook, risks to a stronger-than-expected monetary tightening remain
high. Overall, the inflation outlook remains within the BCB's control in our view, but recent
dynamics (including rising inflation expectations and rising fuel prices) require close
monitoring and, more likely than not, further policy tightening. A backdrop of improving
growth prospects also push expectations in the hawkish direction, although lingering
political/fiscal risks remain the primary driver of upside pressures to inflation.

The inflation outlook in the short 
term should be the main 

determinant of the policy path, as 
economic uncertainty remains 

high. The BCB currently 
acknowledges the "asymmetric 
upward bias" to the balance of 
risks for inflation, mainly due to 

high fiscal risks. 

Median inflation expectations recorded
in the central bank's weekly survey
reflect such an inflationary outlook, with
projections for 2021 at 5.15%,
significantly above the 3.75% target, and
3.64% for 2022 - slightly above the
3.50% goal. Unlike in the US and other
advanced economies, sources of upside
inflation in Brazil come from financial
and cost-push pressures instead of
demand-pull forces, even though the
upwards inflation trajectory has been
accompanied by a softer-than-expected
decline in real activity. Headline inflation
landed at 7.27% in May, the highest
print since the end of 2016.
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Fiscal data shows some relief, but challenges to a sustainable debt path
abound
The fiscal profile remains a prominent feature for investor's confidence in Brazilian assets.
Episodes of currency weakness have historically correlated with periods of policy uncertainty
regardless of the broader macroeconomic environment. The recent BRL rally confirms this
notion as the fiscal data slightly improved on the back of a stronger-than-expected growth
rebound, reduced policy support relative to last year, and offsetting factors over the budget
balance. Although still concerning, the recent dynamics in monthly budget balances and the
slightly receding level of gross debt remain supportive to the fiscal profile.

Peaking debt dynamics are yet to navigate a challenging panorama

The overall public sector fiscal deficit stands at a high 10.8% of GDP YoY in April, with the net
interest bill at 3.7% of GDP. However, the consolidated public sector posted a larger-than-
expected R$24.3bn primary fiscal surplus in April, a significant improvement from the
pandemic driven large R$94.3bn deficit recorded a year ago. Both the central government
and states and municipalities accounts contributed substantially to the positive outcome,
while the balance from state-owned enterprises added a more modest surplus. The net
interest bill was also reduced by a large R$30.4bn as the outstanding stock of USD swaps
were priced after the 5.2% appreciation in the real during the month.

Source: Bloomberg



Additionally, the current inflationary environment has rendered positive results over budget
flows, as indexation rules have uneven effects over revenues and spending. Namely, tax
collection has been supported by fast-growing prices of good and services, while indexation
of wages and public sector payments such as pensions are slower. This positive impact of
higher inflation over the budget should continue to improve the fiscal profile in the months
ahead.

The debt-to-GDP ratio has benefited from the acceleration of nominal GDP growth as well,
both from rising activity and prices, with the stock of gross general government declining to
86.7% of GDP in April, down from 88.9% in March. However, debt levels remain elevated
compared to the 74.3% pre-pandemic level, which poses significant challenges to the
country's risk profile. Moreover, the still high level of debt and overall deficit increase the
country's vulnerability to adverse waves of downside risks.

The slightly improved fiscal picture has filtered positively into broad confidence measures,
with both the economic and policy uncertainty indexes dropping sharply over the last few
months. The FGV Economic Uncertainty Index (IIE-Br) has declined 87 points since April's all-
time high, although it still stands above the Feb-2020 pre-pandemic reading and the 110
threshold for "high uncertainty". The index is not far off the September 2015 reading either,
when the economy was hit by the 2014-16 recession and the government was stripped of its
investment grade status.
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“This underlying weakness in the fiscal outlook remains the more 
challenging factor in the BRL trajectory in our view, setting a low bar for 

potential downside surprises throughout the year.”

The FGV Economic Uncertainty
Index has recently receded but
still remains at concerning levels

Source: Bloomberg
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Risks to a weaker BRL remain elevated
Despite a relatively more supportive macro backdrop both domestically and globally,
downside risks to the currency outlook remain elevated. The Covid situation represents a
major challenge to the country as the high speed of contagion is fuelled by a slow pace of
immunisation.

A further spread of the virus may come alongside the hosting of the American Football
Tournament this month, a government decision that has been largely criticised by the
opposition and the public amid the current health crisis. The impact on the fiscal automatic
stabilisers and cost-push inflation pressures from such a situation would be challenging.
These factors might result in a spiralling inflation outlook that would enforce a more
aggressive period of monetary tightening, which could be marginally detrimental to a
stronger BRL as it undermines the economic recovery.

Even as daily cases diminished over the past weeks, the 7-day moving 
average has started to show a mild surge recently. 

Disclaimer

This information has been prepared by Monex Europe Limited, an execution-only service provider. The material
is for general information purposes only, and does not take into account your personal circumstances or
objectives. Nothing in this material is, or should be considered to be, financial, investment or other advice on
which reliance should be placed. No representation or warranty is given as to the accuracy or completeness of
this information. No opinion given in the material constitutes a recommendation by Monex Europe Limited or
the author that any particular transaction or investment strategy is suitable for any specific person. The
material has not been prepared in accordance with legal requirements designed to promote the independence
of investment research, it is not subject to any prohibition on dealing ahead of the dissemination of investment
research and as such is considered to be a marketing communication.
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