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1. INTRGOUETION

Tne coming 1nto power early this veas -of the +1r5t‘civi{ian
governmant in twenty-—one years was a waterzhed in Brazil s
political historyv.e The transition from military rule was
surprisingly pacific. (After a constitution amendment to institute
direct elections for Fresident +tailed to obtain the required
two—-thirds majority in Congress, ?wo civilians campeted in
Jarmuary {for the votes of an electoral college rigged to
facilitate the victory of Paqlo Maluf as the candidate of the
government party. In fact, & three-way split of the latter -
which paralleled & similer split among the military — guaranteed
by a micable maroin the election of Tancredo Neves as Fresident
(naminated by tne main oppozition party) and Jose Sarney as
Vice-Fresident (noimnated by the maxn group splittine from the

govornmant Dariv.e )




1n & turn of evenits which wouilo swprlise evan bLhe
inhabitants of Garcsa HMargues Facoiddo., Tanoredo Neves was

Mhospitalized on the eve of hils Inauwguwation and died torty davs

U

afterwards. Jose Sarney then began to preside over the coaplex
political arrangement composaed by Tanoredo Meves to gusrantee his
coming into nower — the problem being that the maintenance of
thie arrangement presumed the conmand of the master politician
which Tancredo Nevez waszs.

If such delicats political sifuation were not enough, Jdose
Sarmnev inherited from the military an extremely difficult
economlc situwation, &= indicated by an overall fixed investment
ratio barely over 13 per cent of GDF, a suspended‘IMF agreement,
and an annualized inflation rate of nearly 200 per cent in the
first three months of 1925.

Thig paper 1z orgamized as follows. Tne +5110wing szction
argues that current domestic financial problems — i.e., low
investment ratios. and hiah inflation rates and public sector
deficits — are partially a consequence of the successful
adijustment of the Brazilian economy to the external shocks of the
early eightieé. The economic game—plan of the recently released
First National Development Flan of the MNew Republic is summarized
in the third section., A briet discussion of the parspgctives for

the country 1n the near future closes the paper.

-

Zeo EXTERNMAL ADJUSTRENT, DOMESTIC MALADJIUSTRMENT




The opinion e freausntly suproszed that Brazil did a meirvel s
sob ot adiusting ite extoernal accounts after 1982, but trhat it
taiied miserably 1n the job of putting its domestic house 1n
order. At first sioht, the available statistices seenm to supooirt
thie view. In 1982, Rrasil exhibited & trade swplus of 3780
million; this went wup to #6.5 billion in 1983; and to $£13 billion
in 1934 (in 1935, the sstisnated zwplus 15 12 billionm.! As &
consequence, & cuwrrent account deficit of #14.8 billions 1n 1982
changed into & =wplus of 500 million in 1984. Similarly, aross
international reserves, which stood at 4.0 billion in December

i28%, built up to #¥11l.& billion in June 1980,

Meanwhile, year~end‘in¥lation rates Qhoot up %rqm 108 p&r.tent ir
1982, to 165 per cent in 1933, and to 209 per cent 1in 1934 wn
1985, the expected inflation rate 1s LZZ0 p%r Cént.) Simalariy,
the ratio ta GDF of the public sectaor deficit went up from 15.8
per cent in 198Z, to Z0.9 per cent in 198%, and to Z23.3 per cent
in 1984 (a value similar to the latter is exnpected for 1933.)

ri1.

From this evidence, the following conclusions are frequently
drawn. The first 1is that EHrazil did only half ot the needeo
adiustment, and now needs to do the other hald. The second 1
that the international community could and did help when external
glecqullibrium was the provlem. Now that the problem 1s purely
domestic it should be solved by 1nternal means, without the need

of external support.




