
The long-term case for 

Latin American Equities

Today’s global marketplace presents a conundrum. 
Elevated correlations between asset classes would have 
the investor believe that risks are the same across regions 
and markets, thus limiting the benefits of diversification 
and asset allocation. The conundrum lies in the fact that 
the apparent risks are indeed not the same across all 
markets, and are perhaps more differentiated than they 
have been in many years. This paper is focused on the 
potential for Latin American equity markets, outlining the 
region’s differentiated growth and risk profile relative to 
both the developed and emerging world. 

The longer-term structural headwinds that now face the 
developed markets are extensive. Systemic over-leverage, 
both on a multi-government and consumer level, will take 
years to overcome and will limit the sustainable growth 
path of these economies. Elevated fiscal deficits and 
exhausted monetary tools have left the developed world 
with limited policy flexibility to combat sub-par growth, 
both now and in the future. A renewed focus on long-term 
austerity measures aimed at reining in ballooning debt 
levels will further restrain growth through a mix of higher 
taxes, less government spending and a reduction in large-
scale entitlement programs. Coincidentally, broad-based 
bank deleveraging is further restraining growth through 
limited credit expansion. Developed-market policy 
makers, consequently, are resorting to the last measure 
available to them, which we now euphemistically refer to 
as ‘quantitative easing’. These measures amount to nothing 
more than printing money, which would in turn lead to 
the secular debasement of developed-market currencies 
over time.
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Despite its troubled past, Latin 
America now stands in stark 
contrast to the developed world. 
The average sovereign-debt ratio 
in developed economies today is 
93.5%, vs. 21% for Latin America 
(see Exhibit 1). Fiscal deficits in the 

developed world average 7.5%, 
vs.  2.0% in Latin America (Source: 
International Monetary Fund, 
December 2011). From a monetary 
perspective, deflationary pressures 
are non-existent in Latin America, 
given a more robust, secular 
growth profile driven by a rising 
middle class, rising employment 
and rising investment, all in the 
context of very low levels of 
penetration of goods and services. 
Consequently, Latin American 
central bankers enjoy the latitude 
of pursuing traditional monetary 
policy measures to support growth 
amidst a slower global growth 
trajectory. This is highly relevant in 
today’s economic landscape, as the 
ability to pursue counter-cyclical 
monetary and fiscal policies will 
likely result in more stable growth 
rates for the region.

“Despite its 

troubled past, 

Latin America 
stands in stark 
contrast to macro 

and micro dynamics 

in the developed 

world.”

“The problems 

in the developed 

world could also 

spur a potential 

rebalancing towards 

the emerging world 

that could have 

significant effects 
in altering 
the demand-
supply balance 

of these markets.”

These structural improvements 
have not been lost on global 
ratings agencies. The pervasive 
downgrades we have seen in the 
developed world since the 2008 
financial crisis, have left only 19% 
of global GDP with a AAA credit 

rating. In contrast, 
Chile, Brazil, Mexico, 
Peru and Colombia, 
the region’s largest 
economies, are 
now all investment 
grade, a status that 
reflects significant 
balance-of-payments 
improvements over 
the last ten years 
(Source: Bank of 
America, Merrill 
Lynch, March 2012). 
Their respective 

foreign-exchange reserves have 
risen six-fold, to US$ 650 billion, 
over the last ten years, acting 
as a shock-absorber in times of 
external volatility (see Exhibit 2). 
Additionally, five out of seven Latin 
American economies are now net 
exporters of capital, in contrast 
to the 1990s, when the region 
was largely dependent on foreign 
capital and thus at the whim of the 
global interest-rate cycle (Source: 
Bank of America, Merrill Lynch Feb. 
2012).

