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v Introduction

Political convenience rather than economic opportunity
seemsd to baltha most important characteristic of the timing of
adoption of the radical stabilization programme called the Crurzado
Plan, in 28 February 1986. Economic opportunit Yy is hard to define,

acoone may always point out to specific characteriatice of the

economic conditions which might have recommended some delayt some
corrections of relative prices before the Freese, administrative

preparations which might have been made in advance, adjustments in

A A previogs version of this paper was discussed at the
Seminar on Comparat ive periences of Stabilization Policiecs in
Latin America, held at FEDESARROLLO, Bogotd, January 9-1¢, 1987,
sponsored by TDRC. A companion paper containing a detailed
analutical description of the major issues involved in the Cruzado
programme was prepared by Fduardo Modiano. The author wishes to
thank Alexandre Sarmento and Eduardo Carvalho andrade for the
preparation of tables and graphs, and is indebted to the
rarticipants of the Seminar and to his colleagues Marcelo de Paiva
Abren, Luiz Roberto de Azevedo Cunha and Edmar Bacha for valuable
comment s, retaining responsibility for the remaining errors and
misconceptions in the paper.
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in idead terme ac, an adeqgquate proparat ion for a cuddon meaaure

aiming at =topping inortinl indlation.

RoeaTlita, however o Curne o by s Lo be more comples and
subtle than oropnomists ™ desian. The t ming, charocier anpr
ISy t Tapment of the Brazilian evpor iment wos not detormined by
regiiremcnts of cconomic optiwmalit v, bhut by the sinple fact that
tfln-:: eplosi (:mk of the monthly rates of inflation in the be ginning
of 1706 signallad a deterioration of the government "s political

cupport which  was seen as a menace to ite stabil ity

Incparticular, the fact that in 1996 the o DUty wond
have general elections For a constituent ageo cmbly, hesides atate
governors and tocal Tegislative chaombers, added o pecial featugroes
to an eventual debate over Jegitimacy of President Sarn ey
mandat e The woonomic problems faced by the Sarne Yogovernment
viewed From the First Cwo nonths of the year seemed to gsignal a
very dir ot yoar ahead.. /0 From a political viewpoint, the
croczado experinent allowed the President to re gain not onlu

initiative on economic matters, but political con trol which

to be escaring throuagh his Fingers.

2 Just folTowing a change in the composition of cabinet on
Feiyvrary 19846, the PMDE party leader in Congress » Benator Fernando
Heneigue Cardoso, interviewed by Jornal do Brasil FFeb. 2A70,
presonted a eery pes evaluatron of the possibilities of
auarantecing cupport of the party to the Sarney goavernment
throuaghout the vear, - chez hiagh inflabtion and consequent
coonamic instability would inevitabhlu become a ma JOr campaign

o

P BIAE:



The obgeiUive of {his paper 1o o review the Brasilian
coperienoe with monetary reform. Yes wain point ias thnt one
iicor tent determinant of the reaulla oo Tar attained s that short
toerm political reanlba wiop o virtually all that watlered, and
Cioapamic pertarmance would he impor{ant aonly in o co far oas it
hﬁnaﬁﬂ o potitical soveeasy the ontoome of the process was $hat
coortomic reationality had almost invariably to succumb before

political convenience.

The paper is organized as follows: the second sect ion
briefly raviews the basic rationale of the programme and descoribes

tts Tirst effects, section 3 describesg Fhe performance of the

seonomy Lhrouwghout the yoar s inflation, level of economic
acbivitd, and badance of paumenl s developmentay section 4 denle

with cwrraent prospects.,

2 The Froagramme

based on two

The episode of heterodos stabilization w

main views. First, that the hioh rates of inflation experienced by
the Brasilian economy since the beginning of the eighties. and

which gave no sign to reaspand stgnificantly to contract iopary

demand podicies, would not allow the anvernment Lo proceed with
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Tte oblectivee of econamic aromt b

uncertainty. Second, that soonor w1

have to resome roncant iat ion of tlye

that ander 206-plus annuasl jpdiiat

@

fonese oM ort at cantroltinag inf7;

L

fovrelan creditors.,

At the time of ity fire

government was bound to present a b

Duwring most of ite Tirst vear, the

decide what to do to control inflat

Finance Minister was a competeont ta

noeconomics and wag surrounded Iy

miriislry and at the Central Bank .

a consistent stabilicatio

S0 90

TNy easase the Froguency of exchange

and bo decrease the frequency of pr

price controls, and was dismiscsed a

replaced by Dilson Funaro, an entre

coonomics either, who had been a ha

policies in the beginning of the ei

rolicies contributed, if anuthring,

n
"

Pressures e forts at monetary and

rates towered and the

Tntere wer e

interval between price adjustment s

T

vt the o dimate of hiigh

Tater the government won dd

¥

erxdbernal deht paymente, and

v

T rabte prossaros Foroa

Pron would bhe Tortheoming £rom

toanniversary, the Sarney

record reaarding indlat ion.

government had not been able to

ton. Dornelles, the first

Hebawyer without any training

a monetarist staff both at the

he teom, however, was not able

n oproarazmme hat tricd to

rate and Financial indesat ion

e adjustments by means of

gix months., Dornelles was

Fter

prenedr with no 1

rah critic of Deldfin Netto g

ghties. Funaro’™s initia

to aggravate mTlationary

WEre pever andd

fiscal restraint

attempt at increasinag the

was abandoned.
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D ing Approsimatod o i mant e et weon Dorned Tess e
departare from government and the adoption of the pPrograomme, bhe
Peotu ol ponctary reform was a Tavour ite one in cconomi e debate i
Brazil, ecspecially after e Oracntine ciperiment with the
Furctral . Several economiats who Ehon boeoame influential in rol oy
Tormidat ion had been active participantis in that debate, and had
(;Mabluuvd contTlicting views concernine the importance of inertial
elemenic in Brazilian inflation. /3 With monetarist cconomist s
Gut of {he QOVcrnmwut, part of the economic toam tended to view
financial speculat ion and hiah short van nominol interest rates as

aocrucial element in the mechanism of transmission of inflation.