This interpretation is only partially correct. For current

" ' ) s
domestic maladies are in qouod measure & consequence of the
successful external adjustment performed by the Brazilian economy
cince 19ci.
Com=ider first the guestion of 1n§1a£ion. This is & chironilc
phanomenon in Hrazil, as important & part of 1ts present economic
life as coffee beans were of its past. The most 1mprezsive thing
about RBrazilian intlstion ié not =o mQCh that it is so high, but
that it doz=s not accelerate rapidly, as both the Fhillips curve
and the German hyperinflation would lead one to believe. In tact,
most Brazilian economiste today are convinced that the count{y‘g
inflation has little tb do with excess demand theotries. of either
the monetarist or the keynesian variety. ﬁ‘{ffer & series of failed

‘ ; , ,

attempts at controlling Brazilian inftlation through monetary
cstringency, the most recent IMF staf¥f réports are finally
conceding that in Brazil demand contraction 1s & very i1neftficient
way of reducin@ in{lation,'bacause of the widespread backward

looking indexation schemes, which characterize most nominal
- b

contracts in the country.

The step not vet taken by the IMF economists 1s to realize tnat
the difficulty 1s generated not by the government mandated
inderation formulae. but more importantly by & myriad of intormald
inde<ation arrangements, devised, after a long learning peariod,

by rational economic agsntz which are ftorced to act 1n &« context




of chronic infilation. In such & situatiaon. the moust rmportant
reasan wihy infiation 1s 200 per cent per year today is that it

was 00O per cent per year last year.

Liquidity has to come from somewhere, and the place from where it

usually comzs

the goverrnment budoet devicit. But this normally
tends to expand in step with inflation. for the éimpl& reason
that government taxes and expendlitures botn ternd to increase
unitormly when prices speed up. Thus, startinag from a situation
with a positive deficit, the monetary base would tend to follow

passively the ups and downs aof the inflation rate. as determined

by supply shocks and i1ndexation practices.

Experience shows that in Braszil in{lation’shi%té up in steps. Q
rough description of nearly twenty years of inflation is as
follaws. From 1968 to 1973;‘in%1ation stabilized at 20 per cent
per year. As & consequence of the first oil shock, inflation went
up to 40 per cent in the 1974-79 period. The second oil shoclk,
together with the December 1979 maxidévaluation,.set a new
inflationary plateau of iOO per cent per vyear in the 1930-8%
period. Finally, the February 1983 maxidevaluation and & food
Supﬁly shock madeviﬁ%latlon éhoot up to 200 per cent per year 1in
the 19872-8Y period. |

With some oversimplification., the mechanice of this process can

11t

be described brietly. Indexation is widespread, but not pertect.

Wages, in pearticular, are held down by the rule of 100 per cent

B




backward indotastion &t fi1xed intervals (currently. wages ar

M

revicaed every 13 months accaording to the cost of living

increases in the previous six months. with a two-month )
observation ilag: at any month about 1/& of the orivate cector
watye Li1l] is due for readiustaent). Industrial prices respond
immedietely to domestic wags and import price pressares. The
exchanae rate 1s & crawling pea, which is devalued dailyv
accarding to the cuwrent monthly i1nvlation rate. These
minicezvaluations are at tiinse superseded by a midideveluation {(as

in the second quarter of 198%) or more ‘arely‘by a
maxidevaluation {(as in December 1979 and in February 1983, It 1s
the laogged wage adiustment which makes inflation jumnp to a ﬁew
dlatean, rather than accelerate continuously, when an impart.
pricé éhock.occurs, & caused by OFEC or a maxidevaluation.

‘
Maxidevaluatiomg zre 1nflationary — but they work. Coszts oo up
but the rélafivé atfractiveness ot exporting or replacing
imports increase. Industrialized Brazii reacts asyexpected,
'expanding'eprrts and replacing imporfs. The trade balance
improves at the cost of a higher inflationary plateau. This has
been the experience of>Era;il since the mid-sixties, as
gocumented 1n the relevant ceconomatric:literature. The concluasion
1s that 1ntlation Jumped trom 100 to 200 per cent per yvear mastly
ase a consequence of the February 198372 maridevaluation, which was
rorces on bthe qovernment by the need to produce the

mega-trada—pal

['lv

nce— swpluses ot the subsequent periods.




