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Brazil Rate Hike: A Sign for Emerging Markets?
March 23, 2021
Last week the Central Bank of Brazil kicked off a rate-tightening cycle following a sharp rise in inflation in recent
months, making it the second major emerging market (EM) to raise interest rates since the start of the COVID-19
pandemic. What happened—and is it is sign of things to come across EMs?
Turkey was the first major EM to raise rates, in September 2020. The move—the first of its kind since
2018—occurred after a series of other measures fell short of stabilizing the lira. It not only surprised economists; it
was also dramatic, increasing the country’s benchmark one-week repo rate from 8.25% to 10.25%.
The Central Bank of Brazil is likely to adopt a much more gradual approach to tightening than Turkey did. We
expect the benchmark Selic policy rate (the central bank’s overnight rate) to trail Brazil’s consumer price index
(CPI) for much of this year and keep real interest rates in negative territory until next year.
Policymakers in Brazil face a difficult situation in the short term. A weak Brazilian real (BRL), combined with higher
global commodity prices, has pushed the tradable segment of CPI into the double digits and dragged the full CPI
above the Central Bank of Brazil’s target band (1.75% to 4.75%). With the economy still struggling with the effects
of the pandemic, higher nominal rates are needed to support the currency rather than slow demand—hence the
need for a cautious approach.
For local investors, the bond market has already reacted strongly to these trends, and we believe it has overpriced
policy tightening over the next 12 to 18 months. Brazil stands out among its peer group in this regard and offers
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attractive yield premium in the belly of the curve.
The Central Bank of Brazil hiked 75 basis points (bps) at last week’s meeting to take the Selic rate to 2.75%. We
expect it will follow with additional hikes at each of its remaining meetings this year, with the exception of
December, taking the Selic to 5% by year-end. This would be in line with the 5.0% year-end consensus expectation
published in the Central Bank of Brazil’s latest focus survey.
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We are slightly more bearish on the trajectory of inflation in Brazil, expecting it to come in at 5% at year-end
(versus 4.71% consensus), which would give us a real rate of 0%. The rationale is that higher U.S. rates will likely
put additional pressure on the BRL, which in turn will have a less positive impact on inflation tradables than the
market is anticipating.
So, real rates will likely remain quite low for some time given the protracted post-COVID recovery and available
spare capacity in the economy.
Contrary to consensus expectations, however, the market is pricing in more than 500 bps of hikes through the first
quarter of next year and nearly 700 bps in total over the next two years. We think this is far too aggressive, and the
curve will flatten as the Central Bank of Brazil firms up expectations and gets the tightening cycle underway.
While Brazil is among the first major EMs to tighten, we certainly do not believe it will be the last. The chart below
shows implied policy rate changes over the next two years.
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But as EMs bounce back from pandemic lows to above-potential growth rates—at least in the short term—we
expect surging demand, lingering supply shocks, and commodity prices to drive inflation higher. But next year and
beyond, growth levels should normalize and fiscal consolidation should keep longer-term inflation expectations in
check.
Lewis Jones, CFA, FRM, is a portfolio manager on William Blair’s Emerging Markets Debt Team.
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Disclosure:
This content is for informational and educational purposes only and not intended as investment advice or a
recommendation to buy or sell any security. Investment advice and recommendations can be provided only after
careful consideration of an investor’s objectives, guidelines, and restrictions.
Information and opinions expressed are those of the authors and may not reflect the opinions of other investment
teams within William Blair Investment Management, LLC, or affiliates. Factual information has been taken from
sources we believe to be reliable, but its accuracy, completeness or interpretation cannot be guaranteed.
Information is current as of the date appearing in this material only and subject to change without notice.
Statements concerning financial market trends are based on current market conditions, which will fluctuate. This
material may include estimates, outlooks, projections, and other forward-looking statements. Due to a variety of
factors, actual events may differ significantly from those presented.
Investing involves risks, including the possible loss of principal. Equity securities may decline in value due to both
real and perceived general market, economic, and industry conditions. The securities of smaller companies may
be more volatile and less liquid than securities of larger companies. Investing in foreign denominated and/or
domiciled securities may involve heightened risk due to currency fluctuations, and economic and political risks.
These risks may be enhanced in emerging markets. Different investment styles may shift in and out of favor
depending on market conditions. Individual securities may not perform as expected or a strategy used by the
Adviser may fail to produce its intended result.
Investing in the bond market is subject to certain risks including market, interest rate, issuer, credit, and inflation
risk. Rising interest rates generally cause bond prices to fall. High-yield, lower-rated, securities involve greater risk
than higher-rated securities. Sovereign debt securities are subject to the risk that an entity may delay or refuse to
pay interest or principal on its sovereign debt because of cash flow problems, insufficient foreign reserves, or
political or other considerations. Derivatives may involve certain risks such as counterparty, liquidity, interest rate,
market, credit, management, and the risk that a position could not be closed when most advantageous. Currency
transactions are affected by fluctuations in exchange rates; currency exchange rates may fluctuate significantly
over short periods of time. Diversification does not ensure against loss.
There can be no assurance that investment objectives will be met. Any investment or strategy mentioned herein
may not be appropriate for every investor. References to specific companies are for illustrative purposes only and
should not be construed as investment advice or a recommendation to buy or sell any security. Past performance
is not indicative of future returns.
Copyright © 2020 William Blair & Company, L.L.C. "William Blair” is a registered trademark of William Blair &
Company, L.L.C. No part of this material may be reproduced in any form, or referred to in any other publication,
without express written consent.