For those whao attributed great inportance teo the
inertial component of inflation, incrtinzl clement s which had to be
cxbtirpatasd from pricing behavionr troorder to control intflation
vere of two charactors. On the one hand, thoere were several formal
indexation schemes, which had been introduced in the Brazilian
etonany since the sixties, as part of the process of minimizing
the effects of inflation over the normal Tunctioning of the
cronomy s monetary correction of savin g deposits, of public and
private bonds, wage adjustment rules, and so on. On the other

handg, pricing policics baoed on mark-up recomposition, together

3 For an evidence the reader might compare, for example,
the vizaws presented in Arida and Resende D19B951 and Lopes L1947,
whao Favoaured the wdoption of o chock treatment with the criticism
af the inertial interpretation offered in Beluwzzo and Tavares
Livgald,




with wage claims and aatomat ic corvect ion of priceg boosed O past
infiation tended Lo increase downwar ds intlexibility of the 1 ate
of inflation. The basic reason i that fTormal ne well as informsd
indexatiion amounts ta the definition of o aystem of baclkwar d-
Toolk ing sustem of price determin«tian such that the level of paat
intTTation plos or minus “chocks” determines of the minimum Jewve ]
nrffhw corrent 1 ate. A oA conseqguence, doemand restraint policies

become both more innefective to control inflation and more costly

in borms of outpul losses

Although inertial elements werse not sceen as sufficient
{m cxplain inflationary dynanics, their inportance in defining the
costes and effects of demand policies were widely recognized. The
main throst of the heterodos shock was thus to promote a sudden
de-indexat ion of the economy in order to brealk the Tinkages

EodifFficulty s

batw2en past and Ffutures price incroanses. The biga
Lo avoid major Cand possiblo perversed distribut ive effects doe to
tha simpls fact that at any point in time during an inflationary
PIUCes s sone prices and incomes have jost been adjnsted, and

thery efore are at a momentary peak, while others are about to he
addusted and thus are at a trough of real valoes. adnother
difficulty is related to the existence of contracts celebrated in
the past based on estimated future inflation. & monetary reform
apans spack for the definition of rules Tor conversion of futuwre
paumecnt s which were contracted baced on a hiah expected rate of

inflacion, into the new money, hopefully free of inflation



histersais. dn the technioal dar son, the o s Lo wmdke contyoae g

Torward Toalking inatood ol boelewar o Tool ina.

The basic inaredicnte of the Drogsado peogramme  wer o 3

Coad N monebaryg refarm introdocing o new money unit, the
cruzado, to reploce the old crureiro. with the publicst ion of n
iwuwQur&ion table Tor the pogments in cruzadas of debbte contracted
in cruxeiros. The conversion table ansumed that contracts were

per day.,

(b) Prohibition of indexation clauvses Ffor contracts of
Jeass than one yewr, exceplt for passbook savings.

() A general price freere in cruzados at their level
of 28 February.

Trom cruzeiros into crurados

(d) Conversion of Vi
based on the average real Wwage of the past six months plug w &Y

wouwtd ocour once a year  basced on

bDonus s Tuture waoe incr ews
frea negotiation, with an automatic adjustment of $9% of past
incireascs (From 26 Februoary ond in the official cost of Tiving
indaste An automat ic tri ggor-point wade increase whenever  jnfd ation
accunylates 20%  since the Tast negotiation.

(e) Nominal value freeze of government outstanding
indexed bonds For one yewr.

(F) Revision ol the federal budget for 1984 based on
zero inflation ewpected for the raemainder of bthe year.

X

(g Adoption ol a special cmergency plan o guaranted

e supply of basic staple Food, granting the federal government



Pl
thoe power Yo carry stocke of Dasahce ibtoms in ovder Lo avoidd

cpeculabion wygainegt the progr amme .

ITtems Cad, (hY, (), and () are el e splanalory, in

vicw 0f tho pravious comments. Ttem () o althorgh not part of e
original Arida and Rezoende monet o ryoreforn proposal 240 wan an

imp r:;r‘ tant part of the Lopes proposal in order to prevent defensive
corvections of prices from underminin g the success of the

& l ogramms, wh Lt’ eas ibtem (g) was soen as o guarantee hat the
government would have the means to avoid any major supply crisis.
Ttam (d) is more complex to explain./% accordin 9 to Bacha

ff 19860, it constituled a departure from the disteib ke
naubterality of, the progeamme in view of the reco ariition, from the
part of {the government , that since remd wa aes had Leen in an
unfavourable situation since the exchange crisis of 1982 » it would

at their average

Nnot be scon as Tair ta keep real wa ages Tro
roeal value of the previous sis months., On the other lisnd . O
proltlem For the implementat ion of the rule wa s the Tact that real
wagss had been growing in several sectors of the econo my since
PG, following different paces for different zector g, and

tharefore, it was not clear whether the effect of the adoption of

A See the oviginal arida andResende proposal in Arida
and Rzeoendsz 49891, and the lLLopes heterodos sh ock scheme in Lopes
Livaalt.

o’ In the companion paper prepared for the same o minar,
Hodiano extensiveluy analus the detailg of the wage correction
formulae the rationale of which he has abundant ] Yoexamined in
pravions works. See Modiano Di%646a and bl
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tn o attempl s at recoavering Uhe previIioga uarkupa, Minally, the
aidoption of the 204 triaucr scheme waes Leen ws oA auarant e, Froyye
werkers, that no cignificant reel JTooaog would arise fram the fact
Ehial waaes would now be corrected annnall Yy and no Tonger every i

marr b e /A

. Fopolar acceptance was immediate. Foon omista knawn by

i. heir didfer r.::‘kn t views on stabilization and who had ar gued against
the shock onlu a few wesks before its ann ouncement Tent their
support to the government "s action and contri buted to weaken any
:(.> proesition to cthe progeamme. /7 The Fformal announcement b y the
President was also followed by immediate popular suppart to theé

freeze, {the mass media hel ped in the task of explainin g the natore

) There was much controver s Yo oover the issue of the trig e
clan Fconomists who had been engaged in stod ying anadut ical
aopects of the monetary veform worrvied that th e instability caunsed
by @& btrigaer olause For wa gas could rmin any attempt at correction
ol the programme in ¢ e the inflation rate went out of control
for a short period. On the other hand y the simple existence af the
Clause, was seen by some anal yats as a guarantee that the
government would adopt a very conservative stance on d em=rd
poticies For Tear that an uposurge of inflat ion would bring back
high rates and therefore demoralizin g the whole scheme.

