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The “Exchange Rate Wars”: report 
from the South American front
•	 The Brazilian government announced an increase of the IOF tax on 

fixed-income	investments	from	2%	to	4%
In addition, the Treasury was allowed to expand dollar purchases to pay 
external debt. These are the latest in a series of moves by economic 
authorities in the region to limit appreciation.

•	 FX intervention have reached very high levels in Peru and Brazil  
but there is room for further action in Colombia, and Chile might start 
intervening too in that market.

•	 The pace and extent of monetary tightening is being limited 
due to appreciation pressures.

•	 Peru might introduce similar taxes to those just announced for Brazil
due to active purchases by foreigners of public debt in the local market.

•	 We	see	some	risks	of	mounting	inflationary	pressures	in	these	countries		
unless other policy measures are taken to contain the expansion in domestic 
demand.
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In the last few weeks we have witnessed significant pressures for appreciations of LATAM 
currencies vis a vis the USD. Authorities in the different countries have voiced concern about losses 
of competitiveness and stepped up interventions in FX markets, using both traditional instruments 
(purchases of FX reserves by central banks) as well as non-traditional ones, such as increases in 
reserve requirements, etc. 

On Monday, the Minister of the Economy of Brazil, Guido Mantega, announced that the IOF tax on 
foreign inflows into fixed-income and into investment funds would be raised from 2% to 4%. This 
follows the introduction of an IOF tax of 2% on fixed and variable income one year ago and the recent 
authorization for the Sovereign Wealth Fund to use the resources of the Treasury to intervene in 
FX markets. Two days afterr the announcement of the IOF measure, the National Monetary Council 
authorized the Treasury to buy dollars in advance to pay the external debt scheduled to mature within 
four years instead of only two years. In addition to these measures, Central Bank’s dollar purchases 
increased from USD 5.3 Bn. in the first quarter of the year to more than USD 14 Bn in the third quarter. 

Although some were expecting these announcements to be delayed until after the second round of 
presidential elections on October 31st, the measures did not surprise markets. Moreover, this suggests 
that other announcements could be made right after the final round of Brazilian elections at the end of 
this month. Both presidential candidates, Dilma Rousseff and Jose Serra have signalled their concerns 
about excessive appreciation of the real. 

Brazil is not alone in this process: Colombia and Peru have taken action to dampen currency appreciation 
in last months. Colombia restarted FX intervention, at a pace of USD 400millions per month, while 
Peru has increased reserved requirements for FX deposits as well as on general bank deposits (to 
discourage credit expansion), while at the same time stepping up intervention in FX markets, from USD 
2.3 Bn. in the first quarter of the year to USD 5.5 Bn in the third quarter. In Chile the government voiced 
concerns and has asked for better coordination with the Central Bank, and we see this as a prelude to 
intervention in FX markets. 

All these developments come on the back of a fast recovery in these economies that prompted the 
Central Banks of Brazil, Peru and Chile to raise their official interest rates. In the case of Brazil the 
SELIC rose to 10.75%, in Peru the official rate has gone up to 3.0% and in Chile it stands at 2.5%. 
Colombia did not cut interest rates as aggressively as her neighbours, stopping at 3%, and domestic 
demand growth has been more subdued there, so they have not raised interest rates yet. 

Brazil decided to call an early end to the monetary tightening and now it seems that Peru and Chile 
might follow the same route, by slowing down the pace of increase in interest rates and stopping earlier 
than expected. In Colombia, the start of the monetary tightening was expected to begin at the end of 
this year, but now we expect that monetary tightening will not begin earlier than in the second quarter 
of 2011.

What can we expect now?
In the case of Brazil we expect further action in addition to those described above to stem capital 
inflows, and the government could at any moment (but more likely after October 31st), take other 
measures such as dollar purchases by the Sovereign Wealth Fund, introductions of limits to short 
USD-positions by the banking system, or even new increases of the IOF tax. 

For Colombia we attach a very high probability of a sudden increase in the amount of the FX purchases. 
In addition they could introduce reserve requirements (non-remunerated deposits in the Central Bank) 
to foreign loans (as done in 2007). 

In Peru the relative size of the FX interventions is by far the largest and they could begin causing 
problems for monetary policy, so we attach a significant probability (50% perhaps) to the introduction 
of some form of tax to foreign purchases of public debt in the local market, in addition to the increases 
in reserve requirements already in place. 

In Chile we see a rising probability of a re-introduction of a USD purchases program by the Central 
Bank to accumulate reserves, as done in 2008. 

In all cases, we see also a slowdown or a delay in the pace of interest rates increases. Brazil already 
stopped short from market expectations. For Peru, Colombia and to a lesser extent in Chile, we have 
revised down our projections for official interest rates, as shown in the graphs below. In the case 
of Chile we attach a very high probability for such a slowdown to start in the coming meeting of the 
Central Bank (next week).
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Will these measures be effective?
Given the depth and connectedness of Brazilian financial markets, the direct impact of the recent 
measures is expected to be short-lived and limited. The prospects of additional interventions in the 
future might scare markets and could help to set a floor for the exchange rate. Something similar can 
be said about the other 3 countries. 