These structural improvements are 
not exclusively macro-economic, as 
there have been significant micro-
based structural improvements 
as well. These improvements 
originated from a series of 
economic crises, both global and 
domestic, that plagued the region 
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Exhibit 1
Latin America: Healthy Debt Profie vs. Rest of World - 
Net debt as % of GDP
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during the 1990s and early 2000s. During this 
time, Latin America was effectively shut off from 
foreign capital as emerging-market flows all but 
disappeared. In contrast to Asia, Latin American 
corporates could not fall back on domestic pools 
of capital for financing given the region’s low 
savings rate and undeveloped domestic capital 
base. Affordable financing was allotted only to 
those corporates that adopted higher standards 
of corporate governance and capital discipline. 
This market discipline enabled a survivorship bias 
where the old trends of corporate malfeasance 
and empire-building were derailed. Surviving 
Latin American corporations have adopted 
global accounting standards, allowed greater 
minority representation on corporate boards, and 
eliminated multi-class share structures. Evidence 
of better capital discipline lays in the fact that 
LatAm corporates now distribute over 40% of 
profits in the form of dividends, despite the 
current growth phase in their capital expenditure 
cycles. The aggregate dividend for the region now 
stands at 4% vs. just 2% for the S&P 500 Index 
(Source: Bloomberg, May 2012). 

All of these changes point to a structural 
reduction in systemic risk, which should 
mean higher multiples for equities with lower 
volatility. Nevertheless, Latin American equity 
markets have continued to trade not only in 
lock-step with global equity markets, but with 

continued high levels of volatility (see Exhibit 
3). This was understandable prior to 2008, as 
structural improvements were still ongoing and 
had not been stress-tested by an external crisis. 
The Lehman bankruptcy in late 2008 did just 
that. Risk aversion hit extreme levels and Latin 
American equity markets (MSCI Latin America 
Index) were down 51%, vs. 37% for the S&P500 
Index in 2008 (Source: Bloomberg). As markets 
normalized, however, it became clear to asset 
allocators that the region was in a far better 
position to combat the crisis than in the past. 
Counter-cyclical monetary and fiscal policies 
were employed to support growth while the 
region’s banking systems remained healthy and 
well capitalized, with only a temporary halt in 
lending volumes. Consumption, employment and 
wages all continued to improve after a brief fall, 
while the region’s currencies strengthened. Latin 
American equity markets (MSCI Latin American 
Index) subsequently rebounded strongly in 2009 
and 2010, outpacing not only developed markets 
but also Asia and Emerging Europe (Source: 
Bloomberg).

Consequently, one would have thought that the 
region’s performance in 2011 and 2012, during the 
ongoing European sovereign-debt crisis, would 
have been better given the growing recognition of 
these vast structural improvements. Unfortunately, 
Latin American equity markets (MSCI Latin 
American Index) were down 20% in 2011 vs. an 

Source: IAM, Central Bank of Brazil, Peru, Mexico, Chile, Colombia. March 2012

Exhibit 2
Latin America Net International Reserves - US$ Billions
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Exhibit 3
Historical Correlation: MSCI Latin America Index vs. MSCI 
AC World Index Monthly total USD return
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almost flat S&P 500 Index, and they 
continue to be held prisoner by 
global economic concerns today. 
This has led to a perception that 
the region is nothing more than a 
leveraged play on global growth 
and commodities. This perception 
has been reinforced by the fickle 
nature of foreign portfolio flows, 
which tend to ebb and flow with 
global volatility and growth rates. 
As a result, the region’s structural 
improvements and attractive 
growth profile continue to be 
under-appreciated.

Will this perception change? We 
believe that it will, as the primary 
catalyst for a re-rating of the 
region’s equity markets lies in the 
upcoming tremendous change in 
domestic capital markets. Today’s 
elevated correlations with global 
markets are a function of very 
high foreign ownership in Latin 
America’s equity markets. However, 
there is a growing base of domestic 
assets that can change this dynamic 
over time. There are currently US$ 
1.8 trillion in institutional domestic 
assets in Latin America, which is 
forecast to grow to US$ 2.9 trillion 
by 2015 (Source: Merrill Lynch, June 
2012). Additionally, a structural 
shift towards equity ownership, 
driven by lower real interest rates, 
could serve to both dramatically 
improve market multiples and 
reduce volatility, thereby reducing 
correlations with global capital 
markets. 