7 Behind thias apparent onanimit Uy quite different positions
way ba identified. One brand of economists saw in the programme @
fantastic success of “market in g7 by means of which inflation ary
axpectations could be brought down overn i aht . Gnother variant
rointed to wage de-indexation ag t he main element which wouwld QP en
room for vapid desinflation. Finall Y4, another group of economists
saw the sudden end of “Financial o peculation . meaning essential Ty
higlh nominal rates of intereast as the crucial element by which
inflation could be brovaht down. T should d be eavy to imagine the
kind of complementary mos ach aroup would support Followin a
the initial stepg.

RN I A COR s  &4




AR
af o tha prooaramme to the popnlat ion and the doltlar hlack meal
Fotee Fell immediately by around 20%. Home union Jeaders tried o
articalate & general strike Qaainst the government plan on the
grounds that it would be detrimental to workers, but the strike

had to be cancelled for lack of public zupport.

Fouwr main isqu0s gseem o linve wovreied the economic tenm
soon altver the programme was launcheds intlationary expectat inng,
t: I;(,s itmmediate k(rvf‘1‘(3(: Lol frorsen “wrong prices”, the fragility of
the financial systoem and possible immediate recessive effects. The
wau the government chose o deal with these issues turned out to

be crucial for the outcome of the Process.

In order to deal with the First Pasue, immediately
attar the announcement of the Crusado plan the government set a
zero target For inflation in an effort tin et fectively orase
inflationary expectations £rom the memory of ecconomic avents. his
ted to the abandonment of any attempt at correcting “obviously
wiIrong prices ,meaning that the aovernment opted For delaying as

mitch as passible any correct ive measure for fear of undermininig

contidence in the Cihort run) effect ivenose of the price fre:

As a conasequence, the second jssye was transferred to the Future.

Concern with the fragilitu of the financial system plus
Fear of the recession seem to be the main reasons bel ind the

chosen couwrse of action of monetary policy.



Howboutld bhe romentierod that twa phenomecna were crigs inl
for the Tutwe development of the Financial sector at that
dunctiany Jriah aneertaintag oo Lo the rudes wince the proaramme
moant Ao digseont inaity of policu ol was sccompanied by nows thioat
G omedor Tinancial relorm s being considered bu the government ey
ﬁtwnhg shif{ts on the portfoliong with higloer demand Tor woney to
replace interest bearing near monics. I or the Financial system ag
a\whmls, thiabmcant that ﬂhﬁ mar ket For banking activitiecs wonld

he aehrinking.

This, the government choose o inmediately reduce the
nominal interest rate with three Ehings in minds Uil to underline
Lhe posasibilitics of downward corrections of nomindl prices in
view of declining nominal financial costay Liil to reinforce
expectations of wero inflation, so that dacnts could take nominal
rates as the probable real rates of interests Fiiil to stinglate
cLonomic activity for fear that high uncertaint uy brouaht about by
the drastic change of rules might ewert a contractionary el fect
on investment . Therefore, it i ecasy to understand that the biag

5G 0 VE

of poszt-cruzado monetary policy would be towards ewc

maonet et ron.

Finally, soon after the Tirst stavecs, when the
inportant issue was selling the idea that the programme wolild oot

ctop wilth & mere adoption of a price freexe but that it wotLld
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Lhve government

. el fect

Per e se

ot the programme had

vnrweard mavement of

bhe veintorced as long

kept constant or decd

battle hors

PUroOgr qamine

' 3. Perior

focrucial

its Aannounacement

Wa s

inflation., Although,

conunt on Full support

concentrated on the p

inmediately after the

In the fir

prices could actually

poriod of aronnd thre

that did not material

wholesalers and retai

reali s

Ot

[

noncintliat ionnary rotative price adgustnsnt oo,

cd that, contrary Lo the initial criticism of

reat o wages, the major distribut ive impact

heen essentially favourable to worlers. The

Al wwges, started with thee bonue, would then

the prices of major staple items could bhe
N ] [&

QAL

ining and this turned to be  one of the

man e

aspect ol the crorado plan o bear in mind

s nonrecessive alternat ive to end

o)

as omant i oned the government couyld

ol the population, most of the opprosition

ossible recessive elfects of the price Ireegse

prrogamme was launched.

that most industrind

st o month it clenr

go down since they were usunlly Fisxed For @

e months bhased vwpon an erpected inflation

e, A oround of neaotiationsg belwsen

Tere gave rise to some important decreaces .



el

Prvel o

in oo,

(w3
RS

CIPL) showed

(C

promote o radica]

also

the defonsive

raaoe conttmer pryccs acrcarding Yo o the Gl ficial
a deflation off 0.11%./8 This was enongh (o
change in cxpocted intlation and helped altering

bhehaviowr of economic agents which contributeg

tov porpefuate indTation rabeo., ntlation in the Tollowing three

mont hs

e ma ne

Tevaedla of around

gquarterly rate

of

below the 4.4% monthluy mark ae compared with the

P47 bhelore March. The Februyary annual ized

inflation of 4457 fell to 8.6% in May while

whalcecaule prices el continuvounsly unt il May. Unfartunately, the
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for mancuvee

correct ions
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CONnCern

the

that was open for non—intlationary relative
was not used by the government . Perhaps
with the ero target coupled with a perplexing

need to proceed with the downwards correction of

nominal prices after the first month are part of the

exptanat ton.,

ol ficial

1. For

Tlhyes

price

behaviaur of the several components of the new

index between March and November are shown in table

compourat fve

pPurpases, the monthly behaviour of other

widely used indices for the same period are shown in table Qo Froom

tye

freeeze in ite

hialh

bafore the Ffrapye)

x‘

ormer, two

level of

& Bccording t
signitficant,

(W]

M5

items evidence the diflTicultics of enforcing the

such as clothes, which tended to proceed in =

price intflation (althouah at a slower pace than

»oas it had happenned in the Graent ine

o non official indices, the deflation was still

as geen in btable 2.



