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Bust to Boom...And Back Again?
 
Summary
Latin American currencies have been notable outperformers in 2022. The sharp rise in
commodity prices has beneted Latin America the most, while monetary policy trends
and a modest reduction in political risk has also contributed to regionwide currency
strength. However, we believe the rally in Latin American currencies may be overdone, and
that current exchange rates do not reect future political risks, particularly in countries
such as Chile, Colombia and Brazil. In our view, current levels could represent attractive
entry points to purchase U.S. dollars against Latin American currencies, as we expect
regional currencies to reverse course and weaken over the medium to longer term.
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Latin America's 2022 Rebound...
2021 was not a standout year for Latin America. Broadly speaking, Latin American currencies were
notable underperformers across the emerging markets complex. Sluggish economic momentum, weak
underlying fundamentals as well as renewed political risk weighed on currencies across the region.
Last year, currencies such as the Chilean peso and Colombian peso depreciated close to 16% against
the U.S. dollar, some of the sharper sellos in the emerging markets. Elevated political risks placed
downward pressure on the Peruvian sol and Brazilian real as well, and while not as sharp relative to
regional peers, the Mexican peso also weakened over the course of 2021. Regional FX depreciation
came despite most Latin American central banks seeking to get ahead of the ination curve. Central
banks across Latin America proactively tightened monetary policy last year in an eort to contain
ination and ination expectations, with institutions such as the Brazilian Central Bank and Central
Bank of Chile initiating some of the more hawkish tightening cycles in the world. Tighter monetary
policy, however, did little to create positive sentiment among market participants toward Latin
American currencies.

Latin America's fortunes have reversed course over the rst three months of 2022, and currencies
that came under the most pressure last year are now rallying, to be some of the world's top
performing currencies so far this year. The Brazilian real is 16% stronger against the dollar, the best
performing currency in the world, while the Chilean peso is up around 8%. Other regional currencies
such as the Colombian peso, Peruvian sol and Mexican peso are also stronger on the year and, for
the most part, are close to unwinding all of last year's losses (Figure 1). Dynamics supporting Latin
American currencies this year are quite interesting. While nding a “winner” of the Russia-Ukraine
conict is dicult, Latin American countries have beneted signicantly from the rise in global
commodity prices as a result of the war in Ukraine. Countries such as Brazil and Colombia are major oil
exporters and have seen their respective terms of trade improve signicantly this year (Figure 2). As
terms of trade improve, each country's current account decit has narrowed, acting as a key pillar of
support for the Brazilian real and Colombian peso.

Terms of trade have not improved in Chile, Peru or Mexico (largely due to each country being net oil
importers); however, in our view, political risk in these countries has eased to start the year and
calmer political environments have been the primary driver of currency strength in each country.
Elections in Chile yielded the left-leaning Gabriel Boric as president, but also a highly fragmented
Congress. Without a Congressional majority, Boric's agenda should be dicult to implement, which
has eased market concerns and alleviated pressure on the Chilean peso. In Peru, President Castillo
is also dealing with Congressional gridlock and will have challenges getting his unorthodox agenda
through Congress as well. Right now, Castillo is facing another impeachment trial, but whether the
impeachment attempt is successful or not, we believe political risk in Peru has been reduced since
and despite Castillo's surprise election victory. And in Mexico, President Lopez-Obrador (AMLO) lost
his Congressional supermajority last year, which should severely limit his ability to amend Mexico's
Constitution. AMLO's political agenda has been a sporadic source of stress on the Mexican peso, but
with his ability to implement new laws scaled back, reduced political risk has taken one of the key
restraints o the currency.

In addition to higher commodity prices and reduced political risk, and despite it not being a particularly
supportive factor in 2021, monetary policy trends have also contributed to currency strength this
year. Major central banks across Latin America are still tightening monetary policy and remain some
of the most hawkish in the world. To that point, the Brazilian Central Bank has raised its Selic Rate 250
bps this year and is on pace for another 100 bps of tightening in May. The Central Bank of Chile as well
as the Central Bank of Peru have raised interest rates 150 bps, while the Central Bank of Colombia
and Banxico have lifted policy rates 100 bps. Aggressive tightening has lifted the carry appeal of
many Latin American currencies. In an environment where rates are still comparatively low around
the world, investors seeking carry have been attracted to Latin American currencies in early 2022 and
have diverted capital toward the region, most notably Brazil. In Brazil's case, the Brazilian Central Bank
has established positive real interest rates, which along with higher commodity prices, has made the
currency especially attractive.

