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EXECUTIVE SUMMARY

1. ANOTHER CROSSROADS

1. The importance of macroeconomic stability for growth and poverty reduction is
now accepted in Brazil. Since 1994, the country has followed responsible macroeconomic
policies in the pursuit of stability and the new Government that took office in January 2003,
reconfirmed its commitment to achieve this goal. Stability-building on low inflation, fiscal
responsibility, and clear policy rules allowing the economy to adapt to economic shocks-
establishes a predictable environment within which households and firms may make long-run
plans. This is an essential element for a positive investment climate and for efficient resource
allocation, leading to more stable and higher growth, more employment, and less poverty.

2. Volatility affects growth mainly through its effect on investment. Research shows
how investment in Latin America is negatively affected by uncertainty. Since investment affects
output through time, then even short run volatility, like that associated with asset price bubbles,
can have persistent effects on growth. A recent examination of the long run growth determinants
in Latin America (Loayza, Fajnzylber and Calderon, 2002) found that volatility (of output and
prices) was a significant variable explaining both the time trend and cross-country variation of
regional growth. This cross-country analysis shows that, despite Brazil's significant progress in
stabilization during the past decade, it can still reap additional benefits from reducing volatility.

3. Growth will be poverty-reducing only if it is sustainable. Growth spurts, based on
public or private domestic agents' spending beyond their means are not sustainable, and neither
is growth based on factor accumulation without productivity gains. This type of growth
produces transitory reductions in poverty, but usually, at the end of the process, a crisis erupts,
hurting the poor more than proportionately and reversing the gains in their living standards.
Hence, avoiding crises is a top priority element of what has been correctly labeled socially
responsible macroeconomics (Lustig, 2001)

4. Macroeconomic crises affect poverty through multiple channels (Prennushi, Ferreira,
Ravallion, 1999). For instance, during most crises, relative prices change hurting the poor (i.e.
consumer prices increase and real wages fall). Another transmission mechanism from macro
shocks to poverty comes from changes in unemployment or shifts from formal sectors to
informal employment with the subsequent loss in quality of employment. Finally, as a reaction
to crises and the subsequent credit rationing, governments are forced to cut expenditures
including redistributive transfers to the poor. Though some of the effects of crises on poverty
may be transitory, there are permanent effects derived from households' responses to volatile
situations, such as pulling children out of school or reducing nutritional intake of babies. These
responses will affect the poor's learning abilities and hence their future income-generating
capacity, limiting their possibility of growing out of poverty.
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5. Irn Brazil we observe (Figure ESt) a very close association between poverty
indicators and variables that reflect short run maciro volatility. A poverty indicator, P1,
and the sovereign spreads that tend to rise in crises periods, show a remarkable coincidence. The

particular association between spreads and our monthly P1 indicator can be explained by the
high correlation between capital flows and economic activity. As capital flows in (spreads
decrease), economic activity accelerates increasing wages and labor income, reducing poverty.

Given the relationship between spreads and macro fundamentals, a clear correspondence
between macro variables and poverty indicators emerges.

Figure ESt

Sovereign Spreads and Poverty Gap n Sira;fiDl
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6. This memorandum focuses strictly on three key macroeconomic issues that are
critical to assure stability, avoid crises, and hence aRRow poverty reduction on a sustainable
basis. Though much has been achieved, stability and higher growth in Brazil now depend
on reforms along three main axes, which are the focus of this report.

o Structural fiscal reforms and increased flexibility built into public spending would offer
Brazil the choice of pursuing a higher primary surplus. A higher primary surplus would,
by reducing borrowing costs, reduce the probability that economic shocks undermine

P1 is the poverty gap, which equals the amount of money that would be required to eliminate poverty (in

theory, if all transfers were perfectly targeted and efficient) expressed as a percentage of total national income

(or in this case the in-sample poverty gap divided by total in-sample income).



debt sustainability. Additionally, a higher primary surplus would reduce external
vulnerability by raising national saving.

* There is a strong case for Brazil moving over time to a different public debt composition.
Ideally the debt structure should have longer maturities and less indexation to the
exchange rate and short run policy rates. This strategy, of course, depends on market.
conditions, including the slope of the yield curve, which in turn depend on agents'
perception of debt sustainability and the coherence of a stabilization plan. Though
initially such a shift could entail higher financial costs, it would imply lower-risk.