AP it e one gear e lfore. The b e “tranaportat ion” rol et e
the overhicoted mar ket Cor an Lomobiles, new and used s Tor which
demand had a21ready been bhoomi ng since the previons Yoy, In @
nataral recovery alter fougr years ol recedssiaon and Talling real
wagls for middle—incomne groupa. The Tact that eap prices had been
scheduled Yo increoae ol the Pime of the freese and were thus seon
A$fdnc of the First candidates Tor revision as soon as the
government started correcting the Twrong prices, led to

anticipation of purchases, adding fuel to excess demand .

Difficultics started also to appear an o relation to the
%upply uf products whose priceg had been froren in February 1986
at. the “wrong level 7. Although the government had announced, on
Febriary 28 that some prices would soon be corrected, such
corrections were never made, as concern with ¥he immediate sucoess
of the reform became the deminant concern of policy—makers. This
Ted to shortages and widespread illegal chharging of overprice in
the context of a demand bhoom whose intensity was neither
anticipated or viewed as a problem. These difficultjies aftected
not only the market $or manutfactured goods — egp ccially consuumer
durables - but also markets such as those for meat, cggs and dairy
products which, on top of being frozen at very low Tevels, had
been adversely affectod bu the previous year "s drought besides
being already facing disturbances related to their Tong term

cuctical behaviour.,



The Jewved of actlivity ashowed o sianilicant increane:
cwployment, industrial outpot, energy consumption and retail salo

a2l boomed, ITndustirial et put incressed $2.6% 0in the £irat

somonter comparaed Lo the same period in 1£98%, Data on the

boehiaviowr of production the osceveral sirament s of induatry s e oo

on Lable 3,

The demand boom may be explained by the acoumulation
of ¥avour?ble.impact§ since Febroary 1986 which include: effect on
the total monthly wage bill of synchronization of wage adjusimentg
and of the 8% bonusy wealth effects agssociated to the sudden
ﬁhange of inflationary expectations Feleasing Funds {or
consumptiony reshuffling of portfolios alao related vo
inflationary expectations in favour of consumer duorablesy releage
ul precauntionary balances as aceeleration of growth reduced
unenp Joument risky and the Tiscal measures of the end of 198%
which contributed to increas disposable income in the short -
run ./ lless favourable interpretations incluyde excessive
monet iwvation, uncontrolled deficit spending and a run on goods due
to JTack of contidence on the programme. In other words, the
support shown by the public on TV interviews was not necessarily

matched by ite behaviouwr on the market place,

i A Picenl package passed by government on December 190%
had bean designed o redace the inflationary loss of government
revenue . and to o increase the incidence of taxation on the
financial system gains with inflation. Although many government
ofticials had referred to the p ackage as a “preparation for fhe
reform T, its adoption is actuall Yy an evidence that the decision to
implement & shock had not been reached. For wage earners, the
zffect of the package was to increase take-home pay.



On hindeight, there seems o be agreement that monetary
policy parsucd LGy the Central Bank in the firast monthe of the
Cruzado Plan was Yoo expansioniat, capeciall g oain view of the Tact
thatt the government decided not Lo oo et praces  ommed ol ey
alter the freesc. This con be obacrved from Tahlesq 9 oand  bH. In
,therirﬁt table data on the evolution of selected onetary
agregates in the First six months of 1986 are ah Own. Nominal money
ﬁtock (91 inﬁrwaﬁud by aimugt 2005 Ffrom February to July. This g
not  enouagh of course Lo establiah that monetary policy was too

\
N s

pansionist as it might simply reflect the sharp rise in the
dummnd for moned induced by the decresse in the opportunity cost
of holding cash and demand deposita. However , the ocwrrence of
ereessive monet ization of the cconomy  is sugaeested by the
svolutiun of 2 broader monetary aggrenate, such as M. Price

ctability should only JTead to a reshuffLing in the portfolio of

agznes in the economy, with inderxed assets being replaced by

nonindexed money. The data in Table % shows that M4 did nolt remain

constant, increasing by 22.3% betwoen February and Julu. /10

Another sian of excessive monetization of the 00N OmY

i3 aivaen by the ex-post real interest ratizg, the bhoom in stock

10 Tt chould be noted that in Farch MA increaced by 23 %o Part

of this increase, however, had nothing to do with ercessive

monet ization but was due to the Tact that a fraction of the stoock
of indexed deposits had readjustment dates between the last day of
Febrwary and the last dau ol March.

1
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market wod the apread bedwoe dthe value of the U.S. doldar e
parallsl and in the official markets afber February. /14 In Table
Jothe evolulion ol the expost real rates of return for selected
assats 15 proesonted. We oon see that bhoth the cri-post net real
return o o very short-Lerm applicat ions Covernitght doposits) and on
Cert ificates of Deposits (C.0s) remained eibthier at a vicry oy
]ewé] or negative Jevel. Besides, while the official exchange vrate
with respect to the dollar was kept constant, the rate of
Juvn]uuiion in the parall&] market remained highly positive
sitgnalling the climate of uncertainty due to the delay in the
announcement of complementary meaasraa, [y August, this spread,
which was around 259% when Che Crusado plan was | aunchied, had

chimbed to 7%,

The governmont somewhat timidly attempted, in July
17846, to take the bear off demand by imposing additional baent ion
disigned Lo skim of i speculative gaing being made by supplicrs of
suarce goods such as antomobiles and increased the sales tam on

fuel /742 The government apted Ffor the adoption of =

w /

compulzory saving scheme - proceeds of additional indirect

14 On February 1986, the spread bebween black market and the
official rate was of 44.9% dreopping to 26% in the faollowing month
and returning to the pre-shock tevel by the end ol aApril.

i The July package stopped szhort of signalling a major
reversal oin demand policies. dnalysts were divided aboul the issue
of how Tong the dewand boowm would last, bat there was Jlegg
controveray on the type of measure the government should be
adopting, specifically, an increase in income tax retention which
vould inmediatelu decrease wage-earners’ take-home pay without
creat ing additional pressure on price

~—~
Y a
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bFrzaat ron wre sopposed to be ot aed be g AP ae s ooan theee gear o
timeo The government "s Tinancial necdas which resg ulted from the
fall in tas revennes relatively to evpected wonld t hing bhe met by
adding pressure where it was lese needed > namely final prices.

