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Short-Term Capital Inflows
Increase Risk in Brazil

We expect Brazil, along with other

emerging-market economies, to make a

significant contribution to demand growth

in the global economic recovery. This will

likely take the form of higher imports,

which will create current account deficits

that must be financed by capital inflows.

We’ve assumed that much of the financing

would come from foreign direct invest-

ment—the highest-quality and most stable

of capital inflows—or at least from

relatively stable long-term portfolio flows.

But if a growing share of the financing

comes from short-term sources, as appears

to be the case in Brazil, it creates much

greater risk that these flows will at some

point reverse course, putting sudden

downward pressure on Brazil’s currency.

High Interest Rates Stand Out
Short-term interest rates in Brazil are near

11%, among the highest in the world,

which helps the country attract short-term

investment flows. Offsetting these

exceptionally high yields is the risk of a

decline in the Brazilian currency, but the

yield advantage versus the dollar is so

great that it provides a buffer against some

loss in the value of Brazil’s real. In a global

environment in which financial shocks

seem less likely, short-term investment in

high-yielding currencies like the real

becomes an attractive proposition.

Investors appear to be taking advantage of

this opportunity: short-term positions in

the real are on the rise, as evidenced by

the balance of payments, local reports on

bank funding and market-price distortions.

All three indicators point to inflows of

short-term capital via derivative markets,

which allow foreign investors to assume

the well-compensated short-term risk in

the real that’s ultimately financed by local

banks. Let’s take a closer look at the signs

of rising short-term capital inflows.

Evidence of Short-Term Capital
Inflows
First, Brazil’s current account deficit is

rising, and that deficit must be financed by

corresponding inflows of foreign capital,

which can come from direct investment,

long-term portfolio investment or

short-term portfolio inflows. Our analysis

Evidence indicates that Brazil’s current account deficit is being
financed primarily by short-term investment flows. If these
reverse course, it could pose a substantial risk to the value of
the real.

Lars Pedersen
Senior Economist—Latin America Research

Display 2
Banks May Be Funding Derivative
Positions
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shows that foreign direct investment is

stagnant and that longer-term foreign

investments in stocks and bonds have

slowed, yet foreign-currency reserves

continue to build at Brazil’s central bank.

The implication is that short-term inflows

must be rising to balance inflows and

outflows (Display 1, previous page).

Second, local Brazilian banks have sharply

increased their dollar borrowing over the

last few months. Banks’ short positions in

the US dollar last peaked in September

2008. When the collapse of Lehman

Brothers and the onslaught of the global

financial crisis triggered a wave of financial

shocks and a flight to safety, these

positions were hurriedly reversed. Brazilian

bank short positioning is now at a record

level (Display 2, previous page),

suggesting that large customer positions

are again being funded by banks.

Bank customers don’t actually buy the

Brazilian currency to invest locally, since

they don’t want to incur various taxes and

charges. Instead, they buy futures

contracts in the currency, with the bank as

their contract counterparty. The bank has

easy access to both the dollar and local

money markets, takes no risk, and

executes the underlying trade on behalf of

the risk-bearing customer in exchange for

a fee. Brazilian banks effectively borrow

the dollars, buy Brazilian currency and

invest in the local money market on behalf

of their derivative customers, who pay a

small fee for the service.

The third and final indication of the

predominance of short-term capital

inflows is growing distortions in nondeliv-

erable currency-futures markets. In theory,

the pricing of these futures should reflect

the difference in money-market rates

between the two currencies. If Brazilian

rates are much higher than US dollar rates,

contract prices would reflect an expected

decline in the value of the Brazilian

currency to balance the higher interest rate

in Brazilian money markets. If this weren’t

the case, the inefficiency would create an

arbitrage opportunity for investors.

But so many investors have apparently

piled into derivative contracts that the

real’s forward value has been driven

upward, above what’s implied by the

difference in money-market yields. This, in

turn, has created anomalies in certain

money-market segments. Nonbank

Brazilian investors, for example, now pay

2.0% for three-month US dollar funding,

compared with only 0.40% in the

Eurodollar market.