Considoer secondly the guastion of Brazil’'s low fixed 1nveotment
rate. The country 16 mocern but not fully 1ndustrialized. Fisxed
investment reguires complementary 1mports, which 1s not thes case
with consumpiion expenditures. When invectment contiracts,
domestic demand talls, but not by as much as 1n response to
cansumption spending cuts. Fart of the reduction in investment
demand f&lls on capital geods imports. Hence, contracting
investment{is a more efficient way than cutting consumption to
improve the trade balarce, while brotecting domesztic output and
employmant levels., It is alsc politically eagier to cut
investment than consunpticon. Hence, 1t 1e no wonder thast, in
HBrazil as élgewhere in taktin America, 1t was i1nvestment demand
which experlenced the brunt oF the adiustment in ré%ponse to

the foreign exchange scarcity of the early eighties. From 1982 to

196% (Brazil ‘e Central HBank forecast), fixed investment fell {from

21.2 to 14.4 per cent of GDF. i

Consider finally the public sector deficit. There are many facets
to it. Undoubtedly, the Brazilian govéfnment spends big and
badly, as governments usually do, in the South as in the North.
But government spending a&s such has gone down significantly in
the last few vearce. In constant 19684 cruzeircs, federal
aqovernment expenditures Tell +from 37.7 trillion in 1982 to 22.3
trillion 1n 1984. Excluding debt service and transfers to statecs
and manicipalities, spending fell more sharply from 27.6 trillicn
in 1982 to Z20.8 trillion in 1984, A similar'picture 1s ravesled

R
PG |

for the federal stete enterprisss. Their tobtal zpendinag in




Y

cruzeiros fell from %0 trillion e 19%82 o =@/7.00 triltlion in 1564,
Excludging dz=bt service. the spending of state enterprisess drooooed

from &2 to 77 trilliicn 1 the same period [Z2].

& unitorm werize unfortunatelv 1s not avairlabls on the flscal
expendl tures whilah aﬁpear on the so-called Monetarvy Budget (whicis
15 an agoaregation of the accounts of the Central Hank andg the
Banmnco do Brasil). It is in this budget that most af the public
sector debt service, both domestic and foreign, is taken care of.
The aggregate public sector borrawing‘requirementsg as calculated
by the IMF, will &aliso not do, for an adequate separation betwaen
debt service and operating expendituwes 1s not provided there.
Hénce, the following argumént cannot be adeguately doaumantgd at
this point, but it is worth mentioning nonetheless.

.
For the past few yvears the Brazilian oovernment has been offering
the privale sector the opportunity to prepay its foreign debts
through the deposit of an.equivalent amcount in cruzeiros to a
Special account at the Central Bank. F#cilities at the HMoneltary
Authorities also erist to provide domestic credit to private
firms anvious to get rid of thelr foreign cwrrency denominated
debte. The propensity to use these facilities increased
enarmously after 1982, as the real devaluation of the cruzerro
siagrlficantiy rai1ged the cost of carrying foreion debt. Tnus.
foreiran cwrency deposits 1n the Monetary Authoritlies werre equal
to the nonetary base in December 1932: in the followinoe period.

the ratio betweaen them changed marbediy. During the secong hal+s

U8}




ot 1%#4, the forelgn cuwrrency deposits 1n bhe Monaetary
Authoritiecse became nearly thnree times as high as the monetary

base.

Ae a private firm deposite 1 the Monstary dAuthorities the
cruzeiro equivalent ot its foreion debt,.the rrarililan government
loses the opportunity to finance iteel+ through the in+1atioﬁ
tax. In fact, the government exchanges with Lhe private sector an
interect—free crureire liebility Ffor an interest payino dollar
iiability. When it extends cheaper domestic credit to replace
private foreion debt, the covernment loses futwe revenue to the
tune of the negaﬁive interest differential involved in this
financial intermediaticon operation. 1In both cascs, the gévernhent
budget is burdened by new embeﬁsive Finéncial obligations, while
imncreasing the net worth or the private sector. This

. , . ,
socialiczation of private losses succeeded in maintaining mostly
intact the finaﬁcial health of the private sector in Brazil, but
it was also responsible for a significant increase of the public

sector deficit in 198%-85.

Thus, the February 19873 maxidevaluation hit the public sector not
only because it already held the lion’'s share af the countrv s

external debl, but also because it effectively nationalized &

goeod chunk of the esternal debt of the private sector.