* To ensure that the external adjustment is sustainable and accompanied by higher growth,
horizontal (non-industry specific) reforms oriented towards productivity gains would be
essential. This includes, in particular, reducing effective protection of certain sectors,
introducing a broad-based federal value-added tax to replace price-distorting payroll and
gross revenue taxes, cutting the bureaucratic red tape faced by firms, reducing the
mandated cost of Brazilian formal-sector labor, and deepening financial markets. These
reforms would raise growth and exports, and reduce Brazil's dependence on external
finance. Additionally, by raising productivity and growth, these reforms would
contribute to stabilize the public debt dynamics.

2. RECENT PROGRESS AND THE PRESENT SITUATION

7. Today, Brazil is a very different country than it was ten years ago. There have been
impressive policy and institutional reform achievements. Macroeconomic stabilization brought
inflation under control and lowered it to internationally comparable rates. Trade policy reform
reduced Brazil's economic isolation from the rest of the world and stimulated productivity
growth. Price controls were lifted, establishing a more efficient economic environment.
Regulatory reform has proceeded in many areas, including the closing of inefficient and
ineffective government organizations.

8. The first phase of the reform process began in the early 1990s with the country's
gradual insertion in the global economy and focused on inflation stabilization. A crawling
exchange-rate band served as the nominal anchor, and privatizations and banking reforms were
carried out at the same time. However, weaknesses remained: an overvalued exchange rate, and
substantial public sector borrowing requirements which emerged in the absence of inflation
financing, led to an economy that had little flexibility to absorb shocks. When these materialized
in late 1998, with the Russian crisis, pressure mounted on the Real leading to a currency crisis.

9. The second phase of reform (1999 onward) established a consistent and credible
macroeconomic framework, which allowed Brazil to negotiate its way out of the crisis with
extraordinary speed. The government adopted a policy of primary fiscal-balance targets to
stabilize public debt, increasing the primary balance by about 4 percent of GDP. Upon the
devaluation of January 1999, Brazil abandoned the crawling band and adopted inflation
targeting. These policies have been coherently implemented and enhanced Brazil's credibility
with international capital markets.

10. The bright performance of 2000 provided a glimpse of the hoped-for benefits. With
growth of 41/2 percent and falling unemployment and poverty, Brazil seemed to have moved
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towards a sustainable path of higher growth. However, the shocks of 2001 and 2002 have been
an unwelcome reminder of remaining vulnerabiities, despite the consistent macroecononic
framework since 1999. The negative shocks in 2001 and 2002 included a domestic energy

crisis, a slowing world economy, increased risk aversion in markets following September 11,
Argentina's debt default, and market jitters ahead of Brazil's presidential elections. These shocks
have led to reduced access to international capital, the depreciation of the real, higher inflation,
an interruption to the declining trend of domestic interest rates, and lower growth. And they have
renewed questions about the sustainability of Brazil's public and external debt.

11. The main problems that remain to be resolved are Brazil's high debt service (the
combined result, of the level of debt and its financing costs), its vulnerability to investor
sentiment and external conditions through the indexation of public debt to exchange rates and
interest rates, and its low output growth rate (also an important determinant of debt
sustainability).

3. POLICY (DPTIONS AND RECOMMENDED MACROECONOMIc Focus

12. lIn Brazil, views differ over the relative emphasis given to fiscal performance,
interest rates, growth, and the trade balance as potential elements to act upon to avoid a

possible debt trap. Positive reinforcement between all four elements means that they form what
can be either a virtuous circle of growth and stability or a vicious circle of stagnation and crisis.
At the risk of oversimplification, different entry points in the circle lead to different prescriptions
or emphases. Below we describe the premises behind each prescription (and assess the weakness
of following the implied approach to the exclusion of all others).

(a) A higher primary surplus increases investor confidence reduces the domestic and
external cost of capital, and increases investment and growth. Higher growth and
revenues and lower interest payments improve debt dynamics. The weakness of
exclusive reliance on this strategy lies in the uncertainty of the growth response. In
an institutional environment insufficiently supportive of private-sector activity
(high taxes, regulatory uncertainties, an inefficient financial sector), or an extremely
adverse international setting that leads to capital outflow, the risk exists of a
recession-led low-growth trap that renders debt sustainability harder, not easier.

