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Rising global interest rates, commodity prices and emerging market currencies

Usually, a rise in global interest rates tends to be associated with significant pressure on currencies of
emerging markets. In mid-October, for example, some of these countries saw their currency lose value and
local interest rates rise due to an adjustment of U.S. interest rates. Bond yields rose in October due to
expectations that the tax reform bill would be approved in the U.S. Congress, anticipation around the identity of
the next chairman of the Fed, and strong U.S. economic data. Part of the increase in interest rates has already
been reversed by the nomination of Jerome Powell as the next Fed chair, as Mr. Powell has voiced his intention
to maintain Janet Yellen’s gradual approach to monetary policy, and because fiscal reform should have a
gradual effect over 2018 and 2019. As it is quite likely that U.S. interest rates will rise again in 2018 – we expect
four Fed Funds increases for next year, while the market has priced in just two, and questions about the risk of
a longer downturn of emerging currencies are raised once again. As such, we have examined a few different
cases of U.S. interest rate increases and their respective impacts on currencies since 2000, as shown in the
graph below.

The recent past has shown that interest rate increases followed by rising commodity prices tend to have zero
or even a positive impact on emerging currencies. In fact, we found that in most US interest rate increases, the
impact for emerging currencies (including the Brazilian real) tends to be more than offset by high commodity
prices resulting from robust global growth. In previous interest rate rising cycles, we saw an early impact on the
U.S. currency, which appreciated, followed by a depreciation of other currencies against the dollar . However,
over the course of the rising cycle, the U.S. dollar loses strength and other currencies reverse their
depreciation. One exception was in 2013, when Latin American currencies depreciated 9.5% by the end of the
cycle, while the Brazilian real lost 12.0%. That movement is shown in the table below, which illustrates the
fluctuations of the U.S. 10-year and 2-year interest rates, as well as changes to the Brazilian real, the U.S. dollar
and commodities.
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Chart 1 – Spread cycles for 10-year and 2-year U.S. treasury notes

Source: Bloomberg, Bradesco
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Table 1 – Rising cycles for U.S. interest rates

High 

inflation in 

the U.S. – 

2001

Greenspan 

cycle 2004

Post-crisis 

2009

Commodities 

boom 2010

Taper 

tantrum 

2013

Trump 

2016

Tax reform 

and Fed 

2017

10-y T 1,16 1,16 1,27 0,85 0,77 0,62 0,15

Start 4,24 3,97 2,21 2,62 1,84 1,83 2,17

Peak 5,41 5,24 3,95 3,74 2,99 2,60 2,46

End 5,40 5,14 3,48 3,47 2,61 2,44 2,32

2-y T 1,22 3,50 0,35 0,48 0,08 0,36 0,47

Start 2,49 1,65 0,76 0,34 0,23 0,83 1,34

Peak 3,73 5,28 1,40 0,85 0,52 1,27 1,82

End 3,71 5,15 1,11 0,82 0,32 1,19 1,81

DXY 3,6% -2,7% -3,6% -1,9% -2,5% 4,6% 0,8%

Start 115 88 81 77 82 98 93

Peak 120 92 89 81 85 103 95

End 119 85 78 76 80 102 94

Emerging Basket -1,1% 3,7% -6,5% -1,1% 9,5% 3,3% 4,5%

Start 337 311 361 314 348 544 531

Peak 342 330 402 322 392 572 561

End 334 323 338 311 381 562 555

BRL -13,0% -25,3% -19,4% -4,2% 12,0% 0,7% 3,3%

Start 2,67 2,90 2,31 1,70 1,98 3,23 3,14

Peak 2,67 3,21 2,45 1,74 2,45 3,48 3,32

End 2,33 2,17 1,87 1,63 2,22 3,26 3,24

Commodities 17,0% 71,3% 31,0% 27,4% -1,6% 10,4% 9,4%

Start 172 283 349 569 643 361 386

Peak 201 501 478 726 669 399 431

End 201 485 457 726 632 398 423

The common factor identified in all these events (except for 2013) is that global growth was strong enough
to drive up commodity prices. In this sense, commodity prices ended up being the dominant factor for
currencies in the previous interest rate rising cycles. This is seen in the following chart, when we look at the
commodity prices and the Brazilian real in the other episodes of treasury yield rises. The exception is the taper
tantrum episode (2013)1. Interestingly, in this case, the currencies ended up maintaining their depreciation,
and commodities did not rise. It was the episode in which the increase in U.S. interest rates was more closely
associated with the exogenous factor of Bernanke’s monetary policy shift than with the endogenous conditions
of an accelerated economy.

