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Brazilian rating: a story of two “debts”

Since the loss of investment grade in 2014, the cost of financing the Brazilian debt rose to be an important
matter. There was an egress of foreigners from the local debt, increase of the CDS, exchange rate depreciation
and increase of long interest in local currency. This deterioration affected both the sovereign and corporate
debts, in foreign or local currency. Today, Brazil’s country risk is higher than almost all of its peers – only better
than that of Costa Rica. As the chart below suggests, Brazil’s CDS is about 30 bps above the level suggested by
the country’s rating, judging by the correlation of several countries between the risk and rating. Even if the
country’s CDS were to adjust immediately, Brazil would still have one of the highest CDS spreads in the sample.
In our view, there are two “debt” stories behind Brazil’s rating: the dynamic of foreign debt, favorable, and the
dynamic of local debt, much more uncertain.

From the point of view of external conditions of the Brazilian economy, the country, today, is in one of the
best moments of its history. On the one hand, the trade deficit adjusted strongly, lowering external borrowing
requirements while at the same time, the external indebtedness profile improved, with a growing role for FDI
financing relative to debt or portfolio investments. Moreover, the Treasury’s debt is very low – about a tenth of
total international reserves (Table 1). In fact, international reserves appear to be higher than optimal by several
metrics, and provide more than enough insurance for the country’s external risk. The participation of foreigners
in local public debt fell significantly in recent years and does not appear to be a source of concern for the rating
agencies. Moreover, the decline of this participation did not lead to a loss in reserves. Even if the rating
“discounts” a potential intervention by the Central Bank with reserves to soften capital flight, reserves would
still be very high. The foreign debt of state-owned companies, although high, is less worrisome today than in
recent years and continues being adjusted to have its profile extended and the public amortizations follow a
very favorable schedule, which does not place the external funding of the Brazilian public sector at risk.
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Chart 1 – CDS suggested by the sovereign rating

Source: Bloomberg
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Gráfico 2: CDS sugerido pela classificação de rating soberano
Fonte: Bloomberg

Speculative grade

AAA AA+ A+AA AA- A A- BBB+ BBB BBB- BB+ BB BB-

1 See Depec Highlight – Bradesco 157 of September 16, 2016: Considerations on the optimal level of international reserves in Brazil.
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Chart 1 – CDS suggested by the sovereign rating

Source: Bloomberg

From the point of view of international comparisons, Brazil has very favorable indicators and, in several
cases, better ratios than higher-rated peers. Gross foreign debt/ GDP is 27% against the average of 52% of a
sample of 70 countries (Table 2). In this sample, countries with a rating better than A have a gross debt higher
than Brazil. Triple-B investment grade countries have on average a net external liability similar to Brazil. In the
case of reserves, Brazil has the third largest reserve of the sample and much higher, for example, than countries
that are investment grade. External financing needs are, in turn, substantially lower than higher-rated countries
and make up 62% of the sum of the reserves and exports. That is, from the point of view of the credit risk in
foreign currency – which is what is being rated by the agencies - objective conditions remain very favorable and
would also justify an investment-grade rating for Brazil.

Chart 2: Foreign debt maturities of the National Treasury (millions of USD)

jun-08 Dec 14 Sep 17

Net External Liability 577 775 722

Direct investment in the Country 360 739 804

Portfolio investments 437 412 455

External debt (loans and securities) 200 348 316

Private Sector + other public sector 143 303 275

Treasury + Central Bank 58 44 41

Memo:

Maturities (debt) in the next 3 years 70 188 129

Reserves 201 364 381

Source: Central Bank of Brazil
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If it is true that the foreign debt indicators are favorable, those for local debt justify the country having lost
its investment grade. Compared to its “peers”, Brazil has significantly worse indicators (Table 3) in debt size
and service (interest payment). The transmission channel through which local indebtedness contaminated the
rating in foreign currency is the risk of financial repression as a response to possible capital flight, if local debt is
not perceived as sustainable. In this case, both local investors and foreigners would tend to increase the
demand for secure assets in foreign currency, pressuring the exchange rate, inflation and local interest. In this
scenario, real short-term interest tends to be negative and long interest increases substantially, creating
difficulties for the Treasury to finance itself, reinforcing the decline in demand for local assets. In an
environment such as this one, the inventory of foreign and local assets is large enough to maintain the capitals
account under pressure, even if the current account adjusts quickly. It is in this aspect that the rating agencies
“punish” the country’s grade, especially if they fear a debt reduction through inflation or substantial loss of
reserves when the Central Bank tries to impede the currency’s devaluation, deteriorating foreign solvency
indicators.