(b) Monetary easing by the Central Bank lowers lending rates, spurring both growth
and improved fiscal performance. Such interest-rate cuts "in a vacuum" are still
sometimes discussed in Brazil. But easing the policy rate (Selic) could raise
inflation At present there is no space for monetary easing without jeopardizing
inflation targets and the credibility of the Central Bank is essentially. Furthermore,
there is no tight link between the overnight policy rate and longer-term market
rates, which are determined by investors' belief in the coherence of the
macroeconomic policy and the assessment of the sovereign's commitment to serve
its debt. The implicit assumption of multiple equilibria that drives proposals of rate
cuts-with investors willing to lend at lower interest rates because of the lower
perceived credit risk accompanying these lower rates-is no more than an
assumption, and taking it as the basis for policy would undermine the current



framework of macroeconomic management, and credibility, that has taken
substantial time to build.

(c) Direct policies to promote growth such as increased directed credit, etc.) may
generate revenues that would relax fiscal constraints, allowing interest rates to fall
and higher growth to continue. But the documented impact of such "growth
policies" is variable and they operate with considerable time lags. Policies implying
higher spending (such as directed credit) can backfire if worse fiscal performance
undermines investor confidence. Fiscally neutral growth policies, on the other hand,
could aid stability provided they do not lead to inefficient resource allocation. But

they cannot be relied on for revenue dividends in the short run.

(d) Policies that target the trade balance, such as export promotion and possible import

restrictions, are often presumed to cut the need for external finance and thus its cost
(via the risk premium). Through the lower interest rates and possibly an appreciated
exchange rate (assuming no capital outflows), fiscal balance may also improve
under this assumption. However, restrictive trade policies may well cause higher
spreads (risk premia), since they would signal to markets a regime shift towards
protectionism. Moreover, restricting imports to improve the trade balance may be
self-defeating if it damages productivity (and then exports) in the medium term,
through reduced technology embodied in foreign goods, lesser competition, and
higher input costs. There is also the risk of reciprocal restrictions on Brazilian
exports.

13. Given the limitations of relying on a single policy lever, the appropriate response
should address more than one "entry point" in this cycle. Within the above framework, the
proposals of this memorandum lie mostly within (a) and (c). They emphasize the value of the

primary fiscal surplus, the risk inherent in the debt composition, and the role of productivity for

growth and exports. Recognizing the importance and interdependence of external and public debt

vulnerability, the memorandum recommends actions upon variables, which have most effect on

reducing vulnerability and lie most within the government's control.

14. By continuing with prudent macroeconomic policy, Brazil has a good likelihood of
achieving lasting stability. By committing to the continuation of responsible macroeconomic

policies and the credible framework that has come together since 1999, the new Government has

taken a critical and necessary step to return Brazil to stability. Even with this conmnitment,

however, vulnerabilities could still persist, given public and external debt levels. With further

actions-some of which have already been announced by the new Government-Brazil can
move further away from the risk of unsettling episodes resembling 2001 and 2002.

15. For this reason, this memorandum suggests three areas of further action to establish
a virtuous circle of stability and growth: first, a higher primary fiscal surplus based on

structural reforms; second, considering paying a higher price up front of a debt strategy that
lowers the risk embodied in short maturities and indexed debt; third, a fiscally neutral and

horizontal program to raise productivity, exports and growth.
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4. STRUcTuRAL REFoRMs FOR CREDU[XLITY ANILD FIscAL STRENGTH

16. It is important to acknowledge that Brazilian public finance management has improved
significantly over the last few years, placing Brazil among the ranks of international best practice
in some regards. This includes important advances in the institutional framework for fiscal
management, such as the Fiscal Responsibility Law, as well as other measures to effectively
extend fiscal controls to the subnational level. Brazil's capacity to react to an adverse external
environment has differentiated it from other emerging economies, and helped it through the
turmoil in international capital markets since 1998.