Rising equity ownership is partly 
a function of Latin America’s low 
savings rate, which is one of the 

lowest in the world. We believe that 
this is set to change for a number 
of reasons, the most important of 
which is demographics. The region 
currently has a population of 600 
million people, which is forecast to 
grow by 114 million people by 2030 
(Source: Merrill Lynch, April 2012). 
The bulk of this growth, nearly 70% 
or 80 million people, is forecast to 
be in the economically significant 
age bracket of 20-65. In contrast, 
developed markets are expected 
to add 84 million people, but the 
same age bracket (20-65 years of 
age) will see a 40 million net loss in 
population. In less than 20 years, 
Latin America’s economically active 
urban population is forecast to 
grow nearly 30%. The economic 
impact of this will be magnified 
by continued urbanization and 
potential increases in work-force 
participation rates. The scale 
of this shift is the largest of any 
major region globally, except 
Africa. This can benefit a broad 
base of consumer related sectors, 
including housing, education, 
healthcare, and logistics. This will 
likely increase the flow of savings 
directed towards pension funds 
and the wealth management 
industry overall, which in turn can 
provide for a more stable base of 
equity ownership.  This is already 
evident in Mexico, Colombia 
and Peru where pension-fund 
growth is among the highest in 
the world. Mexican pension funds, 
for example, receive USD 1 billion 
or 1% in new assets per month 
(Source: JP Morgan, April 2012).  

This demographic profile may not 

“Despite structural 

macro and micro 

improvements, 

Latin American 

equity markets 

have continued 
to trade in 
lock-step with 
global equity 
markets, but with 

continued high 

levels of volatility”

“The ability to 

pursue counter-

cyclical monetary 

and fiscal policies 

will likely result 
in more stable 
growth rates for 

the region.”
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be universally matched in the emerging world. 
In Asia, where the ‘demographic dividend’ has 
been highly touted, the economically active labor 
force is expected to begin contracting in the next 
few years. South Korea and Taiwan’s labor force 
is expected to start to contract by 2016, while 
China and Hong Kong’s workforce is forecast 
to begin contracting in 2017. Singapore’s labor 
force is forecast to start shrinking by 2018. Even 
a young country like Thailand is expected to see 
its workforce begin to contract within the next 10 
years (Source: JPM, Financial Times, March 2012). 

More important than the rise in regional Latin 
American savings is the potential shift away 
from fixed-income securities, where the bulk 
of domestic assets are currently invested. As 
mentioned, Latin America currently has US$ 1.8 
trillion in regional domestic assets, but only 18% 
of which is invested in equities(Source: JP Morgan, 
December 2011). The relative attractiveness of 
equities has been rising, however, as real interest 
rates fall, given lower inflation and declining 
government-debt levels. This is more true in 
Brazil as real interest rates have averaged 8% over 
the last 10 years, but are now roughly 3%-4% 
(see Exhibit 4). This has significant ramifications 
for domestic portfolios that are predominantly 
invested in fixed income. The local private-wealth-
management industry has over US$ 1 trillion in 
assets, with 90% of those assets invested in fixed 
income securities. Brazil’s pension fund industry 

has roughly US$ 300 billion in assets, with roughly 
70% invested in fixed income securities (Source: 
Itaú Asset Management, April 2012). With actuarial 
targets of 6% plus inflation, many funds are 
finding it increasingly difficult to achieve these 
targets with current rates.

In Mexico, where real interest rates are already 
low, the pension-fund system has only 18% of 
its assets invested in equities. Local regulators 
are incentivizing the funds to allocate more 
towards equities by raising their allowable equity 
exposure to 29%. The funds are doing so slowly 
given their lack of familiarity with equities as 
long-term investments. Nevertheless, exposure 
has increased from 5% in 2006 to 18% currently 
(see Exhibit 5), and the positive effects on the 
Mexican equity market have already started to 
materialize as multiples have gravitated upwards 
during this period. In 2011, Mexico was one of the 
most defensive markets in the emerging-market 
universe, which is a marked contrast to the higher 
volatility of the past. The same process has been 
underway in Peru and Colombia, where rising 
pension-fund exposure to equities is dampening 
volatility and allowing market multiples to rise.