What should come as no surprise, though, is that stability of the exchange rate - instead of appreciation 
- combined with a dynamic expansion of domestic demand could begin stoking inflationary pressures 
for 2011. If so, governments might consider some sort of fiscal adjustment to alleviate the burden of 
Central Banks.

Chart 2

Brazil:	Official	Interest	Rate	(%,	average)
Chart 3

Colombia:	Official	Interest	Rate	(%,	average)
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Chart 4

Peru:	Official	Interest	Rate	(%,	average)
Chart 5

Chile:	Official	Interest	Rate	(%,	average)
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DISCLAIMER
This document and the information, opinions, estimates and recommendations expressed herein, have been prepared by Banco Bilbao Vizcaya Argentaria, 
S.A. (hereinafter called “BBVA”) to provide its customers with general information regarding the date of issue of the report and are subject to changes 
without prior notice. BBVA is not liable for giving notice of such changes or for updating the contents hereof.

This document and its contents do not constitute an offer, invitation or solicitation to purchase or subscribe to any securities or other instruments, or to 
undertake or divest investments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any kind.

Investors who have access to this document should be aware that the securities, instruments or investments to which it refers may not be 
appropriate	for	them	due	to	their	specific	investment	goals,	financial	positions	or	risk	profiles,	as	these	have	not	been	taken	into	account	to	
prepare this report. Therefore, investors should make their own investment decisions considering the said circumstances and obtaining such specialized 
advice as may be necessary. The contents of this document is based upon information available to the public that has been obtained from sources 
considered to be reliable. However, such information has not been independently verified by BBVA and therefore no warranty, either express or implicit, 
is given regarding its accuracy, integrity or correctness. BBVA accepts no liability of any type for any direct or indirect losses arising from the use of the 
document or its contents. Investors should note that the past performance of securities or instruments or the historical results of investments do not 
guarantee future performance.

The	market	prices	of	securities	or	instruments	or	the	results	of	investments	could	fluctuate	against	the	interests	of	investors.	Investors	should	
be	aware	that	they	could	even	face	a	loss	of	their	investment.	Transactions	in	futures,	options	and	securities	or	high-yield	securities	can	involve	
high risks and are not appropriate for every investor. Indeed, in the case of some investments, the potential losses may exceed the amount of 
initial investment and, in such circumstances, investors may be required to pay more money to support those losses. Thus, before undertaking 
any transaction with these instruments, investors should be aware of their operation, as well as the rights, liabilities and risks implied by the 
same and the underlying stocks. Investors should also be aware that secondary markets for the said instruments may be limited or even not 
exist.
BBVA or any of its affiliates, as well as their respective executives and employees, may have a position in any of the securities or instruments referred to, 
directly or indirectly, in this document, or in any other related thereto; they may trade for their own account or for third-party account in those securities, 
provide consulting or other services to the issuer of the aforementioned securities or instruments or to companies related thereto or to their shareholders, 
executives or employees, or may have interests or perform transactions in those securities or instruments or related investments before or after the 
publication of this report, to the extent permitted by the applicable law.

BBVA or any of its affiliates´ salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to its 
clients that reflect opinions that are contrary to the opinions expressed herein. Furthermore, BBVA or any of its affiliates’ proprietary trading and investing 
businesses may make investment decisions that are inconsistent with the recommendations expressed herein. No part of this document may be (i) copied, 
photocopied or duplicated by any other form or means (ii) redistributed or (iii) quoted, without the prior written consent of BBVA. No part of this report may 
be copied, conveyed, distributed or furnished to any person or entity in any country (or persons or entities in the same) in which its distribution is prohibited 
by law. Failure to comply with these restrictions may breach the laws of the relevant jurisdiction.

This document is provided in the United Kingdom solely to those persons to whom it may be addressed according to the Financial Services and Markets 
Act 2000 (Financial Promotion) Order 2001 and it is not to be directly or indirectly delivered to or distributed among any other type of persons or entities. 
In particular, this document is only aimed at and can be delivered to the following persons or entities (i) those outside the United Kingdom (ii) those with 
expertise regarding investments as mentioned under Section 19(5) of Order 2001, (iii) high net worth entities and any other person or entity under Section 
49(1) of Order 2001 to whom the contents hereof can be legally revealed.

The remuneration system concerning the analyst/s author/s of this report is based on multiple criteria, including the revenues obtained by BBVA and, 
indirectly, the results of BBVA Group in the fiscal year, which, in turn, include the results generated by the investment banking business; nevertheless, they 
do not receive any remuneration based on revenues from any specific transaction in investment banking.

BBVA and the rest of entities in the BBVA Group which are not members of the New York Stock Exchange or the National Association of Securities Dealers, 
Inc., are not subject to the rules of disclosure affecting such members.

“BBVA is subject to the BBVA Group Code of Conduct for Security Market Operations which, among other regulations, includes rules to prevent 
and	avoid	conflicts	of	interests	with	the	ratings	given,	including	information	barriers.	The	BBVA	Group	Code	of	Conduct	for	Security	Market	
Operations is available for reference at the following web site: www.bbva.com / Corporate Governance”.