The Surplus as Insurance

17. Brazil's problem, at first sight, seems to lie more with the real interest rate it faces than
with the size of its debt (Figure ES2). Of course, the two are related because interest rates reflect
public finance sustainability considerations. Although the short-term interest rate (empirically)
reacts to inflation expectations and exchange rates, longer-term rates (empirically) depend on
considerations of public-sector solvency. Brazil's public debt, at just over half of GDP, is not
high in comparison with those observed in various high-income countries-Italy, Belgium,
Japan, Canada. Clearly, this comparison does not consider many differences between Brazil and
these other countries, in particular, the development of the domestic financial and capital markets
that would make the same debt level sustainable in one country but not in another.

Figure ES2
Net Public Debt and Interest Payments in a Sample of Countries

8-

7- BRA 0

6- 0
0

5 ~~~~~~~~~~~~~~rr
4 A- A0 4 MEX

E ~~0
CL10~~~~

. 2- 0 a CAN

I 1- UK °JPN

0 oNZ
10 20 30 40 50 60 70 80 90 100

Public Sector Debt ( % of GDP)

18. The sustainability of Brazil's public debt and the primary surplus necessary to sustain or
reduce public debt ratios depend critically on assumptions about the exchange rate, real interest
rates, and growth. Simulations of Brazil's debt path under plausible "steady state" conditions
with no uncertainty show that it is on a sustainable path. Using the most likely, or expected
values, of the main variables that affect the debt ratio (i.e. interest rates, exchange rates, growth
and the primary balance), these simulations indicate that public debt ratios would stabilize and
decrease under the current fiscal stance.
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19. However, Brazil is subject to considerable uncertainty concerning economic variables
(capital flows, terms of trade, demand for its export, etc.) that in turn affect growth, interest rates
and exchange rates. To incorporate this uncertainty in our analysis, we performed stress tests of
the simulations that show that a declining debt path is no longer certain under the same fiscal
stance. A higher primary balance would insure the economy against possible negative shocks to
growth, interest rates, and exchange rates.

20. The stress scenarios of the debt paths show that the outcome is extremely sensitive to the
exchange rate trajectory. Exchange rates, in turn, are determined partly by capital flows, which,
as we show in the main document, have an important endogenous component as they are
influenced by investor's confidence and perception of public finance sustainability. However, as
discussed further below, capital flows also respond to exogenous elements, common to
international capital markets, outside the realm of Brazilian policymakers. This fact implies that
the current fiscal adjustment effort is a necessary condition for debt path stabilization, but might
not be sufficient in the short-run to guarantee the reduction in the debt ratio. There can always
be sufficiently negative shocks that compensate the positive effect of prudent fiscal policy on the
debt ratio, but the transparent distinction between what is transitory and permanent and the
corresponding changes in fiscal policy will send the correct messages to the investor community
of the government's willingness to pay its debt.

The Surplus as Signal

21. Uncertainty also governs lenders'perception about the true commitment of
governments to repay debt. Background work for this memorandum analyzes this form of
uncertainty and predicts relationships over time between primary balances and sovereign spreads
(as the primary balance rises, spreads fall) and between debt stocks and sovereign spreads (as
debt increases, spreads rise). Moreover, at lower debt ratios, the predicted relationship between
primary balance and spreads is weaker than at higher debt ratios - when the risk premium is
greater. When the risk premium is high, a government committed to meet its obligations will
find that by paying the cost of a high primary surplus, it can signal to investors its true
commitment and thus reduce the cost of its debt. Data for European countries such as Italy and
Belgium, which have paid down high public debt and improved their credit ratings, fit the model.

22. Brazil has so far resembled the pattern of successful fiscal policy reaction across the
world and thus distinguished itself from, for example, Argentina (Figure ES3). This framework
predicts that, given Brazil's debt ratios, a relaxation of fiscal stance would cause spreads to rise.
Moreover, to attain lower target spreads in the future-investment grade level, for
instance-would entail a higher primary balance than at present (Brazil in June raised its
fiscal surplus target for 2002 to 3.9 percent of GDP). Table ES1 uses this signaling framework to
predict the long run fiscal surplus that would be consistent with the target spreads level under
different net public debt ratios. This exercise provides indicative orders of magnitude of a
statistical relationship rather than a policy prescriptions or a precise estimates of a mechanistic
response. But the tradeoff that the government faces between greater fiscal effort and the cost of
its debt, should be clear.

