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Brazil, Russia and Peru appear cheap 
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We are sending the newest update of our Fundamentals to Spreads Model. Our 
main conclusions are: 

• As a result of the sell-off of the last months, most countries appear now either 
fairly valued or even cheap. 

• Thus, most countries have corrected (or more than corrected) the 
expensiveness we reported in our January update. 

• Among the countries that appear significantly cheap according to our model 
are Brazil, Russia and Peru. 

• Our model gives as an indication of fundamental fair valuation but markets 
usually overshoot in both directions.   

• If the fixed income in the US sells off further, an overshooting is likely to be 
the case this time yet again. 

• Consequently, we don’t believe investors should see our results as a 
recommendation to buy the market. Instead, it should be used as a reference 
of medium-term directionality once markets start to fully price the US rate 
tightening cycle. 

• Investors can also access our web-based interactive tool allowing users to 
enter custom assumptions to calculate default probabilities and fair spreads for 
Bonds and CDS. The model is available at https://gmr.db.com/f2s 
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Fundamentals to Spreads 

Updated baseline assumptions and key results 
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Brazil 

• Following the price adjustment of the last sell offs, 
Brazil’s external debt is cheap according to our 
model. 

 
• Our model assumes a medium term-primary balance 

of 4.0% of GDP (down from 4.25% currently), a real 
Selic rate of 9% and medium-term growth of 2.5%.  

 
• In order to justify current market valuations one 

would need to assume for example that the 
government will relax fiscal policies and achieve a 
medium-term primary surplus just above 3% of GDP. 

 
• While the model indicates that Brazil curve is 

currently cheap, it also indicates that in terms of 
curve shape, the market is reasonably fairly priced.  
The cheapness of the market from 2Y to 10Y is 
consistently around 150-200bp. 
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Bulgaria 

• On balance, Bulgarian debt is fairly priced, despite 
being extremely tight relative to history. 

• Main driver of results are the relatively-large level of 
treasury (fiscal) reserves and favourable fiscal 
dynamics. 

• We are conservative on our baseline treasury 
reserves. We are assuming that they will fall to the 
EUR1.2bln included in the IMF agreement for 
financing emergencies. Debt would be clearly cheap 
had we assumed the actual level of treasury reserve, 
which amounts to EUR2.26bn, so that means that 
there are about EUR1bn as "free" reserves. We think 
it is likely that the government uses the available 
cash to call the Discounts and pre-pay IMF debt by 
USD100-200m.   

• Market CDS spreads appear tight. The basis in 
Bulgaria has remained tight, while it has widened for 
most EM credits over the past couple of months.  
Indeed, the F2S model indicates that the cheapness 
of CDS spreads is substantially less than the 
cheapness of the bonds. 

• Given their embedded call option (at par) the IABs 
and the FLIRBs are unlikely to appreciate to their 
model-implied level.  As a result, we favour the 15s, 
particularly relative to 10Y CDS. 
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Colombia 

• Our model suggests that Colombian debt is not 
cheap despite the sell-off this year. 

• We are assuming (conservatively) a medium-term 
primary balance of 2.0% of GDP and economic 
growth rates of 2.5%. Our primary surplus 
assumptions are below the numbers projected by the 
government (over 3% on average during the next five 
years).  This is the reflection of the challenging oil 
sector and social security dynamics. 

• The biggest challenge is fiscal. If the government is 
successful consolidating fiscal results close to the 
above-mentioned 3%, spreads would have significant 
room for tightening.  

• From a relative value perspective, the shape of the 
market CDS curve largely reflects that of the model – 
albeit at a level around 60-100bp tighter. 

• On the bond curve, the 27s appear to be the least 
rich bonds at just 1 point above the model (compared 
to 4-5 points for most of the bonds). 
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Ecuador 

• Ecuador’s external debt is cheap in our model but 
only moderately so.  

• We are assuming a medium term primary balance of 
4% of GDP (down from 4.5% previously), growth 
rates of 3%, and a (relatively conservative) 50% of 
domestic rollover and no IMF-linked disbursements. 

• The government’s relatively-high primary surplus 
have benefited significantly from extremely high oil 
prices. A big challenge will be to keep primary 
surpluses above 4% once oil prices converge to 
lower levels.   

• In the near term, the relatively low level of treasury 
reserves (2.7% of GDP) contributes to Ecuador’s 
elevated default probabilities and fair spreads. 

• The government has accumulated USD170bln in the 
Oil Stabilization Fund (FEIREP). If it starts purchasing 
external debt with those resources, debt may 
overshoot fair level. 