Finally, the suppression of the country's access to the

international financial marlber was a cese of too much too fast

R S




Im 1982 forelign savings represented Do/ per cent of Brezi: = ol

two vears atterwards 1t was practically rall. The ogovernment

+

tried to adiust its spencing, as we have seen. But that was not
rearly enouagh. 1In addition to the hiaher real cruzeiroc cost of
the torelgn dcbt, Taxes ware erodeg by the recession while publilc
sector prices were beina held down to avoird burdening private
sepctor costs. Fraivaete sector emplovnent also went downg
conssquently the political pressure to @xpand public sector
employment 1ncreaseaed Signiflgantly. In the end, budget deficits
failed to decrease as required, and could not be financed +rom
abyroad. Rather than throwing its net on the sea of international
finmnancial market=s, the goverhment was torced to ao +tishing Dn.the
small ponds of the domestic financial mawkets. Domestic interest
rates sosred, the private sector was crowdedioutg and an
untenable financial situation became manitest, once the
government proved unable towards the fourth quarter of 1984 to
continue repressing public sectar wages as a means of controlling

ite deficits.

In 1989 the {fedeéeral government i1s estimated to be paying #12
billion of interest on i1ts domestic and external debts. This is
eoaual to one half of its total tax intéhe. The fact thaf
naon—interest spending is mot larger than the taxr intake iteself is
of little help. ercept té ensure that the real value of the
aovernnent non-monetary liailities grow by nmo more than the real
interest rate [21.The seriousness of the federal

government budazl problem derives from the fact that cuwrrently real




domeetic Intersso around 15-22 per cent JBEr vear,

Hernce, the arowth rats of the oovernment non—monstary Iil1abillites

-

15 much higher than the anticlipated GDF growth rrates of the country.

Za THE FIRST FPHD/ANR: OUTLINE UF AN-ECOHOMIC STRATEGY

It 1s in this critical context that the tederal government has
recently submitted Lo the Brarzilian Congress the Firet National
Development Flan of the New Republic (FND/NR). This document is
very different from traditional planning dacuﬁ@nts in Latiﬁ
America. It does not project public investment or give guidelines
tor private investment. Rather it ie a plan for adiustment D+'£he
government accounts, and for a’radicaIRShift of govgrhmenf
Spendiﬁg téwardg poverty eradication prograns. . B
‘
The plan starts from the presumption that, after yéars of import
substitution under the aegis of public sector investment,
Brazil 's private sector is now stirong énough to cémmamd &
sustainable economic recovery, once three financial obstacles are
dealt with, namely, the public sector deficit, the external debt,
and the in%latlﬁn rate. A close linkage between these thres
obstacles, alorng the lines of the previous zection, is also

recognized, hence & simultanecus attack 18 propos=d.

Formally, the plan deals with two basic identities, the

government budget ceonstraint and the balance of pavmenie




constiraint. Those two identities are projocted into the tuture
assuming a BDF growth rate or &6 per cent per vear, which 15 1
»

percentaue point lower than the post-WW-11 hmistorical arowth rate

af the Brazilian sceonamy. This iz thought to be the minimum
E3

required orowth rate to prevent wunderempl oviEsnt from expanding.

L4717,

Under most likely world scenearios and observed propensi ties to
import. no maior problems are anticipated in the external +front.
The balance of payments 1s mainteained in equilibrium witneout the
need of "new monev'" fraom the banks. Net external debt is expected
to remain constant in nominal dollar terms, while trads swwpluses
in the order of $12 Lo £14 billion are generated in spite ot an
increasing imﬁortlﬁjll, Thi5rsﬁanario praﬁumee that & realistic
exchange rate policy is maintained and that import controls are