2 | Economics



Bust to Boom...And Back Again? Economics

Figure 1
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...Might Not Last Much Longer
With all that said, we believe the currency rally across Latin America is close to being over. In our
view, regionwide political risk is set to pick up again in the near future and these political risks
are not reected in current exchange rates. In Chile, we expect political developments to weigh on
the Chilean peso; however, we expect the constitutional rewrite process, not Boric administration
policy, to be the key source of depreciation on the currency. Chile's Constitutional Convention will
need to present a written draft of the new constitution by mid-July. In our view, July is an overly
ambitious timeline, and we expect the process of composing a new document to be delayed through
the summer. Whenever the new document indeed gets drafted, eventually, the Chilean population will
need to ratify the new constitution through a nationwide referendum. We also have our doubts the
referendum will produce a nationally accepted document on the rst attempt. As the referendum to
ratify the constitution gets delayed and turns contentious, and as Chile's economy operates under an
unclear legal framework, we would expect the Chilean currency to suer the consequences. In our view,
a USD/CLP exchange rate below CLP800 represents an opportunity to gather short exposure to
the Chilean currency.

Colombia will elect a new president in May. Currently, the anti-establishment populist candidate,
Gustavo Petro, is leading opinion polls. Petro's policy platform includes eliminating oil production
in Colombia to diversify the economy and boosting scal spending to aid low- and middle-income
households. Congressional elections earlier this month yielded a divided Congress, so the likelihood
of Petro's policies being implemented is low; however, a Petro administration would represent a sharp
change in local politics. Historically, Colombia has elected business and market-friendly administrations
that have not been focused on upending Colombia's economic model. In addition, prior administrations
have leaned more scally conservative. A Petro administration that looks to spend more scal
resources and take on a higher debt burden could result in further sovereign credit rating downgrades.
Recently, S&P downgraded Colombia's sovereign debt to non-investment grade status. As of now,
Moody's maintains an investment grade rating; however, a higher debt burden and more unpredictable
politics could result in the agency downgrading its rating to “junk” status as well. Should S&P and
Moody's have non-investment grade credit ratings on Colombia's debt, government bond funds would
be forced, by mandate, to exit Colombian sovereign debt holdings. In our view, this scenario is very
possible, and should this materialize, could result in a sharp peso depreciation. Right now, the current
USD/COP exchange rate does not incorporate this risk, and we believe these levels are attractive
entry points to enter long dollar positions.

And nally, in our view, the Brazilian real is the most overbought currency in Latin America, and
we expect the currency to reverse course and trend weaker against the dollar going forward. As
mentioned, the Brazilian real is 16% stronger against the dollar this year. The currency has broken
through many key technical levels, including moving averages and the psychologically important
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BRL5.00 level. As of now, the currency sits at levels last seen before the COVID pandemic started.
However, Brazil's presidential election is on the horizon, and we expect campaigning to pick up pace in
the coming months. While opinion polls have narrowed in recent weeks, by most accounts, President
Bolsonaro is behind and would lose the election to Lula, the former president of Brazil. In our view,
a large part of Bolsonaro's campaign will be focused on enhancing and expanding social spending
programs in an eort to rally electoral support. Given Brazil's already elevated debt burden and
relatively large scal decit, we believe new scal spending would generate depreciation pressure
on the Brazilian currency. Just recently, Bolsonaro unveiled a 165 billion reais (~2% of GDP) social
spending plan to divert funds toward low- and middle-income households. The plan does not add new
spending to Brazil's budget but is an indicator that new spending and a worsening of Brazil's public
nance position could be imminent. In our view, as public nances worsen we expect the currency to
trend weaker against the dollar. In addition to underappreciated political risks, we believe the Brazilian
Central Bank is close to the end of its tightening cycle. We believe BCB policymakers will raise interest
rates another 100 bps in May and take the Selic Rate to 12.75%; however, will also announce the end
of its rate hike cycle at the May meeting. The carry associated with the Brazilian real at the moment is
high; however, with the Federal Reserve set to tighten policy aggressively, that carry should diminish
over time. We also believe nancial markets are priced for policy rates in Brazil to rise too much.
Markets are currently priced for the Selic Rate to rise to 13.50%. The combination of reduced carry and
nancial markets adjusting to less tightening should also contribute to a weaker Brazilian real over the
medium to longer term. Given the Brazilian real's recent rally, we believe current USD/BRL exchange
rate levels are an opportune time to gain short exposure to the Brazilian real.
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