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Turkey and Argentina have been going through a classic emerging market crisis. In Turkey’s case, a politically
driven attempt to stimulate the economy led to three sources of imbalance: a trade deficit, high rates of inflation
and a budget deficit – all of which are a result of strong economic growth and the path chosen to boost growth
rates. With low interest rates, inflation goes up and the currency loses value. This depreciation, in turn, threatens
several liabilities that are exposed to foreign currency. In addition, analysts expect the government to implement
economic adjustments that could increase default rates and cause a severe credit crunch. Meanwhile, the crisis in
Argentina is much more related to the speed of the adjustments being made than to excessive growth, since the
country’s economic policy is on the right track. With a gradual approach towards inflation, but facing significant
external fragility, the country saw its access to international markets dry up just as global conditions worsened.
Both nations will now have to make adjustments, with considerable stress over their financial assets. In both
cases, there are doubts as to whether the central bank is committed to keeping inflation in check.

However, some of Brazil’s fundamentals have allowed the country to keep a safe distance from more fragile
emerging markets. As opposed to what took place in 2013/2014, when global markets were rattled by the threat
of a reversal in U.S. monetary policy (the so-called taper tantrum), and when the term “fragile five” was coined to
refer to emerging countries most sensitive to changes in the global environment, Brazil’s fundamentals are now
healthier than those of the most vulnerable economies. This is a comparison worth revisiting at a time of
increased aversion in global markets. Brazil did indeed display some of these weaknesses in 2014 – current
account deficit was at over 4% of GDP and inflation was high, leading market analysts to label it as a fragile
economy, despite ample reserves and robust foreign direct investment. These weaknesses are no longer part of
Brazil’s economic reality, setting the country apart from weaker emerging markets. As we can see in the
comparison between 2014 and 2018 conditions shown in Table 1, Brazil now has a current account nearly in
balance and requiring less short-term foreign currency; low and stable inflation and operational independence for
the Central Bank, with well-anchored inflation expectations in the medium and long term. On the other hand,
Turkey and Argentina have made little progress in terms of macroeconomic reforms over the past four years.
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A sharp and continued depreciation of the domestic currency, in a floating exchange regime, only makes
sense when inflation expectations are unanchored – a different dynamic than we currently see in Brazil. If
markets believed that the Argentine and Turkish central banks were going to respond appropriately,
repositioning monetary policy with higher real interest rates, tightening domestic demand and adjusting the
foreign deficit for new external financing conditions, the nominal depreciation of both currencies would not be
as large as they are. The lack of faith in the governments’ commitment to reform policies that create a feedback
loop of nominal currency depreciation.

Table 1: Comparison between Brazil, Turkey and Argentina 2014 and 2018

2014 2018 2014 2018

Current account, as % of GDP Foreign Direct Investment, as % of GDP

    Brazil -4.4% -0.5%     Brazil 4.1% 3.3%

    Argentina -1.6% -5.5%     Argentina 0.9% 1.9%

    Turkey -4.7% -6.7%     Turkey 1.4% 1.3%

Reserves, as % of GDP Inflation, % p.a.

    Brazil 16% 20%     Brazil 6.4% 4.1%

    Argentina 5% 8%     Argentina 38.0% 27.2%

    Turkey 11% 10%     Turkey 8.2% 15.9%

Foreign debt, as % of GDP * Includes intercompany debt, which accounts for 12% of GDP  in 2018

    Brazil (*) 23% 27%

    Argentina 26% 43%

    Turkey 44% 60%
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The rapidly deteriorating inflation outlook in both countries, with high pass-through, is a symptom of the
unanchoring of inflation expectations by economic agents. In the specific case of Argentina (right axis on Chart
1), the situation is even more concerning as inflation has consistently come in at around 30% over the last few
years – and that alone is a symptom of the lack of a nominal anchor in the economy. More recently, the Macri
administration implemented an inflation-targeting regime, which initially led to some disinflation. A few months
ago, however, the adjustments became more gradual, as the government set less ambitious inflation targets
and cut interest rates (see Depec Highlight – Bradesco, May 9, 2018). As a result, expectations fell to low levels
again and became unanchored. The nominal depreciation of the Argentine peso is also due to the correction
made to keep the real exchange rate at the same level, after it was affected by high inflation. After the
government reached an agreement with the IMF and enacted successive interest rate hikes, analysts expect a
renewed focus on macroeconomic controls and a slowdown in growth. Nonetheless, the country’s weak
fundamentals mean that Argentina remains vulnerable to contagion from crises in other emerging countries.

Meanwhile, Turkey´s inflation rose sharply over the past few months due to the currency’s depreciation and
the unpredictability of how its central bank will respond. So far this year, Turkish Central Bank raised its
interest rates between 700 and 900 b.p. (including all three rates administered by the bank). However, given
the recent depreciation of the TRY, the markets widely expected new interest rate hikes (the real interest rate
is only slightly positive). When the last monetary policy decision did not feature any changes, the Central Bank’s
credibility was undermined. This caused a feedback loop of exchange rate depreciation, which was
compounded by diplomatic, trade and geopolitical tensions with the United States. In addition, some of the top
positions on the economic team were political appointees, and President Erdogan has voiced his opposition of
interest rate hikes, raising questions about the central bank’s autonomy.