Why such a distortion? We suspect it’s

because Brazilian banks that normally act

as a bridge between dollar and Brazilian

money markets are constrained by their

capital and counterparty limits. As these

banks near these prudential limits, they

begin to charge higher fees for increasing

their balance-sheet risks.This means raising

the price of the derivatives they offer—in

this case the nondeliverable currency

futures contracts from which the distorted

funding rates are derived.

Greater Risk of a Currency Sell-Off
On balance, we believe that by raising

rates and then intervening to stop the real

from rising, the Brazilian central bank has

facilitated a surge in short-term investor

positions into its currency, largely in

derivative instruments. While there’s no

automatic limit to these positions, they do

entail risk: the higher they climb, the

greater the risk of a sudden currency

adjustment. By accumulating reserves as

the current account deteriorates, the

central bank increases the risk of a sudden

sell-off in Brazil’s currency. n

The information contained here reflects the views of AllianceBernstein L.P. or its affiliates and sources it believes are reliable as of the date of this publication.
AllianceBernstein L.P. makes no representations or warranties concerning the accuracy of any data. There is no guarantee that any projection, forecast or opinion in
this material will be realized. Past performance does not guarantee future results. The views expressed here may change at any time after the date of this
publication. This document is for informational purposes only and does not constitute investment advice. AllianceBernstein L.P. does not provide tax, legal or
accounting advice. It does not take an investor’s personal investment objectives or financial situation into account; investors should discuss their individual
circumstances with appropriate professionals before making any decisions. This information should not be construed as sales or marketing material or an offer of
solicitation for the purchase or sale of, any financial instrument, product or service sponsored by AllianceBernstein or its affiliates.

Note to Canadian Readers: AllianceBernstein provides its investment management services in Canada through its affiliates Sanford C. Bernstein & Co., LLC and
AllianceBernstein Canada, Inc.

Note to UK Readers: UK readers should note that this document has been issued by AllianceBernstein Limited, which is authorised and regulated in the UK by the
Financial Services Authority. The registered office of the firm is: Devonshire House, One Mayfair Place, London W1J 8AJ.

Note to Australian and New Zealand Readers: This document has been issued by AllianceBernstein Australia Limited (ABN 53 095 022 718 and AFSL 230698).
Information in this document is intended for wholesale investors only, and is not to be construed as advice.

Note to Readers in Vietnam, the Philippines, Brunei, Thailand, Indonesia and India: This document is provided solely for the informational purposes of
institutional investors and is not investment advice, nor is it intended to be an offer or solicitation, and does not pertain to the specific investment objectives,
financial situation or particular needs of any person to whom it is sent. This document is not an advertisement and is not intended for public use or additional
distribution. AllianceBernstein is not licensed to, and does not purport to, conduct any business or offer any services in any of the above countries.

Note to Readers in Malaysia: Nothing in this document should be construed as an invitation or offer to subscribe to or purchase any securities, nor is it an offering
of fund management services, advice, analysis or a report concerning securities. AllianceBernstein is not licensed to, and does not purport to, conduct any business
or offer any services in Malaysia. Without prejudice to the generality of the foregoing, AllianceBernstein does not hold a capital markets services license under the
Capital Markets & Services Act 2007 of Malaysia, and does not, nor does it purport to, deal in securities, trade in futures contracts, manage funds, offer corporate
finance or investment advice, or provide financial planning services in Malaysia.

Note to Singapore Readers: This document has been issued by AllianceBernstein (Singapore) Ltd. (Company Registration No. 199703364C). The Company is a
holder of a Capital Markets Services Licence issued by the Monetary Authority of Singapore to conduct regulated activity in fund management.

Note to Taiwan Readers: This information is provided by AllianceBernstein funds Taiwan Master Agent, AllianceBernstein Taiwan Limited. SFB operating license
No.: (97) FSC SICE no. 049. Address: 57F-1, 7 Xin Yi Road, Sec. 5, Taipei 110, Taiwan R.O.C. Telephone: 02-8758-3888. AllianceBernstein Taiwan Limited is a
separate entity an independently operated business.

Note to Hong Kong Readers: The document has not been reviewed by the Hong Kong Securities and Futures Commission. The issuer of this document is
AllianceBernstein Hong Kong Limited.


	Perspectives/LAT(OFF) ... 8/6/2010
	Economics-Latin America
	1 - Contents
	2 - Contents