As this process develops, and risk-adjusted 
returns improve, Latin American equity markets 
can offer a more compelling addition for global Source: Central Bank of Brazil (BCB), Itaú BBA. As of March 2012

Exhibit 4
Brazilian Domestic Real Interest Rates
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“The primary catalyst for a re-

rating of the region’s equity 

markets lies in the upcoming 

tremendous change in 

domestic capital markets.”
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asset allocators, given a better risk-adjusted 
return profile. As seen in Exhibit 6, Latin American 
equities have produced strong returns over the 
last ten years, but with tremendous volatility. 
As risk-adjusted returns improve, driven by 
growing domestic capital market expansion, 
increased allocations to the region should 
follow. The previously described problems in the 
developed world alone could spur a potential 
rebalancing towards the emerging world that 
could have significant effects in altering the 
demand-supply balance of these markets. 
Currently, the weighted average exposure of U.S., 
UK and European pension funds to emerging 
market equities is 6.3% , despite the fact that 

emerging economies account for 36% of global 
GDP (Source: Morgan Stanley, May 2012). A 1% 
increase in exposure would be sizeable, as assets 
managed in developed markets currently amount 
to approximately US$77 trillion (Source: Morgan 
Stanley, May 2012).

The expansion of domestic capital markets in Latin 
America coincides with a strong improvement 
in the region’s structural growth outlook. GDP 
growth has been limited in the region due to lack 
of investment spending over the years, which is 
low relative to Asia and Emerging Europe. Brazil’s 
fixed asset investment (FAI) level, for example, 
stands at a paltry 19% of GDP, vs. 47% in China. 
Not only is this the result of high interest rates, but 
also due to the lack of any viable long-term yield 
curve, which has limited bank’s ability to issue 
long-term credit. The loan portfolios of the largest 
Brazilian banks, for example, have an average 
duration of only two years. As interest rates fall 
and a longer-term domestic yield curve develops, 
corporations should be able to extend and 
augment their capital expenditure cycles given 
greater affordability and availability (Source: Itaú 
Asset Management, May 2012).

Infrastructure and related spending in Brazil 
is expected to accelerate as well, thanks to 

Source: Super Financeira, National Commission for the Pension System (CONSAR) and  BofA Merrill Lynch. As of May 2012

Exhibit 5
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Exhibit 6
Latin America Net International Reserves
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upcoming events such as the 
World Cup in 2014 and the Olympic 
Games in 2016. Additionally, the 
development of newly found 
offshore energy resources is 
expected to ramp-up the country’s 
energy capacity and allow it to 
emerge as a large net exporter 
of oil. Petrobras, Brazil’s state-run 
oil company, is alone expected 
to spend US$ 250 billion over 
the next five years to develop 
these resources, supplemented 
by comparable spending from 
international oil companies. 
Additionally, falling interest 
rates amid very low mortgage 
penetration and an estimated nine 
million-unit housing deficit can 
support a low-income housing 
boom (Source: Morgan Stanley, 
May 2012). Housing starts in Brazil 
have already increased over the 
last few years and now average 700 
thousand per annum, but this is still 
only half of the annual 1.5 million 
new households created every year. 

Growth in investment spending 
is already under way outside of 
Brazil. In Mexico, Peru, Chile, and 
Colombia, fixed capital formation 
has been steadily growing at 
2x-2.5x GDP. In Chile, for example, 
investment spending has 
averaged 15% over the last five 
years, while in Colombia, it has 
averaged 12%. Overall, rising fixed 
capital formation will allow GDP 
growth rates in Latin America to 
migrate higher and well above the 
developed world. Not only will this 
generate tremendous opportunities 
for a wide range of companies, it 
can also dampen cyclical inflation 

effects. Investment-led growth has 
been the mainstay of superlative 
Asian GDP growth rates over the 
last decade, but the investment-led 
cycle there appears to have run 
its course. Fixed asset investment 
(FAI) in China, for example, is now 
decelerating towards the nominal 
GDP growth rate of 7%, from the 
17% seen over the last few years. 
Consequently, FAI-to-GDP is 
expected to begin falling from the 
current 47% level by about 1% per 
year. In contrast, investment-led 
growth is only just beginning in 
Latin America (Source: Itaú Asset 
Management, May 2012).