23. The contrast between the different adjustment paths followed by Argentina and Brazil
during the 1999-2001 period is a lesson for fiscal policy management that cannot be overlooked.
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By accepting the potential short run costs of raising the primary surplus (and adopting coherent
monetary and exchange rate policies), Brazil maintained positive growth rates and reduced
poverty rates. Argentina, instead, attempted debt swaps and market-based debt restructuring
without substantially changing any of the country's macro fundamentals. As a result of the
Argentina crisis, poverty there increased to levels not seen since the hyperinflation era: In May,
2002, 49.7 percent of the Greater Buenos Aires population was below the poverty line,
exceeding the 1989 peak of 47.3 percent The recent crises has hit the poor harder, as the Gini
coefficient rose to .53 from .48 in May 2000, the largest increase registered in this coefficient
since 1989 (Siempro, 2002). Such a crisis, as discussed in chapter one, has long-lasting
consequences on poverty, and reversing the damage may take several years. This shows that to
attain stability and fight poverty there are no shortcuts and, the most difficult way is, in the long
run, the easiest2.

Figure ES3

Primary Balances and Debt Ratios in Argentina and Brazil
(Argentina, solid line; Brazil, dashed line)
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2 Paraphrasing the novelist Henry Miller.
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Expenditure Rigidity

24. Since 1999, Brazil has achieved impressive fiscal results, departing from what was
an unsustainable earlier path. The primary fiscal balance rose from a deficit of 0.2 percent of
GDP in 1998 to surpluses of 3.3 percent in 1999, 3.5 percent in 2000, 3.7 percent in 2001, and
4.1 percent in 2002. However, the methods so far used-more revenue generation than spending
cuts-impose constraints on future policy. International evidence suggests that lasting fiscal
adjustments rely more on current-spending cuts than on either revenue increases or capital-
spending cuts. Capital-spending cuts sacrifice public investments: in time social pressure tends to
reverse them. Revenue-based adjustments create pressure to spend and hence increase the overall
size of the public sector. Current-spending cuts, in contrast, may enhance productivity by
reducing the presence of the public sector in factor markets. For instance, by limiting public
sector wages, which may be acting as a floor in labor markets, or by eliminating excessive job
security, public sector adjustment may result in more efficient labor markets that will benefit the
economy.

Table ES1

Long-Run Primary Balance Suggested by a Signaling Model
for Target Sovereign Spreads at Different Debt-to-GDP Ratios

Debt ratio 500 600 700 800 900
(percent GDP)

50 5.2 4.7 4.2 3.6 3.1

60 6.8 6.3 5.8 5.2 4.7

25. The most noteworthy feature of public expenditure is its rigidity: Between 75 and 80
percent of non-financial payments are non-discretionary, and many are constitutionally
mandated. Among these, the subsidy to the RJU social security system for public servants is
particularly burdensome, with a cash deficit of about 4 percent of GDP projected to persist. (This
subsidy also reinforces inequality: the RJU channels 43 percent of total benefits in the entire
pension system to just 9 percent of beneficiaries.)

26. In view of this spending rigidity, the substantial rise in Brazil's tax burden, from about 25
percent in the early nineties to 34 percent in 2001, is perhaps not surprising. Higher taxes,
especially the increasing share of indirect cascading taxes and the high tax rates applied to
a narrow base, generate distortions and impede growth. In the last three years, federal
revenues have increased by 20 percent while expenditures have grown by 10 percent; similarly,
state revenues have grown by 18 percent and expenditures by 8 percent.

27. On the expenditure side, non-financial expenditures increased overall, but capital
expenditures declined. Unless this trend is accompanied by improvement in the quality of
public spending-its efficiency and productivity-public services will decline and pressure may
build for future spending reversals.