Source: Bloomberg, Bradesco

1 The 2013 taper tantrum: this episode is known for a significant surge in U.S. treasury yields after Bernake (Fed) signals that he might start cutting
down on quantitative easing. With this signal, market agents started selling their bonds, helping interest spreads widen.
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Our models show that the real is fluctuating above its short-term fair value, as are emerging currencies,
especially after mid-October. Considering the more complete models that incorporate CDS, commodities, DXY,
treasuries and local interest rates, the Brazilian real should be slightly below BRL/USD 3.00. In fact, this disparity
to the CDS is not exclusive to the CDS. This is possibly because the strengthening of the dollar is more closely
related to rising U.S. interest rates, rather than to a classic case of risk aversion. In the Brazilian case, this
disparity is even greater because the exchange rate and interest rates also seem to be more closely related to
uncertainties concerning the approval of legislative reforms than to the CDS itself, which continues to price in
the good performance of external accounts. Here, there is an unconventional divergence in the prices of
different assets, more stressed local interest rates and exchange rate versus a well-behaved CDS, which we do
not know if it will be reversed over time, as it tends to occur historically.

Chart 2 – Spread cycles for U.S. interest rates, Brazilian real and commodities

Source: Bloomberg, Bradesco

0

200

400

600

800

1000

1200

0

1

2

3

4

5

6

7

Mar-01 Apr-03 May-05 Jun-07 Jul-09 Aug-11 Sep-13 Oct-15 Nov-17

Título do Gráfico

interest rate increases BRL Commodities

Chart 3 – Brazilian real in BRL/USD and 5-year CDS
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However, even if we removed the commodities and CDS variables, which are clearly dragging down the fair
value, the real would remain above its fair value. In some models that consider only treasuries, local interest
rates and DXY, the fair value of the Brazilian real rises but still falls below current prices. If we consider short-
term interest rates as an explanatory variable, the fair value of the real would be closer to BRL 3.10. Still, we do
not find these to be the most appropriate models, since they omit significant variables that, historically, have a
high correlation with the currency. In any case, we find that the errors of the models generally incorporate
other domestic factors, such as the uncertainty regarding the approval of the reforms, which have been
important for the recent performance of the Brazilian real. However, even considering their limitations, these
models are important for gaining sensitivity to variables in different scenarios. The following table illustrates
this case. In it, we simulate the effect of shifts in the short-term U.S. interest rates and in the price of
commodities on the Brazilian real. For example, an 8% to 10% increase in the price of commodities, which we
believe is possible considering the current pace of global growth, could neutralize the effect of 2-year treasury
yields rising to between 2.30% and 2.40%.

Therefore, we expect the external scenario to represent a more controlled risk for the Brazilian currency in
2018. The continuing rise of the prices of the main commodities exported by Brazil, resulting from robust and
widespread global growth, supports our view that the Brazilian real should respond to this factor despite the
expected moderate increase of U.S. interest rates. Thus, domestic risks may end up being the most significant
factor to the realization of our base scenario of BRL 3.20.

Table 2 – Simulation with short-term interest rates and commodities (positive=depreciation and 
negative=appreciation)

1.90 2.00 2.10 2.20 2.30 2.40 2.50

0.0% 1.0% 2.0% 3.1% 4.1% 5.1% 6.1% 7.2%

2.0% -0.2% 0.8% 1.8% 2.9% 3.9% 4.9% 5.9%

4.0% -1.4% -0.4% 0.6% 1.6% 2.6% 3.7% 4.7%

6.0% -2.7% -1.7% -0.6% 0.4% 1.4% 2.4% 3.5%

8.0% -3.9% -2.9% -1.9% -0.8% 0.2% 1.2% 2.2%

10.0% -5.1% -4.1% -3.1% -2.1% -1.1% 0.0% 1.0%

12.0% -6.4% -5.4% -4.3% -3.3% -2.3% -1.3% -0.2%

14.0% -7.6% -6.6% -5.6% -4.5% -3.5% -2.5% -1.5%

 Change in 

Commodities 

2-y Treasuries

Source: Bradesco
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