CLOSING CASE

Embraer and the Wild Ride of the Brazilian Real

For many years Brazil was a country battered by persis-
tently high inflation. As a result the value of its currency,
the real, depreciated steadily against the U.S. dollar. This
changed in the early 2000s when the Brazilian govern-
ment was successful in bringing down annual inflation
rates into the single digits. Lower inflation, coupled with
policies that paved the way for the expansion of the
Brazilian economy, resulted in a steady appreciation of
the real against the U.S. dollar. In May 2004, 1 real
bought $0.3121; by August 2008, 1 real bought $0.65, an
appreciation of more than 100 percent.

The appreciation of the real against the dollar was a
mixed bag for Embraer, the world’s largest manufacturer
of regional jets of up to 110 seats and one of Brazil’s
most prominent industrial companies. Embraer purchases
many of the parts that go into its jets, including the en-
gines and electronics, from U.S. manufacturers. As the
real appreciated against the dollar, these parts cost less
when translated into reals, which benefited Embraer’s
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November 2008, the value of the real fell by almost
40 percent against the dollar. But for the hedging, th%s
depreciation would have actually increased Embraer’s
revenues in reals. Embraer, however, had locked itself
into a much higher real/dollar exchange rate, and the
company was forced to take a $121 million loss on what
was essentially a bad currency bet.

Since the shock of 2008, Embraer has cut back on
currency hedging, and most of its dollar sales and pur-
chases are not hedged. This makes Embraer’s sales rev-
enues very sensitive to the real/dollar exchange rat'e. By
2010, the Brazilian real was once more appreciating
against the U.S. dollar, which pressured Embraer’s reve-
nues. By 2012, however, the Brazilian economy was
stagnating, while inflation was starting to increase again.
This led to a sustained fall in the value of the real, which
fell from 1 real = $0.644 in July 2011 to 1 real = $0.40
by January 2014, a depreciation of 38 percent. What was
bad for the Brazilian currency, however, was good for
Embraer, whose stock price surged to the highest price
since February 2008 on speculation that the decline on
the real would lead to a boost in Embraer’s revenues
when expressed in reals.
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profit margins. However, the company also prices its air-
craft in U.S. dollars, as do all manufacturers in the global
market for commercial jet aircraft. So, as the real appreci-
ated against the dollar, Embraer’s dollar revenues were
compressed when exchanged back into reals.

To try and deal with the impact of currency apprecia-
tion on its revenues, in the mid-2000s Embraer started to
hedge against future appreciation of the real by buying
forward contracts (forward contracts give the holder the
right to exchange one currency—in this case dollars—for
another—in this case reals—at some point in the future at
a predetermined exchange rate). If the real had continued
to appreciate, this would have been a great strategy for
Embraer because the company could have locked in the
rate at which sales made in dollars were exchanged back
into reals. Unfortunately for Embraer, as the global finan-
cial crisis unfolded in 2008, investors fled to the dollar,
which they viewed as a safe haven, and the real depreci-
ated against the dollar. Between August 2008 and
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