Table 2: Comparative of external Indicators

Source: S&P, Bradesco

Table 3: Comparative of fiscal indicators

Average 

Sample

Average A- to 

AAA

Average BBB- to 

BBB+

Average 

speculative 

grade

Brazil

Expense with interest/Revenues 9% 4% 7% 12% 18%

Gross Debt/GDP 55% 50% 51% 60% 77%

Net Debt/GDP 30% -300% 37% 51% 60%

Sample of 70 countries

Investment Grade Speculative Grade

Sample 

mean

AAA to A- 

mean

BBB+ to BBB- 

mean

Speculative 

grade mean
Brazil

Total external debt / GDP 52% 67% 50% 45% 27%

Net external liabilities / GDP 19% -11% 34% 55% 36%

International Reserves (US$ bi) 138 226 93 45 377

International Reserves (months of import) 8,6 8,0 8,2 9,1 30,0

Current account / GDP (*) -3,3% -1,5% -2,6% -4,2% -0,3%

External financing needs / (Reserves + Exports) (**) 150% 197% 114% 132% 62%

Sample:  81 countries

* Mean of deficit countries

** Current account + Debt servicing maturing in 12 months

Investment grade Speculative grade
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Chart 3: Gross debt as % of GDP – different countries 
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The deterioration of the local debt indicators is the result of a set of factors that caused it to shift from 52%
of the GDP to more than 73% in the last three years. These include: spending growth outpaced revenues in
recent years, resulting in deficit financing; the increase in repo operations of the Central Bank of Brazil (which
are essentially raised for being the counterpart of the accumulation of international reserves); an increase in
loans to the BNDES and increased debt from other entities, especially the States. In addition, the recession and
the rise in the interest rates also contributed to deteriorate public debt dynamics. Moreover, public debt will
likely continue to grow at least until 2020 (when we forecast it to reach 83.7%/GDP) before gradually receding.
Considering an extreme case where the GDP grows on average only 1% from 2017 to 2039, public debt would
continue to grow over the entire period, reaching 125%/GDP even if real interest rates remain at a historically
low level of 3%. If the real interest rate remains at around 7%, public debt would balloon to 193%/GDP (Chart
4). This same exercise assuming GDP growth of 3% in the period leads to a very different scenario, with debt
rapidly falling relative to GDP (although it would peak at vey different levels before declining depending on real
interest rates). These exercises show how important the growth and interest-rate outlook is for debt
convergence, assuming that the primary fiscal balance returns to adequate levels.

² Even if this analysis is considering the gross debt trend, the same analysis can be performed for the net debt, whose deterioration is very similar

Chart 4: Simulations of the debt/GDP trend, 
with GDP growth of 1%

Chart 5: Simulations of the debt/GDP trend, 
with GDP growth of 3%
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Compliance to the spending growth cap rule will also play a key role in the recovery of the primary surplus.
Meeting the fiscal rule, which probably requires the approval of a social security reform and of additional
measures to be viable, will decrease the total spending as a proportion of the GDP, allowing reductions to the
primary deficits and, as of 2020, increased primary surpluses. Without the reform, growth in social security
spending with outpace spending cuts on other fronts, making it very difficult for the government to meet the
spending growth cap and bring the primary fiscal balance the level needed to maintain the downward
debt/GDP trend.

Another important aspect for the rating assessment is the distinction between the government’s gross and
net debt. Unlike in previous years, the BNDES is now paying its loans back to the Treasury (last year BRL 100
billion was returned, this year BRL 50 billion and next year BRL 130 billion will be returned). Given the low
capacity to assess the value of some BNDES assets, the market and the government began to concentrate on
the concept of gross debt. However, international reserves are an extremely safe and liquid asset, and
considering debt dynamics taking international reserves into consideration leads to a more favorable
assessment.

Falling inflation, assisted by the drop in economic activity, favored lower cyclic interest, postponing the
deterioration of the public deficit. Inflation broke the target ceiling in 2015 and had been close to the ceiling
since 2011, which also compromised the assessment of country risk and contributed to subsequent
downgrades. Since 2016, however, the credibility of the Central Bank of Brazil has been regained and inflation
is falling. The recovery of credibility is reflected in the projections for inflation in the coming years, all very close
to the target, which were also reduced recently. The sustainability of this drop in inflation depends on the
maintenance of controlled risk premiums and the increase in the investment rate to expand the potential GDP.
For now, this fall in prices has significantly helped in living with low interest rates, but the persistence of
reduced interest rates will depend on a number of factors.

Therefore, public debt will decline faster depending on how fast the economy growths and whether real
interest rates remain at a lower level. These variables, however, are a consequence of perceptions regarding
fiscal risk and the business environment. Without addressing the central problems of solvency and of
productivity, it will be difficult to improve the debt outlook and pave way for a return to investment grade.

As such, with consistent growth in the coming years and maintaining austere fiscal policies – especially the
spending cap – it is possible to envision a scenario where Brazil returns to investment grade. Achieving this
will depend on the credibility of economic policy, and once local debt is perceived to be solvent, foreign debt
indicators should allow Brazil to return to investment grade with relative ease. On the other hand, the need for
a positive growth cycle becomes evident, which also depends on a commitment to the recently adopted fiscal
policies. In short, we estimate that the probability of changing the Brazilian rating in any direction is conditional
on the approval of structural reforms and the consistent and sustainable recovery of economic activity, which
we believe is underway. To the extent that this rebalancing becomes more assured, with the approval of the
necessary reforms, the possibility of rating upgrades would become more palpable.
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