Chart 1: Consumer inflation in Brazil, Argentina and Turkey (year-over-year)

Source: Bloomberg and Bradesco 
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As for Brazil, the current inflation outlook is very much in line with the Central Bank’s target for 2018, and
data have been coming in below the center of the target range for quite some time. In addition, inflation
expectations are well anchored for all time horizons, as opposed to the reality of countries that were hit the
hardest by the global turmoil. More recently, despite experiencing a sharp exchange rate depreciation, which
affected expectations for 2018 (primary effect), there has not been any significant contagion to inflation
expectations from 2019 forward. In fact, expectations for 2020 even sagged a bit, possibly because of the
3.75% target for 2021 announced by the Brazilian National Monetary Council (CMN), as shown in Chart 2. This
low degree of contamination of medium-term expectations reflects the credibility of the monetary authority,
boosted by successive quarters of inflation data below or at the center of the target.
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Another point that distinguishes Brazil from the fragilities of Argentina and Turkey is its reduced
dependence on short-term capital to finance foreign deficits, as well as limited foreign exchange exposure
of its public and private debt. By comparison, Turkey’s situation is very concerning, as its current account
deficit – which is at approximately 7% of GDP (Chart 3) – is financed mostly by a ballooning foreign debt and
portfolio investments, both volatile by their very nature. In other words, foreign direct investment in Turkey
accounts for only a small share of external funding (15-20%), reminding that these are more stable funds that
are typically driven by medium- and long-term projections. Due to its financing structure, Turkish foreign debt
accounts 60% of GDP, and private-sector issued debt with maturity of less than one year – excluding private-
sector trade credits (9% of GDP) – make up nearly all of the country’s international reserves, which are only
10% of GDP. In other words, a combination of high levels of foreign debt and a confidence crisis that
jeopardizes debt rollover could lead the country to being suddenly cut off from international markets.
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Chart 2: Brazil’s Inflation Expectations (IPCA, annual rate) – Focus Market Readout

Source: BCB and Bradesco 
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Chart 3: Turkey: current account deficit, foreign direct investment and external financing need (% GDP)
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The Brazilian economy does not display the same vulnerabilities. Current account deficit today stands at a
comfortable 0.7% of GDP (Chart 4) and is largely financed by a steady flow of foreign direct investment,
which has fluctuated between USD 60-75 billion. It is certainly true that foreign deficit will rise when the
economy returns to normal growth. Simulations suggest that the country’s foreign deficit will plateau at
approximately 2.5% of GDP in the medium term – a level that can still be financed by foreign direct investment,
especially if we consider the historical average level of inflows (3.5% of GDP).

In addition, the foreign liabilities profile has improved significantly since 2002 due to this healthy inflow of
direct investment. In the early 2000s, Brazil’s foreign liabilities had characteristics that were much more similar
to Turkey’s current composition, with a large concentration of foreign debt – as opposed to the current
preponderance of foreign direct investment, which are denominated in BRL and are sensitive to economic
cycles.

Brazil has also amassed sizable international reserves over the last few years. This has allowed the
authorities to sell off foreign currency in periods of lower liquidity and high demand for currency hedge,
allowing them to control the risk of disruptive short-term movements. This approach proved successful
between May and June of this year, during a period of increased volatility in the international foreign exchange
market. It is worth noting that the stock of foreign debt subject to hedging demands (public and private) has not
grown in recent years and, with the current level of international reserves, there is a large capacity to absorb
short-term foreign currency demand from indebted agents. In that sense, Brazil’s international reserves make
up 2/3 of gross foreign debt, and exceed total debt when intercompany transactions are excluded (Chart 5). In
Turkey, reserves make up only 1/6 of all foreign debt – a similar level to that of Brazil in the early 2000s. In
short, Brazil’s condition has improved from its previous crises (especially those of 1998 and 2002), in that it
currently has several instruments available to mitigate a gap in short-term supply and demand of foreign
currency. Even the share of domestic debt held by foreigners, which could be a source of short-term pressure
for foreign exchange hedging, has decreased significantly since the country lost its investment-grade status in
2015.
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Chart 4: Brazil: Foreign direct investment (FDI) and current account deficit (as % of GDP)
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Chart 5: Reserves and total foreign debt, excluding intercompany transactions (as % of GDP)

Source: BCB and Bradesco 
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These elements show that Brazil’s current standing is unquestionably less fragile than countries such as
Turkey and Argentina, providing for fundamentals that are far more solid than they were in the past. Several
measures have been enacted in the past few years to reduce external vulnerability and increase foreign
currency liquidity cushions to withstand more challenging global conditions. In addition, the anchoring of
inflation expectations has improved significantly due to the increased credibility of the central bank, which was
a result of successive months of inflation coming in at or below target.

On the other hand, the Brazilian economy continues to present some weaknesses, particularly when it comes
to its fiscal sustainability – which means that the country must continue to push forward with austerity and
public finance reforms. Otherwise, the strong fundamentals currently setting Brazil apart from fragile
economies (such as balanced external accounts and low inflation) could take a downturn as a result of the
lingering fiscal fragility. The global market’s warnings have intensified, underscoring the need for well-
structured economic policy that is capable of reducing fiscal weaknesses and take advantage of the country’s
strong external accounts dynamics as compared to other emerging economies.
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