At the some time, the government pablished a Plan of Targets
CPYane de Metaasd, in oan abttoempt ot revivi ng the aonra of the

Kb f ’i: schek yrars trying Yo channel rublic as well as privabe
investments to priority sectars yoand announced that the increased
{"‘i nancial requirements duoe to subsidiecs as o reco toof the price

Se the most prominent exawmple bein g mill, would be Financed

Tree::

by additional taxation and not by correction of PrCes .

among Firms which had been caught by the freesse at VEFY
Tow lavels there were some public enter Prises as was the case of
ctec] and postal services. Severe Jloszses had been acoumnlat ing
which addesd pressare to the public deficit. The Jul Yy paclkage
ctopped ahort of promoting a substant ial ad Justment in public
tariffs as many economic advisers had ho ped. Their failure in
convincing those in powcr to promote a major ad Justment both in
prices and in goverment spending plans evidenced the Fact that
preparation for the November elections would P Eva .i 1 over the need

to exhibit austerity and concern for Tonger term goals.

The July package was not enovalt to contain demand and
increase public savings in order to signal both a lower budaet and

a gustainable investment recovery. Dearth of d epcndable data on



government Finance was not atbennated bu the creatinn of a
Hoecretariat of Treacure whooe wnin abject ive was to proamet ¢
centralization of the federal anvernment " accounts and keep btroel
of the fiscal delicit. Dehale over the size of the pubilic delicit
continued to be held on the basis of very thin evidonce, o
therelore the official position that the fiare) deflicil o g
13%3& had been reduced to leag tlnaﬁ 27 0F GDP (Mrom around 4,5% in

P985 has been abject of a areat deal of controverasy, /173

By the end of the third guarter, when most anal ysts
Lhought that the expansionist short run effects of the reform
ghould be losing its main thrust, there were no signs of supply
arowth matching demand, Failure to enforce the price frecre in
smomes warlats Tike meat, for example, in which pruducers displaymd
theiv public contempt for gavernmental efforts at radical
interventions, contributed to erode public confidence in the
poassibilities of enforcing the freere £or mucl Tongsr and added
el to the buying sprec. Sectoral arowth data ilustrate the
difFiculties in sustaining the boom: in the first cight months of
1986, while industrial growth proceeded at 11.4% in relation to
the same period of the previaos vear , prodoction of durable

consuamer goods was not o onough to cope with quenes, albthough

hy the
sy,

43 Nocording to official datas published
end of Gotober the financial p ition of the Federal Tr
inclucsive of transfers to State companics, exhibited a cash
surplus of Crat 1401 billion, inclading a revenus obtained hy the
sale of federal bonds of Crz% 39,9 bhillion.




e
increacing 30% . The ontput of capital anods was 23,597 higheor than
in 3783 in the same period. Thig fact, conpled with the crxpansion
of A6Z-plus of capital goodes importea indicated a strong investment
recovery and helped to sapport the official view that oo ere ™
conltidence war high enouvgh and ¢ hat Copacity expansion would coon

meo bt domand needs .

Glthouah the exchange rate had been Fept constant in
nominal termslunti] Septaember, there wags no sign of deterioration
of the balance of trade until then. The sudden worsening after
Septomber, due Lo a steep fall in exports (see table 8y,
‘tuntrihuted to further erode the confidence in the maintaenance of

the rul of the game, as it sianalled the difficulties in the

in black market

crternal front and valideted a Forther incee
rates. The government resumed Che regime of mini-devsluat iones o
offered exporters the pocssibilitu of depociting their revenues in
dollars at the Central Bank in an effort to inswre them aagsingt a
possible maxi-devaluation. Export revenuves kept on Falling during
the last gnarter and, bu the end of the vear, thore was a loss of
some HSS 2 billion relative to what hod been previousty expected.
Thouah no dramat ic change in balance of pauments prospects For the
tollowing years are expected, provideod that no unreasonable,
volicices are adopted in the immediate future, disregard with
import substitution and export promotion activities is likely tao
caunse @ continuons deterioration of the countru’s external

position if no important reduction s obtained in the pregent



Tevwvela of tran fere abrowd 0 oo der ta o vice cclornal doebt
Blaclk wmarlt e hanae ot eg which have prevailed since tye

beginning of the Fongr auiater , signal g hicgh Jevel of

uncoertainty nnt aonly wiih reospect o the it igpre external position

bt alog with Vizape ot oo rolitical dovelopment o ahd the averall

managenent of economice policy in ihe walee of the Crvuvadn plan.,

ot her indication of sl Hrcertainty o the sharp rigse in
negat ive net £lowg related to foreign direct investment wh i oh
to almost Usy 366G wmiltion unt il September i sharp contirast

behaviowr unt il 19284 .

Theae difficuliica can inoprinciple he reasonaly

accomodatad at least in 4987 as long as the reliet bhreogght asout

b the price of Gid and by incermat fopal intoerest rates daoc

come Yo oa sadiden reversal. But Tack of control of the Fore iGN

aecounta in the sliort, N, provoked bu inconsistencie

P relal

Prices aggravat ed by expectations of devaluat ion are certainly

among the Ffactors of decay of polic Y aredibility,

By the end of the third quarter, it became ol e

the July package had neither conteibioted Signifiaantly bo revert

deteriorat ng expectations nor solv ed the most vigihl Zomar et
diseguilibria. Monthly rates of intilation were kKept Tow bt
accelerat ing path, as may he read on tables 4 and 2, and

atoompanuing graphe, Agricultoral pPrices stopped Ffalling and

shortaass in some weban market s bhecame an irritating part of the
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the public deficit, stimulating savings

growth for 4987 to around % {o

involved a new increase inoindirect ases,

arn adiustment in public tariftses whiech

cstimates, around 4% of GDP to

s otime. A5 & consequence of some price

gasoline prices would be raised by

by 247%, telefone rates by 39%,

and beverages by 1007, sugar by

by @oround Q6% . Tn order to diminish

consumer price indes: which would

rectinng, due to the trigaer oclauvse, in

it owould change the price indew

a drop of around 20% relatively to
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and  woutd purgc Uhe new dndess From e st Significant el Moot e ,,?
Lire package. The moot adver oo of fect of the Crusado 171, hhowevar
was o vagno annonneement that more adjivstments were to come in the
ear e, alithanah neither the rules For price adiuvstments nor
the paco of defrost scemed o be Known by the authorities, who
beplt o relferring to o poace frecee which s clearly Tedt behind

given thoe ammediate conseguences of the policy packaye,

Fens the First time gince the announcemant of the
Cruwzado, the govearnment admitted that the distributive tensions
cansed by the need to correct rrotit margins would be absorbed Iy
éuagu%~%3arw1mr . Following a difficolt period of politrcal twrmnil,
when the government party menaced to withdraw support to the new
maasirss, the government abandoned the idea of t ampering with the
rrice indes therebu deciding to allow the detonation of the
trigoaer clause in Januaru. Unable to concain the distributive
condiict implicit in the relat ive price corrections, the
govarnmant initiated a new wave of corrective inflation, the full

conseguences of which are «till hard tao evalusnte.