28. To achieve lasting increase in the primary surplus without compromising public
investments and public services that are critical for growth, Brazil needs structural
measures addressing spending rigidities and the imbalance in the RJU social security
system. Raising a contribution from current RJU pension beneficiaries at 15 percent could give
fiscal savings of between 0.2 and 0.7 percent of GDP, depending on the income threshold for
exemptions and the assumed impact on states and municipal pension systems. (Total RJU
benefits equal 4.7 percent of GDP, but taxing benefits has been ruled unconstitutional by the
Supreme Court and would now require a constitutional amendment.) Breaking the link between
pensions and active workers' wages, indexing pensions to inflation rather than the minimum
wage, and raising contributions from 11 to 15 percent could generate additional public saving in
the long run. It should be noted that some of the proposed changes to the RJU may not increase
public saving in the short run, but are critical in the long run and desirable for increased equity.
But for the signaling role of the primary balance, highlighted in paragraphs 21-23, what maters is
the long run fiscal stance and the positive impact that reforms could have on the long run fiscal
balance.

29. Other measures to Dreduce earmarking of revenues and diminish mandated spending
are critical to regain more flexibility for fiscal policy. One attractive option would be to
change the basis for transfers to states and municipalities from a percentage of certain revenues
to a percentage of total primary spending. This would lead to a systematic fiscal burden sharing
across government levels and increase the federal government's control over total expenditures.

30. For greater flexibility, extending the Fiscal Stabilization Fund (DRU), which expires
in 2003, would perit excluding 20 percent of net tax revenues from earmarking. This is a
second-best measure that would need to be retained until earmarking and mandated expenditures
have been reduced to manageable levels. To indicate orders of magnitude, increasing the DRU to
30 percent would raise government saving by 1.1 percent of GDP. Moreover, the DRU could be
modified as to set this "retention rate" on the gross tax revenues, which would imply additional
federal savings at the expense of reducing transfers to states and municipalities. The delicate
political balance required by this modification could be justified given the need for the federal
government to regain control over its budget and to distribute the burden of the adjustment
across different government levels. Many state and municipal expenditures are on vital social
services, however, so care would be needed to assure that gains in efficiency and spending
quality accompanied such a measure.

31. Related to spending rigidities is the pro-cyclical pattern of flscal policy, a further
source of volatility. Tax revenues are sensitive to the economic cycle so that in slowdowns
deficits would tend to rise. But given the pro-cyclical nature of capital flows and imperfect
access to international credit markets, governments are forced to adjust during recessions.
During good times, pent-up demand and increased political pressures for expenditures then lead
to increased spending, weakening the fiscal position.. This has been the Brazilian case in 1991-
2002: rises in output are associated with short-run fiscal expansions (declines in the primary
surplus as a percentage of GDP).

32. As a possible response to the pro-cyclical fiscal bias, Brazil could complement the Fiscal
Responsibility Law (LRF) with legislation along the lines of the Chilean Structural Balance
Rule. This would impose a commitment to a certain level of structural surplus (where
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"structural" signifies removing the revenue effect of the economic cycle). Excluding interest
payments, that are perhaps the most pro-cyclical component of the PSBR, the LDO could define
primary balance in structural terms, with a structural primary balance rule stating the target
surplus level explicitly as a function of the debt level.

33. Chile's case can serve as an indicative comparator. Chile's net debt is 15 percent of GDP.
The implicit primary structural balance surplus oscillates around 2 percent of GDP. Since the
fiscal rule should be adapted to consider differences in the debt level and for differences in the
volatility of the variables that determine debt paths, an appropriate structural primary balance
target for Brazil would likely be higher than the currently observed primary surplus. If
considered appropriate, such a policy change must be implemented gradually and in a way that
does not imply and cannot be interpreted as a relaxation of the fiscal stance3 . To avoid such
misinterpretation, the L:MF methodology (Hagemann, 1999) could be adopted as it was in Chile
to enhance credibility of fiscal policy management

The Surplus as Policy Choice

34. Viewing the primary balance as a signaling mechanism and as insurance against
volatility, a higher surplus sets in motion a virtuous circle of debt reduction and growth. An
increase in the primary surplus should be seen as an investment: tomorrow's returns in the
form of stability and growth will repay today's sacrifice. Taking this route requires structural,
in some cases constitutional, reforms. Indeed, without underlying structural reforms for
flexibility and efficiency, further investment cuts could compromise essential services. These
reforms, desirable in their own right on equity and efficiency grounds, would decisively increase
the chances of stability, even under adverse circumstances, and accelerate the transition away
from lingering vulnerability. Recent events have provided a somber warning of the dangers of
unexpected macroeconomic shocks.

