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After the release of key economic data and events globally in March, the domestic 

political newsfront overshadowed the economic scenario once again. 

Recent events involving Operation Car Wash increased the probability of impeachment, 

bringing with it the desired outlook of change in the running of the Brazilian economy.  

Local optimism was also supported by a global movement of sale of USD and purchase 

of risk assets, due to the perception that the main Central Banks will not hesitate in 

combatting the global economic slowdown.  

We thus made relevant changes to our portfolios, increasing our exposure to assets that 

could benefit from a scenario of greater market optimism.  

In our equities funds, we raised the systematic risk of our portfolios via less cash usage and 

greater exposure to sectors more leveraged to any improvement in the Brazilian 

economy.  

In our Macro strategy funds, we explored this scenario mainly via our nominal interest 

rate position in the belly of the curve, due to the outlook for a slowdown in inflation over 

the next few months. 

MACRO SCENARIO 

On the international front, the month was marked by the maintenance of risk-on mode 

after the main Central Banks indicated that they will maintain low interest rates and 

monetary expansion programs in response to persistently low inflation and financial risks. 

In Europe, the ECB announced another round of monetary stimuli and reduced interest 

rates.  

On the other side of the Atlantic, although the labor market remains strong, the FED 

opted to keep interest rates on hold and lowered its forecast for YE17 labor market 

growth, ramming home the fact that weak global conditions, especially prospects for the 

Chinese economy, impose risks on the US economy.  

The market reacted by buying shares (S&P +6.6%), leading the USD to weaken against 

most currencies. This global movement benefited Brazilian assets, a dynamic reinforced 

by internal developments, mainly political ones. 

In Brazil, after a series of back-and-forth movements, meetings, agreements, prisons and 

forced depositions, the political winds – which in February blew in favor of the 

government and pressured risk assets – shifted into a hurricane in favor of impeachment, 

causing euphoria in markets, which now attribute a greater probability of a change in 

the running of the country. 

On the economic front, we continued to see a negative combination of a strong 

contraction in economic activity, increased unemployment and structural fiscal 

imbalance, which is already signaling a primary deficit of 1.5%-2% of GDP in 2016. On a 

positive note, inflation seems to be initiating a downtrend towards the ceiling of the 

target at year-end. But the Monetary Policy Committee (Copom) signals that the 

scenario still doesn’t warrant the start of a cycle of interest rate cuts.  

The fiscal side remains the main source of concern for the market, which sees an upward 

trend in debt/GDP to alarming levels, and a government yet to present a minimally 

credible plan for managing this situation.  

The difficulty in resolving the fiscal problem involves the rigidity and indexation of public 

spending in Brazil, limiting the room to reduce spending without affecting a range of 



 
 

interests. Although we believe there is room to cut spending by increasing the efficiency 

of public spending, the government isn’t signaling in the same direction.  

The option signaled by Minister Barbosa is of some fiscal flexibility in the short term, 

together with long-term measures to control spending. Although the proposal makes 

sense, its implementation by a weakened government has proven near impossible.  

Even if the government knuckles down and manages to approve a program of spending 

cuts, the way-out from the fiscal imbroglio in the short term also necessarily involves the 

reversal of the downtrend in revenues, strongly impacted by the economic depression.  

In this sense, we would like to bring to the table the discussion on the reasons for Brazil’s 

low economic growth in recent years. In President Rousseff’s mandate of just over five 

years, the Brazilian economy grew a mere 1.1% p.a., while Latin American countries grew 

by an average 4.1%. This difference is partly justified by the recent political crisis, which 

significantly increased uncertainties and intensified the economic contraction from 2015 

onwards, but it is also a fact that Brazil is going through a structural problem, which has 

limited GDP growth. 

Basically, economic growth could come from four fronts: i) government spending and 

investments; ii) household consumption; iii) private investments; iv) external accounts. 

During the economic miracle years of 1960-70, Brazil’s growth was fueled by large public 

investments, mainly in infrastructure works and industry. The oil crisis and the end of the 

military government triggered the end of this model, and the so-called “economic 

miracle” failed to reach the poorest strands of society.  