The devaelopments of last two months of 1986 are bowurid
to have inportant consequences for the hehaviour of the Brazilian
gronomy an the near future. By postponing the measures designed to
correct the unbalances bewbtween demand and supply arowtl unt i)
atter the slactions, the gdovernment Fad practically decresd that

existing precsowres wonld be Teolved’ by means of an inflationary

-
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wass . By the cnd of {he denr, domiand o casgr o mer e vyl aval od s
bhelief in the fatiae of the price frecee veanied away, and a process

of dedonsive price increaces hegan ta generalize.,

In the #irst ten manths of the vear, andusteial oubtpoat
Growing by 14 .8% has not been suflicient to gal isfu an overheat ed
d r:em;;;; nda Duwoabite consumption gooda have virtnally disappcared £rom
et e tera althhough pruduﬁtion al such items have grown hy 2%, 3%
fn]ativn]u Lo the soame period in the previous yearr . Capital goods
mey ondu be obtained after unusual delays, in spite of the growth
of 23,27 in the outpul of the capital goods industru.
;Infermvdiafc goods ceen ta congtitute the major botilenecck in
almost every segment of industry, although the production of s h
Sird - hms arown bu aroaund 9% in the same e oo

The pattern of industrial grawth in 19864 repeated the
one oboerved in S8 when @ short-1ived baam fallowed =
froastrated attemnpt at partial Je—indexat ion by the Figueiredo
aovernment . /1%

After the Novenbor package, which was announced to
stirikas a Final blow on indesation by prohbibiting indesiat ion
clanses in all contracts, indewat ion has rapidly returned ta

el

5o, fs expected rates of inflation incre

Financial marke

L] The erxperiment has been anulysed in Carneivro [198&n
and b,



Pabe ot ey, Loty ew mulk i for GD 7 stanalled nominal ratee oy f

intercet at pre Crurado Jovela ol aver HOOw .

The post ~lections cronomic package, the N Ease  in
chort ruon interest ratea and the offecta af igher tarxes in 190y
will sreabhabhly Lhoawve a strong resterictive effort weron the level of
oWA)ﬁumiﬁ activituy in the Cirst half af the yewr, In spite or
th < brong recovery of agreiculture which g expected for the year v
Qnmu induﬂtrié] Fecession seems inevitable in L1287, To what
extont this will liave a more permanent character, it depends not
oty an the kind of Post—-Cruarado anti-inflationary policiecs, buat
bn the evolution of the balance of pauments and on the outocome of

current negot.iations witlh Foreign creditors.

Ao Currvent Prospects and Conclousiong

Potitical oplicon +or shart run sucocess may have been
the most striliing Feature of the First round of the Cruzado
exper ament in Brazil. Memoriece of the 1988 Delfim Netto
stabilization experiment are | nevitable, specially i one wi shes
Lo idluetrate present oncerta inties aboot the near future. In
P30, Lhe foreign grehange crijgisg broght about by the resistance
of Foreign bankers to complae with Delfim’s oded exper iment s

resulted in oa loss of around WSS 3.5 billion in foreian reserves.



More dmpen b, dn arder to et over codarnal aredibidity, Deld in
had Yo promotc o radical reverast of macropolicics, which
it iated the fiopraest Fecession i record.s The Crgcoade
experiment may have cost more in Torcign exchange a6 capital
flight, stimlated by high bhlavk market crohange rates may prove
to have been more cignificant thon in tho worast years of the
GHﬁHAHHC CES

Umﬁuwption of éh@ Cruzado plan was based on the {act
that inertial inflation was = crucial Factor which undermined the
effectivencass of demand palicies to control inflation. 6fter the
ﬁdoptiom of the programme, the agovernment scemed to be fascinat ed
by ite short vun results, cuapeccially due to the fact that the
freesze was a popular surcess and decided not to correct obivions ly
wronag prices. The economic advantaoe of the Trecre was to allow
aiprapriate cvaluation of relative Prices, which wnder high
intJat ion become hard Lo perceive. The political advantage was
that it evidoenoed that “high inflation” could be stopped by @
strona political will. Unfortunately, both advantages were btuyrned
into @ hindrance as long as those in charge of policy convinced
themaselves that theu had alsaso Uhe power ol deciding For how tong

Thusion of zero inflation.

they could stick to the

The target of zero intlation, on the other hand, proved

ave gimmick to bring down inflationary expectations

to be an =2

very rapidiy, but a very dangerous target to puraye at any cost by



mearn s of diveor cantrala, whon fhag ¢ ver e obvioua correct ione Qf
relative prices Lo be made. G5 soon as e agovernment belicved it
coudd bring inotiakion down ta very Jow Jevels Tor oan indedinite
lanath of fime by memns of prive controls alone, the stage wasg et
Tor a feilures The apeed of deterioration of policy credibilito
waso daeltarminsd, Crom Chen arntards, by the putbern of shortages sl
cunﬁfqumni violations al the freese.

ﬁikthis point, anothcer clement was crucial, namely, the
Failuwre of supply control. Until September, six months afbter the
Treere, only a few markets eshibited signs of supply shortages,
and wost of thew, in goads suach as meat, millk and some agriculture
products  whose supplu had been adversely alfected by the deought
of 19850 Lack of competence to deal with th e saituaation by meang of
Prouviding either prijce adjgustment e, direct market intervention or
imparts 0 the needed aquant it iss, contributed to reviert the mood
O pubiic opinion, with a little help of mass medias The Taotler,

af

affectad by the cutbacks in advertisement Gegprencdi e s

tmportant customners suckh aa ciawrrel Les and beveraages, lost their
et hasiasm tor the freesze and contribubed to deflate the wave of

public support .