; o -
not relaxed. 1In this context, the Flan is swprisingly mild in
setting the government obiectives for the renegotiatioﬁ of the
courtry’'s external debt. Eesides & tightening up of domestic
"relending" opérations, the only aneity, vig—a—Qis the recent
Mexican deal, is the commitment not to cut the country’'s
arowth rate in case the world scenario turns out to be worse than
projected. This means that the countrv s response to additional
protectionism, world recession, or other externai shocks will be
a partial capitalization of interest payvments rathsr than &

reduction ot necdeo imports.,

Much more di++i1cult is the situaction in the domestic +ront. Thne




plan reveals 1i1tlic ancut the governmsnt ' sbrateoy to deal with
inflation, excent to note that 1ts eradication 1s linked to the
° -

elimination of the covernment budget deticit, and that inflation
will not be fouagnt at the cost of & reduction of the taréeted &
per cent BDF arowth rete. The projectlons are mnade wandor the
presumption that the inflation rate will be kept constant at i1ts
current pilateauw of 200 per cent per yvear. Monsteary growin 1s aleo

targeted at Z0O0 per cent per year, hence maintaining the
inflation tax at 1tz current levels Lo,
The government budaet constraint is bullt up as follows. The
monetary base arows pari—péasu with intlation, while =sxternal
debt 1s constant i nominal cdollar terms, and the real arowti of
domestic debt is set equal to the exogenougly imposed & per cent
GDF growth rate. Linder these c;rcumstances,’the‘Plan presumes

: ‘
that resl domestic interest rates will settle down to 14 per cent
per vear. Soclal expendituwres are another constraint in the
government budaoet egustion. In order to fuifiil Eresident
Sérney’s commitmént to double their value, these are assumed to
increase by 100 per cent 1in real terms in 1585 and to be kept
constant at this higher level in the following vears. Finally,
non—social expendituwres of the federal government andg its stote
enterprises are kept constant at theilir 1984 levels throuvghout the

period.

i

c

Under this basic scenario. balancing the budaost wili reguirve

significant "fiscal efforltl’ both in 19886 ang 1937, Tan asnd tarif+

1z




rates would have to incresse by some S©.4 per cent 1n 195936 anag o
further 5.4 per cent an 1987, The Flan estimates this Lo be a

&
fair deal, in view of the erosion of both the tax and the tarii+
rates particularly atter 1780, KRatner than an increase of the tax

intake. the obilective of the "fiscal effort’ would be a

redrezzing of the public sector losses in the last few vears.

New foreign money would obviously reduce the size of this
domestic fiscal effort, while allqwjng legse strinogent import
controle to prevaill. It could also cantribute_to bring domestic
interest rates down, 14 used to reduce government indebtedrness in
dome=ztic financial markets. But these alternatives are ocnly

contemnplated az backoround exercices for the Flan.

4. FERSPECTIVES

The Braﬁilién peolitical calendar in the néxt few yvears i1s marked
by a series of impurtént direct electiéns. In Novémber 1985 the
mayors of all state capitals Willybe chosern. In November 1986 a
Constitutional Agspkbly will be inmnstalled. In principle, &
Frecidential electiorn will be held in hNovember 198E8. After vears
of political répreszionn more than twenty political parties are
competinag in these elections, including two coammunist parties

£L&63.
Labor uwnicne were reosressed for more than twenty vears. In tholr

id




repirth, they e boing inoreasingly domlnéted Ly & younoaasy s
more sssertive leadership, while extending thelr intluence seom
their traditional indugtfial enclaves towards the services and
the public sector. Wage demands include sizable front-end
increates to compzrsate worbers 1o years ot alievwd waoe

repressl on.

fGgrarian reform was in the letler or the law during the
whole military regime, bulbt 10 was never ilmplemented. The
commitment of the new civilian regime to this reform 1s marked

by the creation of & new Miniztry exclusively faor this purpose.

It is & new ball-gans +or the richer clasees in Brazil. In l;&ﬂ,'
“faced with apperently similar challenges they chose to support a
conservaltive military coup. However, atter }974; they nelped to

A .
promote & progre=ssive opaning—up of the’ﬁilitary regime, and
eventually strongly supported the shift-over to civilian rule,
which occurred early this vear. Landowners are obviously
frightened, but urban entrepreneuwrs up to now are aonly contfused.
They realize that rapid social changes are needed. But they are
aftraid of the new political realities and their possible radical

Canseguences.

