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‘DEBT, STARILIZATION AND GROWTH: BRAZILIAN-HAGED REFLECTTONS

Edmer Lisboa Bacha

September 1986

1. INTRODUCTION (1]

.Thisyig aﬁ interim assesement of the Brasilian experience
-with external and domestic &djinstment to the debt crisisz of the
ninetyfeightieﬁ. Raﬁher than a revision of facte and {iguree,
what follows attempts mostly to call attention to some 5alieht.
features of this important Latin American case.

We first review the external shocks of the early eighties
and the extérnal adjustment which followed. Attention is then
shifted to the difficulties of domestie ad justment. The monetary
reform proaram of February 1986 is reviewed next. The paper
concludes with a brief diacusa;on af the couﬁtry's economlc

perspectives.

2. SHOCHES anND EXTERNAL ADJUSTMERNT

The Brazilian economic miracle which started in 1768 was

interrupted in 1973, by a combination of the first oil shock with



successful transformaticn in the trade poﬁitionjwas guarénteed by
both structural and relative-price measures. Thus, the emphasis
on import substitition invégtment in 0il since the early
geventies azllowed an increase in thé share of domestically
supplied oil in total domestic consumption from 20 to 40 percent
between 1980 and 1984. At the same time, & significant
devaluation of the real exchange rate, by 18 per cent between

1980 and January 1585 (CEMELI/FGV) propelled the desired

short-term supply and demand adjustments.

The turn'around of the trade figures was ngficiently strong
‘to allow Brazil in 1984 to-start paying the intereét bill on its
.foreién debt withdut the need o+ "mew'" money. In +act,rinter9§t
payments went up from ¥&.7% billion in 1980 to #1i0.1 billioh in
1984. Nonetheless, Brazil ‘s current‘account, which was a negabtive
$12.8‘b11110n in 1980, shifted t@va positive figure of #14&
million iﬁ 1984. On a flow basis, the external adjustment was
thus completed in 1984, and this expiains why Brgzil &ould drag

ite feet on IMF's demands for additional domestic adjustment.

i fhe successful completion of the external adjustment on &
flow basis did nbt mean that Erazil'grdebt problem wae solved. On
the contrary, as .&a broportion ofiexports, interest payments were
‘highér in 1984 thén in 1980 ‘37.3 per cent as compared to 31.73
per cent). The ratioc of net debt over exports, on the other hand,
was up to 3.0 in 1984 from Z.3 1n 1580 (Carpeiro). In other

words, Brazil was able to sclve its erternal liquidity problem,



Chronic inflation has been as important a part of Brazil's
ecqnumiu life as éo+fea beéns used to be of 1ts past. The most
impressive thing about Brazilian inflation was not o much that
it was so high, but that it did not accelmrated rapidly, as both
the Fhillips curve and the German hyperinflation would lesd one
fb believe., In fact, Brazilian economists of difterent
persuasions were convinced that the country’'s virulent infiatiom
had little twrdu with ewxcess demand theories, of either the
monetarist of the Keynesian variety. After a series of falled
attempte at controlling Rrazilian inflation thrbugh monetary
55tringency, even the IMF was finally conceding that in Brazil
demand contragtion was & very inefficient wey of reducing
inflation, bécause of the widespread backward looking indexation
;ch&maﬁ, which characterized most nominal contracts in the
countfy. EcommmétriC exercises by Hrazilian economists
agreetd in that a 10 percéntage point increase in excess capacily
would provoke & 10 percentage point reduction of inflation
,kMDdiaﬁD; Cvsne) . Th?s ie in line with the Fhillips curve
results for the U.S. However, the U.S. would start from a
inflation plateaun of 10 per cent per year, while Brazil's hovered
around 220 per cent per vear. Hence, increasing unemnployment by
10 percentages pmimﬁe would mlimiﬁaté U.5. inflation, but would

reduce Hrazil ‘s to only 210 per cent.

The citustion was orne in which all economic agents, atter &

long learning p@ribd, had developed a myriad of formal and

o



per cent backward indexation at fixed six-—month intervals. At any
particdlar month, roughly 1/6 of tEe wage bill was due for
’readju§tment. The éxchang@ Eata was a crawling peg, which went up
daily, according to lasf monthls inflation rate. (These
minidevaluations wéra at times superseded by a mididevaluation,

‘ a% in the second gquarter of 1985; or more rarely by a
maidevaluation, as ih December 1979% or February 1983.5
IndQStrial prices responded swiftly to domestic wage and import
pride pressures, with roughly constant mark-ups. It was the
lagged wage adjus?ment thch maae inflationrn Jjump to a new
plateau, rather than accelerate continuously, when a supply shock
occurred, as caused by OFELC, a crop failuré, ofva

mexidevaluation.

In_this cuntext, maﬁidevaluations are inflationary — but
they work. Costs go up, but the relative attractiveness of
exporting or replacing imports increase. Industrialized Brazil
reacts as expected, expapding exports and replacihg imports; The
trade balance improves at the cost o{‘a'higher inflationary
plateauv. This had been the experience of Brazil eince the
mid-sixties. The conclusion is unavoidable that inflatiorn ju@ped
from 100 to 220 per cent per year mostly as & consequence bf the
February 1982 maxidevaluation; which was forced orn the government

by the need teo produce the megatrade surpluses of the subsequent

periods.



aector debt‘gefvice, both domestic and foreién,fis taken.care of.
But consider the following gqualitative argument. Sirfce the early
eighties, the Brazilian government offered the private sector the
qpbortunity to prepay its foreign débts through the deposit of an
equivalent amount in cruzeiros to a special account at the
Central Rank. Facilities also existed to provide suboidi zed
ddme%tic credit to private firms anxious to get rid of their
{oreign'cﬂrremcy denominated debts. The propaﬁsity to use these
facilities increased enormously after 1982, as the real
deQaluatiDnvm{ the cruszeiro significantly raised the cost of
caryying foreign debt. Thus, foreign currency déposits in the
Monetary Authorities were equal to the monetary base in December
1987 in the following period; the ratio betwesn them changed
markedly. During the second half of 1984, the foreign currency
deposita in the Monetary ﬁuthoritieé became nea-ly three times as

high as the monetary base.