Lack of demand control and failure to adjust relative

PIrines as sa0n a Zoguech measugres were e eroag necessary were the

main reason behind the ditticulties faced by the Brazilian economy

Yy tha end of Ythe year. e {favourab le erpertat ione were not



Pl @it e, Vi gncer nment faeca g vonetwed o peob bems af

credibadbity o to thie foture of {hie altabilization policy.

The distributive wapects of the Crmcado poagr e 506
have boeen crucial Lo both the deciaions crmcertiing the specific
pol tcy measires which aocompan i eod the shock and g relat bvely
ulh)?i‘ rcccas . Farat, as pointed oot above, concern with pocaible

anfverse distribaotive effects of the pProgramme was behind the

adopdtion of the waae honoe., Socondly, most of the critician vihh i ¢h

atter the shock was directed to the fact

appoarsd in the pre
{hat workers wondd certainly pay most ol the costs of
;gtabilimation, both due to unemployment and fall in real waacg
vhich wonld, aceording to critics, be an inevitable outcome of the
programmz2. Thirdly, although data on actual ohan G9es 0in inooame
distribut ion are not availahle far the manths after the PrOgramme,
its distributive impact seemed Fo have aggrawvated the suplly

chori sges in moot urban markets, since the prices of Tood, the
most  important item of the cornsumpt ion baslket of the poaor,
actually decreaaed in nominal terms, therofore opening room o

itabar consumption of other items. Finally, government "o

hesitat ion concerning the adoption of corrective measure: hinaed

L

ms to be an inevitable reversal of distributive gaing

nepon what =
G o vonseguence of price correct tong with or without the

maintenance of the bYrigaer o lawse.,



oot aveng b e crpecialionsg provail new i thr oo
Impactant mabboeras suppdu problems, intereot ratea and the
srbernal sector of the ceonnmy . The first one has faporbsoart
Pmmeniiat e conscquences Cor the Tuture of inflal ion, as buyers ruyn
into iistont stochs in orader e do Bond thewsetves froom ot e
Shror toegeas o Pnevitable price piaes,. Uneertainty concerning the
“(ﬂﬁg JiULW‘ of dntercst rates rovived the domand For  indesonl short

nesote and 2 new wave of Tinancial speculation s spreading.

been fueled by uncertainty as to

Finally, exchange speculat ion has
the futuwre of the Balance of Paynmentsa position, after the dramat g

a1l in the monthly trade surplus in the Tast four monthsg of 1986 .

faoto the future of stabilication, further deloy of
craad ih e correct ive moeasurea increase not only the climate of
ncertainty which tend ta paralise invest ors, but also measng ot
s pernaticnt o gaing which were expected from the crper iment gy

a down the dirain.

The ormezado programme gave the Brasilian government
the opportunity of operating a radical change of prospects for
the Brazilian economy, since h iah inflation was seen as the main
obstacle to a stronyg and long—Tast ing recovery after the external
gebt crisis of the carly ciohties, The gaudden stop of inertial
P lation was enthusiastically received as the magic which could
ramson Lhe country from what Tooked like an cternal conatraint to

staadly arowth., Unfortunataely, Failure to make use of the room For



manTve s provided by the perace 00 2o i order o e tomend
meosores uhiich could sustain o path of Tow inflation withagt

agagr avalbing pocome concentrat Pon mas oo ived,  as shorltaairs
undermined the confidence in the Proaramme, caon aian L hat
hotorodose stabilicatton policics wimed al oiopping inort ol
indration withoul roecanrce fo o Tong and dizruptling reccssion are
butiihw stroacturalists” dream. The enobt ional chorae in the
cvaluat ton of the crurado expericnce secome to be, alas,
iﬁ@vitnbleu ﬁé it huppcnnéd in the aftermath of the 19060

cxper iment with partial de-indexation, orthodoxs demand contrals
will inevitably be the wmain characteristic of the nest round of
macro-policies in Braxil, i the government is not aoble to I
establish consonsus to Find o way out of the trap into which POSE -

Cruzado cconomic policy was cavaht after HNovembeor .,

One curiows agpect of the Brasilian experience s how
Toat overindexat ion scems to be returning, as corrective indlation
set off by the November package seems Lo determine at least threo
months of high inflation rates between December and Febroary., The
adopt ion of the trigger-point schewme For wages means that in
Janusra and February, practicallu all workers will have avtomatic

The government s currently truing to desian a sort of

INCr e N
cocial compact in ordor to ocvoild that effectiveness of the triager
give rise o a new spiral of waae and price increasses after

January, The prablem scems to be that the government has little to

oftfzr to workers as a combterpart Tor the chanas in Jlegislat ion
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Waa s Sy whiteh secms noooa e e P oidab e,

The difficult iew in Foeachiing an acceptable SYr Cement
wibth trade uanions e Qagravailed hy the fact that s owith tlhie higl
roaves of indration oopected Tor Phe fivat twn months ol 1
rinﬁnﬁin1 tndesat ion is back witl it strenath, in spite of
the: officiad dicmicaanla, The exehonge rate has beon correcl od
dﬂilu and the dewand for indexed short term agssets i Looming ac
uncertainty with respect to the future of interest rates and

nver all lack of confidence spregads into all marketa,

The initial success ol Ehe monetary reform secmed to be
sl ficient Lo convinees the creditor government s, ard e THFF,
that the Brazilian government was serionasly committed to
Conwraltling inflation arnd chamzst bo diseguilibein, Mhther 76 will
he sufficient o oliow some Pmpr ovement  in { he negot ration with
private banks after settdenent with the Farije Cltuab, it is still
uncertain. In the meantime, the Brasilian government will face
some additional difficult tasks such ag ewvaluating the elfoctes af
Chie atabidizat ion Pproaramme on aovernmont Cinance and talking

complemnantary measures €o convince the population *hat the

Proogramme was not @ temporary truce bt a seriouns offort Lo end

intlacion,



Gt honal dint o et Toaa T caned i Ui o e For thee B i an
CConNGd seam o e today wore fovorab e than in 1980, thankg o
iahor wvor 1d g owt h praspect o, Tower intereast rales and 0Ol
pPrians, axbernal restrictionsg eannot be rule out, given the

!