The 1988 Constitution was formulated in light of these enormous social demands, 

attributing to the State the obligation to provide these services, without establishing 

equivalent financing sources, which dramatically reduced the capacity of public 

investment. The current fiscal crisis is the climax of this process, with the State’s incapacity 

to be the main growth driver increasingly evident. 

The international market hasn’t been a recurring source of growth in Brazil either. The 

private sector suffered from a loss of competitiveness, reflecting the high “Brazil cost”, an 

overappreciated currency and the increased cost of labor, without a corresponding 

increasing in worker productivity.  

The fact that the Brazilian economy is highly diversified, featuring several sectors with low 

competitiveness in the global market, also means that the defense of individual interests 

leads the country’s economy to be naturally more closed than others, via protectionist 

measures. Less complex economies, which export only a handful of products, are usually 

more open.  

The fact that our agricultural commodity exports suffer from subsidies and health barriers 

in several markets also triggers retaliations by Brazil, reinforcing the closed nature of our 

market. Thus, although FX devaluation in recent years has restored part of our 

competitiveness in the short term, the external sector will unlikely be a source of 

consistent growth over the next few months. 

The latest growth cycle, during the first decade of the 2000s, was heavily grounded on 

growth in household consumption, stimulated by a policy of real growth in the minimum 

wage, access to credit and inflation control via a policy of BRL strengthening and control 

of public utility tariffs.  

The dissipation of this model, with more indebted consumers and low growth in their real 

income, reduced the capacity for household consumption. Domestic demand, up until 

recently a source of pride and propaganda for the ruling PT party, succumbed to the 

crisis and fell 6.6% in 2015. 

However, out of all the factors of aggregate demand, the one falling the most was 

private investment, mainly in industry. In addition to having to deal with the stagnation of 

domestic consumption and the lack of international competitiveness, as mentioned 



 
 

above, businessmen were left with no stimulus to finance the necessary modernization of 

our stricken infrastructure, due to an erratic policy of the government, which removed 

private capital from this process.  

Finally, the 15% decline in private investment in 2015 reflected the loss of an essential 

element in stimulating private initiative: confidence in the future. The accelerated 

deterioration of fiscal fundamentals and the government’s incapacity to lead Congress 

in approving measures to revert this scenario led businessmen to postpone any type of 

investment.  

Reflecting the decline in household income, the poor competitiveness of our companies 

and the difficulty in resolving the fiscal question, we believe the next growth cycle should 

be based on growth in private investment.  

In addition to a solution to the fiscal impasse, the country needs a new agenda of 

structural reforms aimed at boosting productivity and reestablishing confidence in Brazil. 

The signaling of a credible fiscal adjustment is an essential part of this process, since it 

guarantees the sustainability of Brazil’s public debt.  

Unable to invest, the government needs to resume its program of concessions and 

privatizations to stimulate the entry of private capital into new infrastructure projects, with 

adequate remuneration. 

It is also fundamental to establish an agenda of microeconomic reforms (tax 

rationalization, reduction of bureaucracy, economic opening) that creates a business 

environment stimulating private initiative and competition, as well as new programs to 

improve labor training. 

If the government can curb spending and if the pace of economic decline surprises 

positively, due to the return of private investment, we may see the start of a virtuous 

cycle via the reduction in the fiscal deficit, with a consequent decline in country risk and 

the cost of servicing Brazil’s public debt. With an improvement in expectations, the cycle 

is self-feeding.  

This scenario of “a light at the end of the tunnel” would also be supported by a still 

favorable external environment, with moderate global economic growth, controlled 

inflation, low interest rates and high liquidity in global markets. 

There are clearly still many uncertainties in relation to several of these premises that could 

change the dynamic of this benign scenario. The favorable international scenario, for 

example, could rapidly change if the FED signals a stronger pace of monetary 

normalization in the US. We may still have to deal with a stronger crisis in China. Finally, we 

will certainly see new developments from Operation Car Wash that could change the 

scenario of political support for these reforms. 

