
Is the Brazilian Real signaling that the EM renaissance is about to 
face headwinds?

By early 2015, as the US dollar up 
trend market accelerated, calls 
for significant collapse in Emer-

ging Markets begins to reach crescen-
do. «Bloodbath in the EM» has beco-
me a financial market catch-phrase. In 
retrospect, the calls for an «EM bloo-
dbath» was easy to understand. The 
EM market as a whole was facing what 
looked like a structural, not cyclical, 
downturn.  EM policy makers have dil-
ly-dallied and wasted the opporturtu-
nities provided by the global recovery 
from the Great Financial Recession of 
2008. Structural solutions had become 
more difficult to execute, and the at-
tendant economic and political pain 
in the short term were not going to be 
embraced. 

The thinking then by analysts was 
that the collapse of EM assets had 

to go further before policy makers will 
make painful policy volte-face. It was 
more tragic because many market par-
ticipants and political observers had 
tagged the 21st century to be the era 
when the emerging markets (EM) final-
ly emerged and caught up with the de-
veloped markets (DM). That time was 
supposed to be different -- the boom-
bust cycle of EM political and economic 
crises was supposed to end. It had not 
-- but the outcome was not as dire as 
many pessimists had expected. By early 
2016, the commodity bear market had 
ended, the EM «bloodbath» did not 
spill that much red stuff, and since then 
the EM market had some sort of re-
naissance, as the US dollar bull market 
peaked and then waned. Post the early 
2016 trough in commodity prices, EM 
currencies and equity markets made a 
great come-back, enjoyed new re-ra-
ting, had been global outperformers, 
and that is true even today.

Going back in time a bit, the EM 
revival during the period 2009 

to 2013 was a compelling story which 
was grounded in solid fundamentals. 
EM asset outperformance was pri-

marily driven by (1) a generational 
debt-fueled consumption binge in 
Developed Markets; (2) an infrastruc-
ture investment-fueled growth in Chi-
na, in double-digits, that kicked off a 
structural commodity bull market; 
and (3) the unleashing of built-up EM 
consumption and credit demand. And 
above all, the US Dollar was quiescent 
during this period. 

It is no surprise therefore that EM 
equity and debt markets exploded to 

the upside. Some reforms helped, as 
some EM policymakers deployed les-

sons learned from the 1997/98 crisis to 
forestall the consequences of a bubble 
pop (if one comes along). Macroe-
conomic stability was established 
via exchange-rate liberalization, and 
sustainable public debt policies were 
adopted. With the backdrop of surging 
commodity prices, productivity growth 
accelerated even as labor force growth 
surged, giving EM economies even hi-
gher potential GDP growth rate than 
the developed economies. 

Portfolio inflows and export de-
mand increased sharply, and 
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hubris set in -- EM politicians began 
to believe the narrative that their eco-
nomic ascendancy was inevitable. Fol-
low-through in economic reforms was 
delayed or completely ignored.

Then in H2 2014, disaster struck -- 
the US Dollar began to rise sharply 

on the narrative that the US  economy 
will strengthen while other parts of 
the world struggle. Europe, the only 
region that could challenge the US 
primacy, was enacting a new stimulus 
program to revive its economy, and Ja-
pan was deep in stimulus mode. The US 
job market was on a tear, growth was 
picking up and the Federal Reserve was 
expected to raise its key interest rate 
in 2015, for the first time in almost a 
decade. That would widen the interest 
rate differential between the US dollar 
and it global competitors. The Fed also 
indicated that they will end asset pur-
chases, which further strengthened 
the Dollar. And this was happening at 
a time that Europe’s new stimulus pro-
gram was lowering interest rates across 
the EU. It was a recipe for the dollar to 
gain even more value, hammering EM 
currencies in the process, and it did 
(see 2nd graph previous page).

The global economy had weakened 
as well, so EM countries such as 

Brazil were getting hit hard. Between 
mid-2014 and early 2015, the dollar 

had surged nearly 20 percent against 
the Brazilian real by early 2015, as 
the local economy was beset by slow 
growth and high inflation. Other EM 
markets were not spared -- Russia had 
been among biggest currency losers, 
thanks to the crashing price of oil and a 
series of economic sanctions imposed 
by the U.S. and Europe to punish Mos-
cow for its involvement in Ukraine’s 
civil war. Russia’s ruble was cut down 
to half its previous value vs the US cur-
rency. 

This narrative underlines the fact 
that growth in the Emerging Mar-

kets has become a function of the US 
dollar strength or weakness. And this 
point can be seen from the sensitivity 
of the changes in GDP per capita in 
EM counties to the changes in the US 
Dollar`s value. The relationship is a ne-
gative one – stronger US Dollar has ne-
gative effect on the growth of EM GDP 
per capita (see 1st graph on this page).

The circumstance for EM economies 
has been happier since early 2016, 

when commodity prices made a trough. 
The strengthening of the US Dollar 
in H2 2016 did not make dent on EM 
assets – EM currencies immediately 
bounced back after a few weeks of 
market correction. That was also true 
for the EM equity markets (see blue 
line graph below). As testament to that 

resiliency, the price of copper (as proxy 
for commodities) practically ignored 
the surge in USD valuation during the 
last quarter of 2016. That might have 
been the key relationship which al-
lowed EM equities to hit levels last 
seen in 2015. But there are some dis-
ruptive developments in the EM, spe-
cifically Brazil. 

The Brazilian president was reporte-
dly caught approving a bribe to buy 

someone’s silence. Brazilian stocks and 
the local currency crashed, as another 
impeachment may be in the cards. 
Note that the Brazilian president Mi-
chel Temer, came through as president 
due to the impeachment of the pre-
vious president, Dilma Rousseff, due 
to another scandal. Brazil, of course, is 
not the entire EM, or even representa-
tive of those markets. 

But our EM lead indicator, the Pla-
tinum/Gold ratio has been falling 

even as the MSCI EM$ reaches for 
new upside levels, and copper conso-
lidated at high levels along with the 
Brazilian Real. But with this new poli-
tical scandal, the Real fell down hard, 
as well as the local equity market. The 
Platinum/Gold ratio has indicated for-
thcoming weakness in these markets 
in advance, so we are focusing on this 
political situation to see if the down-
draft in Brazilian assets is the start of a 
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bigger pullback in EM risk assets. The 
key for this setback is the US Dollar. 

Such an EM correction is unlikely to 
initiate if the US currency is weake-

ning, as it is right now. But the Fed is 
still committed to tighten twice this 
year, although we actually think that 
the last policy rate hike this year could 
be done in June – and the Fed then 
pauses for the rest of the year. That 
said, there could be another upside leg 
in the USD as the June hike acquires 
more visibility. That could put the EM 
assets into another wringer in the near-
term. The Brazilian bribery saga could 
indeed become a trigger for a pullback 
in EM assets over the next few weeks.
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