 

CDS Curve and selected bonds 

Source: DB Global Markets Research 

 

Sensitivities 

Source: DB Global Markets Research 
 

Bond spreads and prices 

Source: DB Global Markets Research 

Economic Inputs 

 

Source: DB Global Markets Research 



Deutsche Bank@ Fundamentals to Spreads - Update June 9, 2004 

6 Global Markets Research 

Mexico 

• Mexico's debt is now fairly priced to moderately 
expensive. We are using the non-financial public 
sector (and not the central government) as the 
relevant definition of the public sector.  

• We also assume that in a situation of stress, 
government could use up to 20% of the Central 
Bank's reserves. 

• Although the model indicates that the 10Y sector (of 
both the bond curve and the CDS curve) is somewhat 
rich, it also indicates that the longer end of the bond 
curve is close to fair.  2031s for instance are just 8bp 
tighter in the market than their model spread. 
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Panama 

• Following the recent sell off and the consolidation of 
the fiscal accounts, the CDS curve now appears close 
to fair.  The bond curve however, continues to look 
rich – albeit less than in the recent past. 

• The fiscal situation has improved somewhat as the 
government was able to tighten expenditure last year 
and economic recovery improved revenues. Debt to 
GDP has been falling in the last two years. Overall, 
concerns over debt dynamics are reduced. 

• High treasury reserves (6% of GDP) are an important 
cushion.  

• The Fiduciary Fund is currently holding approximately 
USD600mln that potentially could be allocated in the 
purchase of external bonds. 
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Peru 

• Relative to economic fundamentals the debt appears 
even cheaper than before. 

• The country's main advantages are its large level of 
reserves (5% of GDP) relative to fiscal needs, stable 
debt dynamics (supported by a low average interest 
rate) and low real exchange rate volatility. 

• We believe that the market is pricing a significant 
political risk premium, associated with President 
Toledo’s low popularity and the risks of a government 
transition. We believe this is only partly justified.  

• With the exception of the ‘08s (which remain very 
rich thanks to the strong technical bid for them) all of 
the bonds are at least 2-3 points cheap to the model, 
with the ‘33s the cheapest at 5.7 points below the 
model. 
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Russia 

• Russia has fairly positive debt dynamics. Despite the 
high proportion of foreign currency denominated debt 
in the total stock, the low debt/GDP ratio provides a 
buffer against a sharp real depreciation of the 
currency.  

• As the definition of Treasury reserves we are 
assuming the 1.1% of GDP in the special stabilisation 
fund, as well as a 20% chance that the government 
uses CB FX reserves to make external payments if 
necessary. 

• The most striking feature of the model results for 
Russia is the apparently excessive risk premium 
priced into the sort end of both the bond and the CDS 
curve.  Admittedly the model indication of a zero 
spread for 1Y CDS is probably a little unrealistic.  But 
it does give a good indication of the strength of 
Russia’s fiscal position – at least in the short term.  

• Additionally, a fairly low level for real domestic rates 
in the medium term (together with no floating rate 
domestic debt), adds to the constructive outlook for 
debt dynamics in Russia. 
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Turkey 

• Relative to economic fundamentals, the fair valuation 
picture is mixed in the external debt curve. At the 
short end of the curve, the debt appears to be cheap, 
while the long end looks very expensive.  

• Fair valuations are sensitive to assumptions about 
real domestic interest rates due to the high debt/GNP 
ratio and short duration of domestic debt. These facts 
make Turkey quite sensitive to external shocks.  

• In this regard, the currently high primary surplus (6% 
of GNP) and its constructive medium term outlook, 
are acting as important cushions against negative 
external shocks.   

• Our assumption of Treasury reserves implies that, 
besides the 2% of GNP normally held as cash in the 
banking sector, we assume a 50% chance that the 
government uses the $8.5bn loan facility made 
available by the US.  

• In a context of external financing gaps, which we 
expect to materialise in 04 and 05, this loan (as well 
as securing a stand-by agreement with the IMF) is a 
key factor supporting current fair valuations. 
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Uruguay 

• After having spent a good part of this year on the 
expensive side of our model, Uruguayan debt is now 
close to fairly priced. 

• We are assuming a medium-term primary surplus of 
3.5% (from 3.0% currently) and growth rates of 
2.5%.  

• The government has been outperforming fiscally 
compared to the market’s expectations. For example, 
the reached a 3% of GDP primary surplus last year, 
above our 2.4% projections. This implies that our 
baseline primary balance scenario seems plausible. 

• Debt dynamics imply that the government will need 
to overshoot the above mentioned 3.5% in order to 
reduce the high levels of debt. 
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Venezuela 

• Debt is now fairly priced according to our model. 

• We are assuming a medium-term primary balance of 
1% and a growth rate of 2%. Thus, we implicitly 
assume in our baseline that political uncertainty will 
continue affecting economic performance. 

• The main weakness continues to be extreme 
volatility of real variables due to the economy’s heavy 
oil dependency. 
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