However, we see clear signs that the political and economic cycles of recent years are 

coming to an end, and that there is already room in society to discuss some themes that 

would previously suffer strong rejection.  

In 2015, the PMDB, known for its pragmatism and sensitivity to listen to the "voice of the 

streets", launched "A bridge to the future", a government program based on liberal 

economic measures designed to restore growth. The program includes a greater 

opening of the economy to foreign trade, a social security reform, a reduction in 

bureaucracy and cuts in the State structure. The difficult reality should lead the country 

to establish a pro-market agenda over the next few years.  

In this sense, a solution to the political crisis is a necessary factor so that we can address 

these and other themes. The impeachment process of President Rousseff is gaining force 

in Congress and could be a seminal moment in the political scenario. If the change 

occurs, the "transition government" of Michel Temer may create an ideal environment to 

approve unpopular measures and modernize the economy, since the candidates for the 

2018 elections will likely support these reforms, with the aim of taking control of a country 



 
 

in better conditions and avoiding the risk of having Lula as a strengthened adversary in 

the face of a floundering economy.  

The fact is that, despite the strong gains recently, most risk asset prices still reflect the 

maintenance of this negative scenario for a long period. We believe the upcoming data 

on economic activity, fiscal numbers and companies’ results will remain very weak due 

to the ongoing contraction. However, if this benign scenario materializes, the market will 

likely price in this future improvement, reducing risk asset premiums and expanding the 

multiples implicit in asset prices.  

 

EQUITIES STRATEGY 

Influenced by the global environment and perception that recent movements in 

Operation Car Wash increase the probability of impeachment, the Ibovespa rose 17%, 

mainly fueled by stocks of state-run companies, banks, mining companies and 

steelmakers.  

In this context, we decided to make structural changes in our funds, reducing the 

defensive profile of our portfolios, which was a source of outperformance last year but 

also the cause of recent relative losses.  

Due to the appreciation of the BRL, which traded close to R$3.60/USD, we reduced our 

exposure to exporters, which we had been exposed to since 2014, especially in the 

Paper and Pulp sector. 

We also reduced some long positions in defensive companies, less sensitive to the 

slowdown in the Brazilian economy due to the resilience of their revenues, and which 

were trading at very high multiples, including some Retail and Basic Consumer stocks. 

At the same time, we decided to reduce short positions in some sectors more sensitive to 

economic activity and dependent on credit access, and which were thus suffering a lot 

from the slowdown in the Brazilian economy, including Homebuilders and Education. 

We also slashed the cash exposure of our funds, increasing our exposure to Banks, Oil 

and Gas and Capital Goods, which may benefit from a marginal improvement in the 

economic environment over the next few years, due to their hefty operating leverage.  

Our main sector allocation is still in Financial Services. 

Our equity funds posted a positive performance, but below the benchmarks. The main 

contributions in March came from Financial Services and Telecom. The negative highlight 

was the Pulp and Paper sector, strongly impacted by the movement of the USD. 

 

MACRO STRATEGY 

Our Macro strategy funds again posted a good result in March. We highlight the AZ 

Quest Multi fund, which is up 19.5% in the last twelve months. 

The gains came mainly from our position in nominal interest rates via a flattening position 

between the Jul/17 and Jan/18 DI interest rate futures contracts. We believe the belly of 

the curve offers the best risk/return tradeoff in the event of the start of a cycle of interest 

rate cuts. 

The market is already starting to consider this possibility, due to the trend of inflation 

convergence over the next few months, reflecting the inflation slowdown in services, a 

sector heavily impacted by the crisis, reduced pressure from regulated prices and the 

recent BRL appreciation, influenced by the global downward movement of the USD. At 

the same time, we also suffered losses from our relative value positions in stocks.  



 
 

We maintained our long USD exposure via options structures, as a form of hedge for our 

portfolio. In the AZ Quest Yield fund, we opened a steepening position in the Jan19 x 

Jan/21 DIs, as a form hedge for the political scenario. 

 

 

 
 