Investors should note that the 
structural pattern of growth in Latin 
America is very different from that 
of other emerging markets. Rising 
investment, a growing middle class 
and expansion of domestic capital 
markets are all relative advantages 
that differentiate the region in 
today’s investment universe. We 
believe that they point to attractive 
risk-adjusted returns in the future 
that are difficult to appreciate in 
today’s highly correlated risk-on/
risk-off environment, and that 
they argue for greater regional 
differentiation within emerging 
markets. The global outlook is not 
a rosy picture, as the developed 
world may undergo a prolonged 
deleveraging cycle that will limit 
growth. We believe that investors 
should keep in mind, that in this 
complicated landscape, Latin 
America looks poised to out-
perform. 

“A structural shift 

towards domestic 

equity ownership, 

driven by lower real 
interest rates, 
could serve both to 

dramatically improve 

multiples and reduce 

volatility, thereby 

reducing correlations 

with global capital 

markets.”

“Rising investment, 

a growing middle 
class, and expansion 

of domestic 

capital markets 

differentiate 
Latin America 
from other regions.”
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Important information
This material has been prepared by Itau USA Asset Management Inc. (IUAM) for informational purposes only.  IUAM is part of Itau Asset Manage-
ment (IAM), a division of Itau Unibanco, S.A.  All information and opinions expressed herein are believed to be reliable as of the date this material 
was issued and are subject to change at any time without notice.  Some of the information contained herein is obtained form third parties 
sources.  We cannot make any representation or warranty as to the accuracy, completeness or reliability of such information obtained from such 
third-party source.  This presentation does not purport to be a comprehensive statement or description of any markets or securities referred to 
herein. Additional information in reference to the fi nancial products discussed herein is available upon request.

The information contained herein does not constitute an off er to buy or sell or the solicitation of an off er to buy or sell any security, product, 
service or investment in any jurisdiction, included but not limited to the US, in which such distribution or off er is unlawful or not authorized.  
Any off er of an investment product will be accompanied by an off ering memorandum.  The appropriateness of any investment or strategy will 
depend on an investor’s individual circumstances and objectives.  Certain investment strategies may not be suitable for all investors and certain 
investors may not be eligible to purchase or participate in some or all of them.

There is no guarantee that forecasts will come to pass.

Investment in non-US securities, such as Latin American securities,  may be subject to risks, including among other things, greater illiquidity and 
volatility, higher transaction costs, the fl uctuation of currency exchange rates, any withholding and other non-US taxes, more limited public infor-
mation about non-US issuers, and the absence in some jurisdictions of uniform accounting, auditing and fi nancial reporting standards.

The information contained herein may include “forward looking statements.” All statements other than statements of historical fact may consti-
tute forward looking statements.  These statements are based on beliefs and assumptions, which we believe are reasonable.  However, we can 
give no assurance that these expectations will prove to be correct and actual results may diff er signifi cantly than those discussed in the forward 
looking statements included herein.

Past performance is no guarantee of future results. The investment return and principal value of an investment will fl uctuate so that an inves-
tor’s shares, when redeemed, may be worth more or less than their original cost.  

The information provided in this presentation is confi dential and has been prepared solely for use in connection with the activities of IUAM.  No 
part of such information must be made available, published, reproduced, displayed or redistributed to any third party without the prior written 
consent of IUAM.

Logos, brands and other distinctive signs used herein are among the registered and unregistered trademarks of IUAM or other companies of its 
group or partners and may not be reproduced or used in any way, for any purpose, without the prior written consent of IUAM.  All rights reserved.


