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• On June 5, the Brazilian government removed the 6% Financial Transaction Tax (IOF1) on

foreign exchange conversions of the Brazilian real for government bond investments. • On

June 13, the government removed the 1% tax on currency derivatives. • We view the

reduction of these barriers to entry as a positive development for the local bond

market. • More attractive accessibility could lead to lower bond yields and more

efficient markets, should the clouds leading up to Standard & Poor’s negative outlook

announcement2 dissipate. After a disappointing May and June that saw many emerging market

currencies depreciate against the U.S. dollar, Brazilian finance minister Guido Mantega

removed the 6% Financial Transaction Tax linked to the purchase of local market fixed

income securities. On June 13, the government also removed its 1% tax on currency

derivatives. We view these as positive developments for Brazilian assets, given that it

removes impediments to fixed income investment flows. However, the timing of such

announcements has raised some red flags. Foreign participation in the local markets had

stagnated at around 15%, compared to other Latin American markets such as Peru and

Mexico, which have benefitted from much higher participation.3 The IOF tax was raised to

6% in September of 2010 as a primary weapon in the government’s fight against hot money

flows. During his announcement about removing the tax, Mantega commented that flows had

normalized and the value of the currency was not being used to combat inflation. But the

change is underscored by concerns over the recent weakness in the currency (May’s 6%

decline was the steepest decline since September 2011) combined with disappointing

growth in the face of burgeoning inflation pressures. The central bank’s repeated

intervention in currency markets and the recent move by the government on the tax side

can be viewed as defensive actions sought to cap the real’s weakness. Interestingly,

during the announcement, Mantega was quick to point out that the tax could be reinstated

in the face of prolonged currency strength. We believe both the local bond markets and

the foreign exchange rate have recently come under pressure as investors re-evaluate

Brazil’s prospects over the short term. The combination of inflation remaining above the

central bank’s comfort zone and economic growth projections that were recently revised

down has seen dark clouds creeping over Brazilian markets. Over the past several weeks,

the market has moved lower as the real weakened to levels not seen since the global

financial crisis.4 However, we do not believe Brazil is facing the same types of

headwinds that it was facing in 2009. Through the combination of some of the highest

interest rates in Latin America and a currency that has come under pressure, we believe

that Brazilian debt could provide an attractive risk/reward for medium- or long-term

investors.
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 As shown in the table above, Brazil currently

offers some of the highest yields in all of Latin America. While the potential for near-

term volatility is still present in many of these markets, Brazil offers a potential

“cushion” against further currency weakness due to its higher rates. Should some of the

negative clouds regarding economic growth lift, we believe the real could trade higher

than its current depressed levels. Recently, the ratings agency Standard & Poor’s

revised its ratings outlook for Brazil from stable to negative. The agency noted the

potential for a continued deterioration in the growth outlook combined with Brazil’s

current fiscal and external vulnerabilities as the reason for the announcement. In our

view, we believe this could serve as a shot across the bow for Brazil and other EM

countries to continue their efforts to further reduce external vulnerability. After a

series of upgrades in credit ratings for many EM countries by the ratings agencies in

the past few months S&P’s announcement has caused an already fragile market to weaken

further. Even though the near-term headwinds appear to continue, we believe that Brazil

may still present an attractive risk/reward near current levels. While the impact of the

announcement of the removal of the Financial Transaction Tax was muted by other market

forces, we view this development as a longer-term positive for investment in the

Brazilian bond market. For some investors, high levels of carry and a currency trading

near multi-year highs may provide an attractive option for diversifying away from U.S.

dollar-based investments. 1IOF: Imposto sobre Operações Financeiras (Portugese) 2Standard

& Poor’s, June 7, 2013. 3Source: Standard Chartered Bank, June 6, 2013. 4Source:

Bloomberg, June 11, 2013.

Important Risks Related to this Article

Fixed income investments are subject to interest rate risk; their value will normally

decline as interest rates rise. In addition when interest rates fall income may decline.

Fixed income investments are also subject to credit risk, the risk that the issuer of a

bond will fail to pay interest and principal in a timely manner, or that negative

perceptions of the issuers ability to make such payments will cause the price of that

bond to decline. Investments in currency involve additional special risks, such as

credit risk and interest rate fluctuations. Derivative investments can be volatile and

these investments may be less liquid than other securities, and more sensitive to the

effect of varied economic conditions.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)
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 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Carry  : The amount of return that accrues from investing in fixed income or currency

forward contracts.
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