As the private firms deposit in‘th& Monetary Qutﬁoritiea the
crureiro equivalent of its foreign debt, the Erarilian government
loses the opportunity to finance itself through the intlation
tan. IB fact, the government exchanges with thes privateAgectDF an
interest—free cruseira liability for an interest paying dollar
liability. When it extends cheapér‘domeatic credit to replace
private foreign'débt, the goyeanent loses future revenue to the
tune of the negative interest rate differential embedded in this

eubsidirzed financial intermediation. In both cases, the

government budget is burdened by new expensive financial



The critical neluwe of Brazil s budged deficit problen g
vaealed by the fact Lhét in 19805 tﬁe +@déra goverﬁmeﬁt paicd #£12
billion Q¥ foreign and domestic interest. This 1s equal to no
Tecs than one haltf of dite total tax intake. The fact that
non—-interest spending was not larger than the tan intaké iteelf
wéﬁ’oé littte ﬁelp, except to enswe that the value of the
government nwﬁ~munatary liabilities would aqrow by no more than
tthe interect rate on its oubtstanding debt. Roth social spending
énd governoent indrastrocture investment are wel) below
réq;iremﬁntﬁ. Hence, the fiscal cricie of the Brazilian state

arn unuaual challenge for economic policy makers in the near

fubure,

4. THE CRUZADD FLAM

The monctary reforfi program, known es Cruzado Flen, which

. -

was Implanted 1n February 28, 198

-y derived from fhe conceptlon
that inwrtié wasz the single most important explanation {for
Frazil ‘s high inflation rate. Neithef Feynesian graduéli%m nae
monetarist shock treatment were up to the task of deeling with
inertial inflation. For both were based on demand contraction, &
Q@Fy indirect ana cmatly‘way Lo brealk the gmcia] contracts
suclaining inflationary inertia. A Fadical ruptﬁre with the past
through @ comprehensive monetary reform progran, wes required to
COope with'th& prozlem (Grida and Lara Resende; Lopes). Fouar

interrelated spta of measwres were adopted: the inlroduction of a

il



average real value in the old currencyiﬂ

-

Consider now the prub}em of preserving "neutrality" for debt
instruments with +i#ed nominal interest rates. Supposedly, the
parties of this contract shared an inflation expectation at the
time in which>thi5 contract was signea, which was based on
currently observed in+1atimn rate%. With the sudden elimination
éf inflation, a corresponding deflator needed.to be adopted tor
theSe‘interesf rates in afaer to préserve neutrality in the
relationship between creditors and débtors. This was achieved by
converting future cruzeirog into cruzados at a daily depreciating
. rafe, equal to the observed inflation in cruzeiros during the

:three~préQioug months. éy contrast, debt contracts with &
‘”manefary coﬁrection” or indexation clause (plus a real interest
.ﬁate on top of ity had their values updated according to the

- price level change observed between the'date of their last
readiustment and the day‘o{ the Retorm, aiso ensuring & neutral
, »
conversion of capital values. Afterwards, however, no_additionaly
"mdnetéry correcfibns" were allowed for shdft—téfm financial

instruments.

The outlawing of short-term indexation ;Dhbined with the
fixing of the exchange rate‘between the cruzado and the dollar,
~and the daily dévéluation of the chzeiro vis;a—vis the cruzado,
to guarantes that government‘debt service would stop increasing
with inflation {less than.EO per cent of the indexed domestic

debt was longer than one year, which was the period beyond which

12



5. ECONOMIC FPERSFECTIVES | -

The Bfazilian eConomy iSAbQomimg again, after the recession
interlude of 1981-84, Viewed from a distance, the country would
seem to be have been able to cm@bine the b@%t‘o{ all possible
worlde,'gimultaneoualy achieving record rates of GDF growth,

inflation stabilizetion, and steady trade swpluses.

; ot all roses. Fixed investment rates are

o

However, 1t 1
well below required for the maintenance of 7-68 per cent GDF
grawthy, which Drazilians are aiming for. The fiscal position of

.

the State is very shalky ever Without the reguired expansion of
Y ’ !

cociael expendituwes and infrastructure investment. Firms’
complaints against the freere and violations thereof are

irncreasing. Labor unions’ wage demands are hardly in COnsanances

-

with a regime of price stability. Consumers’ lines at food ston e
are increasing and supply shartages mounting. Some of these
problems are ShDFt“t@Fm; arnd require the introduction of
aggregete demand control measwres and the potablishment of &«
consensual incomnss policy in liew of the price freeze. Uthers are
medium term, and reguire both a fiscal reform and an alleviation
of the burden of erternal debt service. A Constitutional fssemnly
will be elected on November 19, 1984, After that, current short

and medium term economic problems will need to be tackled with

new irnnovaetive donestic and foreign initiatives.
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