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3 Volatility continues in LatAm markets as they watch
out for the timing of rate hikes in the United States

Commodity prices are still flat, as expected three months ago.

Commodity prices have not performed evenly in the past three months. Whereas the oil price and that of
some metals such as copper have risen by around 10%, agricultural commodity prices have shifted
downwards over this period and those of gold and iron ore have remained practically unchanged (Figure
3.1).

The oil price rise, which is a little less than we were expecting three months ago, was associated with the
fall-off in crude inventories (which are nonetheless still at high levels) and movements in world financial
markets, especially the depreciation of the USD and the lower volatility seen since March.

The loss in value of the USD in world markets and the toning down of financial upheavals, which partly
reversed the movements in the opposite direction which had been observed at the beginning of the year,
also provided support for another of the most important commodities for LatAm countries, namely copper.
The rally in the price of this metal was in line with our forecasts of three months ago.

Figure 3.1
Commodity prices (% var.)
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In spite of the boost which financial factors also gave to agricultural commodity prices, within this group of
commodities it was effects relating to their fundamentals which predominated. Specifically, the additional fall
in the soybean price in recent months reflects the impact on supply of the bumper harvests in the United
States, as well as Argentina and Brazil. The downward correction in the soybean price contrasts with our
predictions of three months ago that prices would remain stable.

Whatever the case, prices are still low, far below those of two years ago when markets started to price in the
beginning of tapering and monetary policy normalisation in the United States after the speech made by the
former chair of the Federal Reserve (Fed), Ben Bernanke. At the same time, the gradual slowdown of the
Chinese economy on top of the absence of a stronger pull from demand from the developed countries has
helped to keep commodity prices depressed in recent years.
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Figure 3.2
Prices of the major commodities (average index value, 2010=100)
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Bearing in mind movements in commodity markets over the past three months and the downward revision of
our forecasts for world growth in 2015, we have revised our forecasts for the short-term prices of oil, copper
and soybeans down a little. Meanwhile, we are still waiting for prices to converge gradually until the close of
2016 towards their long term equilibrium levels. In other words, we expect the oil price to continue to adjust
upwards, moving towards USD70/bbl (Brent) at the end of 2015 and USD80/bbl at the close of 2016 as
world demand picks up and the supply responds to the relatively low prices observed in the last few months.
With regard to soybeans and copper, we estimate that current prices are not significantly far from their long-
term levels (Figure 3.2).

The shift in views on the start date and pace of the Fed rate hikes has moved
LatAm markets.

As with the commodity markets, prices of Latin American financial assets have also reacted over the past
three months to the outlook for the normalisation of monetary policy in the United States. In fact, Latin
American markets fell back up to mid-March and began to rally again from then onwards as the idea took
hold that the Fed’s rate adjustment would be slower in coming and take longer than was expected at the
outset of the year and, as a result, the USD backtracked on its strengthening trend.

As can be seen in Figure 3.3, the sovereign spread (the LatAm EMBI), the MSCI stock market index and the
average LatAm exchange rate stopped declining and began to improve again from mid-March. This rally has
allowed the region’s sovereign spread to narrow by 31 points in the past three months and both the MSCI
stock market index and the region’s average exchange rate to regain all the ground they have recently lost.

Meanwhile, the slowdown in the region and the weakening of commodity prices continued to weigh on
LatAm asset prices, which has stopped there being a more marked upturn since March.
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Figure 3.3
LatAm: stock market prices, spreads and exchange rates (23 May 2013=100)
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With few exceptions, recent regional trends have repeated themselves relatively uniformly across the
financial markets of each country, suggesting that global factors have been more influential on local markets

than idiosyncratic aspects.

The sovereign spread has corrected itself in a pattern of reduction over the last three months in all the
countries under review (Figure 3.4), more sharply so in Argentina (-80bp) and Brazil (-29bp). In the case of
Argentina, one of the factors which have helped narrow the sovereign spread has been optimism about the
outlook for the country after the October elections. On the other hand, with Brazil we should bear in mind that
the earlier decline was worse there than for the rest of the region, as events in the Petrobras crisis and
expectations over the economic adjustment underway amplified global movements (i.e. there was a
deterioration up to March, followed by a mild improvement from then onwards).

Figure 3.4
Trends in sovereign spreads in Latin America
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Figure 3.5
Stock market performances in Latin America
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Although stock markets have been more weighed down by the slowdown in activity and other local factors, in
the last three months there have generally been rises, especially in Argentina and Brazil, for the reasons
cited earlier (Figure 3.5).

Turning to the FX markets, despite the reversal of the depreciating trend from March, exchange rates in mid-
May were still somewhat weaker than they had been three months earlier (Figure 3.6). This phenomenon
was more pronounced in the Mercosur countries, where inflation is higher (and requires a more swingeing
currency depreciation to head off a loss of competitiveness), and the major commodity markets (agricultural
products) have proved a bigger handicap to these countries than to the Andean economies or Mexico in
recent months (Figure 3.1). On top of this there might have been some degree of spill-over into the other
countries within the block of countries from the depreciation in Brazil (see Box 1). On the other hand, in the
Pacific Alliance countries the depreciation was very minor (2% in Peru and 1% in Mexico), or even non-
existent (0% in Colombia and -3% in Chile), partly due to the rally of roughly 10% in the copper price and olil
over the period, added to which currency market intervention was a factor in Peru’s case.

Thus, with the notable exception of Argentine sovereign risk and the stock markets in Mexico and Argentina,
prices of the region’s financial assets have remained significantly below the levels of two years ago, when
the tightening of monetary liquidity in the United States had not yet been discounted, and commodity
markets admitted far higher levels of economic activity than there are now.

Figure 3.6 Figure 3.7
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Volatility will continue further ahead, to the extent that any hiking of the Fed
rate hike will US data-dependent

Given that the decision on the timing and scale of the rate hike in the United States basically hinges on the
country’s economic activity data, it is highly likely that any positive or negative surprises in these indicators
will give rise to fresh adjustments in expectations, and therefore an upturn in volatility in global and Latin
American financial markets further down the line.

The central banks of LatAm countries may add to this volatility (especially as regards the exchange rate) if
there is any uncoupling (albeit only partial) from the Fed rate hike in the course of addressing local
conditions marked by weak growth.
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Thus, even though the gradual recovery of growth in activity in the region’s countries ought to lend support to
LatAm asset prices, the most likely scenario is that global conditions will not be as helpful as they have been.
Looking at this more closely, we predict that capital inflows into the region will fall off in the coming years. In
our baseline scenario, which features world growth of the order of 3.5% in 2015 and 3.9% in 2016, with the
United States embarking on its monetary normalisation process in 3Q this year and global risk aversion
gradually wearing off, a net outflow of capital of non-residents should arise, which should build up to an
amount equalling 2% of regional GDP in the next two years (Figure 3.7), which is a bit less than we were
forecasting before (see Box 2 of our LatAm Outlook, 1Q15). This would then imply a continuation of the
easing of flows into the region that we have observed since mid-2014.


https://www.bbvaresearch.com/public-compuesta/situacion-latinoamerica-primer-trimestre-2105/

BBVA Latin America Outlook
Second quarter 2015

DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.
BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.
This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.
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