Traaitity of the picaent pattern af neaat iat ions af {he exter nal

ot

Posaibilities of keeping the economy at a high level of
&dpacity utiiimatimn 5idé by side with the maintenance of the
present high Jevel of real transfer o abroad seem o reguire not
only the adoption of consistent macraopolicies in order to prevent
intlation to ao out of hand, but aleso tao vresuyme w kind of
indusirial policy which £a1 Ty cxploibs the country s comparative
adhvant ages, in order Fo keep a Tow import caelticient , at the same

time it provides space o groving sxport capacity.,

The record of the first {wo vgears of the Sarney
governmant, unfortunat=ly, does not encorage too optimistic views
tor Lhe near Puture. dMedium tao Tong ron praspectas for the
Broaziilian economy have to iNCOrpoOrate, once Gynin, scenarios of

ighor Fragidtitly in Lhe extaernal accounta, high intJlation ahd

Lod rounds aof of half~heartealy adopl oo

coonaavprant Ty or oo

receassive demnand policies, with or withoot the supervision of the

Internotional Monetary Fund.
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TRELE 2
ERAZIL:HONTHLY RATES OF INFLATION, SEVERAL INDICES
(HAR-GEC 1596)
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CAFITEL GDODS
INTERNEDIRTE GOORS

[OREUNER ROODS

DURERLE

NOR-DBURARLE

SOURCE: TRGE

TOTAL

CAPITAL c00DS

INTERKEDTATE G00DS

CORSUREER 60ODS
DURAELE
HON-DURRBLE

SOURCE: TRBE

|
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50

— e

ran
JAR
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~3 i

v
39
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&9
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164, 00
160,00
1G4, ¢0
140, 00
100, G0
106, 00

BRATIL: IRDUSTRIAL FRODUCTION (3AN-OCT 1985

BRAZILIINDITES OF TNDUSTRIAL FROFICTION

AFR

104,01
11.17
101,56
104,11
103, 47
106,83

MAR-007

. KAY

106,55
167,92
106, 18
113, 66
111,32
114,36

TAELE 3A

1584)

JUN

114,464
172,67
110,91
115,90
108,47
119.3

JUL

174,20
23,67
119,45
128,20
99.37
136, 68

(ACCUNULATED BROWTH UF 10 EACH KONTH)

12,86
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11.24
14,73
23,24
12,82

.86
14.11
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22,64
B.14

AFR

12,45
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34,97
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L |
Ll Y
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40,43

7.8

-~
D I

AR

123,25
119,52
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75,78
9,68
{3.16
33.94
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124,34
132,09
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17.0%
74.17

1Z.3
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129.70
137.97
120,30
142,14

12,49
24,78
10,04
12.74
28,39
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BRATILUNENPLOYRINT DATA
AF-0CT 1986-71

HTAL R &&
JANDARY 4,20 3,90 4,30
FERRUARY . 4,40 3.90 4,40
KERCH 4,40 4,20 4,30
APRIL ‘ §.20 4,10 3.70
HAY 4.10 170 4,70
JUNE 3,80 316 2,40
JULY 360 310 350
AUBUST 3,50 3.20 3,50
SEFTEMRER .20 Z.50 3,30
OCTORER 300 2.90 3,00
SOURCE: TRGE

LI BILLION

HOR. BASE Al HZ UN H4
JARUARY 46 107 27 a7 B30
FEBRURRY ol 117 3723 634 956
HARCH 70 208 414 715 1085
AFEIL EA) 50 43R 713 109§
HaY 109 288 482 Ted 1133
JHRE 121 335 o3 8r0 1175
JULY 138 33z 242 37 1182
ALBUST 14¢ 350 o%3 94 1242
SEFTERBER 150 3 b3l 544 1302
OCTOREE 15H 397 704 1018 1354
KOVERBER 173 413 731 1044 1365

NOTES:NZ=RI+TINE DEPOSITS
H3=KI+FAISEDDK SAVINGS
MA=HI4FED.GOV'T FGHDS DUTSTARDING

SOURCE: FOLETIM HATROMETRICA



TRELE &

HORETARY AGGREGATES
KUMINGL RATES OF GROWTH

MIN. B4SE M1 % K2 N3
JREUARY | -3 4 12 13
FEFRUGRY 12 14 I 18 16
RARCH 36 79 28 13 12
APRIL . 35 26 8 0 ]
KAy 15 15 8 7 3
JUNE 1 16 10 7 4
JULY 14 -1 7 z i
EUBUST 6 7 g 7 5
SEFTEMEER 3 5 b ¢ 5
OCTGEER g 7 i 8 3
NOVEMBER G 4 4 3 1

HOTES:M2=MI+TIBE DEFGSITS
Mi=WI+PASSROOE SAVINGS
MA=HI+FED, GOV'T BONDS GUTSTANGING

SOURCEZROLETIN MaCROMETRICA

TARLE 7

EX-FOST HOWTHLY HEAL RATES OF RETURK FOR SELECTED ASSETS
MAR./DEC. 1984, PERCENTAGE POINTS

.5, DOLLAR
(FARALLEL MKT.)

OVERKIGHT C.b.
{60 DAYSY

HAREH 0,51 078 b, 94
AFPRIL -0 10 -, 04 14,30
HAY -0.71 -6, 33 1.57
JUNE -0, 44 uUSE -0, 30
JULY -G8 -6.79 12,90
AUGUST -1.94 -1aT -7.29
SEFTENEER 0,04 {i.BY 4,30
OCTREER -0,63 .59 13,82
NOVERBER -G.43 (.41 -2.50
PECEREER .70 .89 -2.53

SOURTEIBAZETH MERCANTIL



TRELE B

BRATIL:TRADE BLLANCE
{JAN-DEC 19843

TRADE BALAKLE EXFORTS InegRT
JRNLRRY 701 15440 fza9
FEBRUARY 478 1731 1123
MARCH 1136 2197 1021
HPEIL 1252 172 ga0
By 1341 72597 551
JURE 1071 2000 929
JULY 1034 209 1175
RUBHST 102y 2099 1074
SEFTEHEER 839 1858 1019
OCTOEER 210 1341 1134
HOVEREBER 131 1276 1145
DECEMBER 1at 1729 1173
TR 7568 394 128kt

SOURLE:EOLETIM BO BACEN (SEVEREL JSSUES)
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