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USDCOP: towards a levelling off as 
factors supporting peso are easing  
•	 COP has outperformed its peers since the beginning of the year on 

different local factors such as positive expectations for domestic 
economy and for foreign inflows 
as well as possible credit rating upgrades and optimism regarding the coming presidential 
period.

•	 However, we believe that most of these elements are already priced in 
and that the room for the peso to extend gains is limited.

•	 This view also considers the possibility of a more interventionist 
language of the central bank in the short term 
and a potential catch up of other currencies in the region such as the MXN.
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COP has outperformed its peers since the beginning 
of the year on local factors
Opposite to what has happened in most of emerging currencies, local factors have been the main 
driver of the peso’s behaviour. Hence, while emerging currencies have reacted negatively to spikes 
in risk premia (both global financial and cyclical) the currency has outperformed its peers since the 
beginning of the year by appreciating nearly 12% against the USD. The reasons behind this movement 
are: 1) Positive expectations for foreign inflows. This is considering that foreign direct investment, 
especially to energy sector, keeps a positive bias. In addition, commercial flows have shown an upward 
trend since the beginning of the year (however, it is important to pay attention to a possible impact 
of moderation in US growth and of conflicts with Venezuela). 2) Favorable outlook for the domestic 
economy (our GDP estimate for 2010 is 4.2%). 3) Expectations of Government monetizations have 
been important since the beginning of the year, but we expect them to ease as USDCOP approaches  
important support levels, (especially considering that they were abandoned by the Government in 
October, 2010 when USDCOP reached  1,812). 4) Possible credit rating upgrades (i.e. Moody’s and 
S&P have already announced their positive expectations for the economy). 5) Optimism regarding the 
coming presidential period (which we believe are mostly priced in). 
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In addition to these elements, the most recent appreciation movement has been explained by 
moderation of expectations regarding Central Bank interventions in the local foreign exchange market. 
Indeed, Banrep did not announce any more USD purchases in its last monetary policy meeting, which 
was broadly expected by the market. Moreover, the latest interventions proved to have no significant 
impact on the peso’s behavior. That said, we do not rule out a more interventionist language from the 
Institution in the short term, especially as Banrep’s next monetary policy approaches (August, 20). 

Chart 2

Banco de la República dicretional interventios in local foreign exchange market
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We see limited room for COP appreciation
In spite of the above mentioned factors, we believe that the room for the peso to extend its gains is 
limited in the short term. This is considering that most of foreign inflows expectations are already priced 
in. In addition, slow recovery in external output would lead to decreasing remittances. Furthermore, 
we think that the euphoria regarding Juan Manuel Santos’ victory will moderate once he starts his 
presidential period in August. Additionally, given that fundamentals point towards a positive scenario for 
growth with no inflationary pressures, monetary tightening is not expected to start until the first quarter 
of 2011. Thus, we do not see any upside in case of a renewed appetite for carry strategies in global 
markets. In addition, we would expect a catch up in other Latam crosses (especially in the MXN) which 
would limit additional portfolio flows to domestic assets. This is considering valuation factors (i.e. in 
terms of PPP, COP is a 46% overvalued while MXN is undervalued by 6.3%). Furthermore, according 
to EPFR, allocation of investment funds to Colombian assets as a percentage of total allocation to 
Latam has increased at a higher pace than that to Mexico’s (which actually decreased in June), and 
hence –given the positive expectations for Mexican instruments-, we would expect a reversion from 
this phenomenon. Last but not least, technical factors signal strong support at the 1,812-1,820 zone.  

We recommend a selling a USDCOP put spread
The spread between implied and realized volatility has decreased consistently, however the term 
structure remains in the lowest percentiles of the year, which inclines us towards low vega strategies. 
On the other hand, the skew shows attractive prices for USD puts respect to the ATM. Therefore we 
would take advantage of the skew by selling a 2M Put Spread. (Buy 2M put with a strike price of 
1,800, sell 2M put with a strike price of 1,815) previous recommendation does not apply.   

Chart 3
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Chart 4

Volatility term Structure
Chart 5
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Chart 6

Technical Analysis
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