Democracy is a fracile construct in EBrazil. Cwrent seconomic
problems considerably complicate the tashk of strengithening its
foundations. In the short-run, the big challenges are the

inflation and the public sector deficit. After a two-day national




strike 1n earlyv September . Lthe unrons 1n the bDankindg =echor won &

sizable waus increase plus a dizguised reduction of tne waoe
readjustment interval from & to I months. Now the governmant wiil
have & very hard time resisting the generalization of quarteriv

readiustnents in the country. A new and hichsr inflationary

platesuw should result. The wage demands are aleo causing & verv
sizable 1norease 10 the govarnment wEge bitii. partially as a
conseqguence of a serilies of concessions in the last few nonths of
General Filiouelredo' s administration. The coniduncoion of tne
practice of very high real intereét rates with nearly frosen
public sector pricez in the “irst fouw monmths of the naw
adminmietration also cantributed to the fimnancial problems of the

GOVErnmentT .

Complications do not stop there. The "{iscal ef%urt’Acontemplated
in the Flan 1s being strongly resisted by the private sector
leadership which insist 1n additional government spending cuts to
control the deficit. Un the other side of the fence, the state
bureaucracy 1s Strbngly lobbvirg against the Secondafy role
reserved for them i1n the Develdpment Flan, and imsistinag in the

definition of & new block of public sector investiments as a means

of putting the ecorromy pack in the growth track.

Nonethelecss, there 15 some hope in the horizon. All social agroups
seem convinced btnaxt mitlitsry rale only led to authoritarianism
and corruption. Today, contrary to what happened in 1964. dealing

with the rillitary 1s a problom not ¢ solution For the bBrazilian

i6.




elite. Hence. there 1¢ a strong generalized conmitmant o

democrscy. Shori—term economic problems are serious. buit the

economy ie fundamentally healthy. Ths 1ndustrial strenath af tnhe

country is a realityv: Braziiian agriculture has proven 1te poice

responsivens ime and time agaeln: the open spaces of . the Amszon
and ofFf the West are onlv starting to be conguesred. Growtn is not
a prablem for the Brazilian 2conomy. kven LRdsr current
constraints. the country's GDF chould expand by nearly & por cent
thi= yvear, and wban open unemployment heas been falling for over
& YEA&l .

The social guestion 1s harde% to deal. Hundreds of vear

o

it

social unbalance wera temporarily repressed by the military

regime. Dealino with the country’'s social problems withoot
radicalization will requife stretching to its limits the historical
capacity of Brazilians to negotiate in an orderly and peaceful

way. Strong political leadership will be required.

17




FODTROTES

1. Imflation rates are mescsuwred by the IFRFGE Hrosd consumer o pow
index L[IFCAI; public sector deficits are measured by the INF
concept of public sector burrowing reguirensnts LFSERT —~ the d:

i

La
for 1987 mav not be camparaibie to that for latter VEATE . 1t
should also be noteo thal tine PEDR ratio to GDF 1s an increazing
functicon of the infiation ratio, for the simple reszon that the
numsErator 1e calculated as tne difference betwesn successive
vear—ena values of the non-financial publilic sector liabilities.
most of whiroh are continuously revalusd according to coserved
inflation rates,

Z. The 4iaguwres are rtrom Tables 1 and 2 1n the First Mational
Development Flan of the NMew Republic. Brasilia: September 193%.

3. If the monetery liabillities do not grow at all, then tne
grawth rate of the non-monatary liabillities will be exactly egual
to the interest rate.

4. Labor force arowth 15 estimated to bhe 2.4 per vear in the
198590 period. The paozulation growith rate is lower than that -
2.07 per cent per vear — and proiected to fall to 1.67 percent
per year towards tha end of the century. ' ’
Z. Thie does mot mgan that government economlsts are convinced
that inflation can be maintained at its current levels. In fact,
the results of the "heterodoxr shock’ strateoy to eradicate
infiation now been itmplemented 1n Argznitina 1s being followed
verv closely from Brasilia: while an evaluation is also bean made
af the pulitical conditions form the implementation of a "socisl
pact ', to deal with inflation through a new incomess policy. The
tentative natuwre of these demarches explain why the Flan is so
elliptic about the covernment anti-inflation strateogy.

L. The precise date of the Fresidential election will be
getermined bv the Comstitutional Assembly.
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