5. REDUCING RISK IN THE DEBT COMPOSIrION

35. Brazil has made a significant progress in the area of public debt management, particularly
extending debt maturity and duration. Those advances were achieved thanks to the stabilization
of the economy and to institutional developments that led to more transparent and efficient debt
markets.

36. Brazilian public debt has three key features: First, it is mostly domestic, with the ratio of
domestic debt to external debt at 4: 1; second, it has short maturity and duration despite the
above-mentioned progress; and third, it is strongly biased towards indexed debt. These three
features interact and induce significant vulnerability of the economy. In fact, market perceptions
and debt composition influence each other in both directions. Perceived vulnerabilities and
external shocks have made it more difficult to improve the debt structure, which in turn has
contributed to the persistence of vulnerabilities.

3 To avoid the possibility of market sentiment reversals, the structural balance could be calibrated in such a way

that the observed surplus is not below the 2002 level, even in a slowdown scenario.
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Credibility and Fiscal Dominance

37. Today's short-term profile of domestic debt, along with indexation to short-term
policy rates, reduces both the effectiveness of monetary policy and the liberty to exercise it.
Raising interest rates (to control inflation), by increasing public debt, increases the perceived risk
of public-sector insolvency. Interest-rate rises may not be believed to be sustainable, therefore,
and inflationary expectations may not adjust, undermining monetary policy effectiveness and
credibility. Moreover, empirical research for this memorandum shows that longer-term Brazilian
interest rates reflect term premia (pricing of credit risk) more than they reflect the expected path
of short-term rates (as they do in the US, for example). Both a lack of credibility and a weak link
between short- and long-term rates render inflation less sensitive to monetary policy The
dynamics of interest-rate indexed debt apply in similar fashion to reduce the credibility of
exchange rate policy, because indexation of public debt to the exchange rate can induce fear-of-
floating due to the impact of exchange rate changes on public debt sustainability.

38. Indexing the debt to the exchange rate may also give rise to a fundamental currency
mismatch in future cash-flows. In general, countries that have a significant share of foreign
currency debt tend to be more open economies and have larger shares of exports in GDP. Such
is the case of Israel, Finland, Sweden and Ireland. Countries with shares of foreign currency
similar to Brazil's, such as Portugal, New Zealand or Austria, have export to GDP ratios
oscillating between 22 percent of GDP and 35 percent of GDP. Argentina constitutes an
interesting extreme case of this mismatch, with foreign currency debt of 95 percent of the total,
with an export ratio of 10 percent.

39. The way to liberate monetary policy from this subtle form of '"iscal dominance" is
to break the link between debt and monetary policy. Extending maturity, indexing more debt
to prices, and issuing more fixed-coupon instruments would all serve this objective. These
changes generally imply higher financing costs, initially at least, while the credibility of a
declining future path of inflation and interest rates is built up (and validated by sound fiscal
management).

40. The de-indexation process, however, requires lower debt ratios, as the composition
of debt is not independent of its level. From the early nineties until 1997, when the debt to
GDP ratio was relatively stable, over 40 percent of domestic debt was composed of fixed rate
securities. As the economy stabilized the portion of indexed securities decreased. However, this
process reversed since 1998 when the debt ratio increased significantly and the share of fixed
rate securities fell to single digit figures. The negative association between the debt size and the
share of fixed rate instruments in total debt is also documented for other highly indebted
countries (Belgium, Ireland and Italy) during the seventies and eighties. As the government debt
rises, the temptation to reduce its value (via surprise inflation shocks, for example) increases and,
as investors anticipate this government behavior, they demand higher return. To maintain
financial cost under control, the issuer may reduce maturity to compensate for the increased cost.

41. But unless inflationary expectations are under control and long term interest rates decline,
the cost of extending the duration of domestic debt may be prohibitive, given the slope of the
yield curve on government obligations. Interest-rate expectations depend on the government's
capacity to convey to investors its commitment to service debt. The clearest such signal is a
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sustained primary fiscal surplus. But in addition, as clear a mandate as possible for the
Central Bank is essential to control inflationary expectations. This clarity is lacking in the
current charter of the BCB. Outside Brazil, we know of no central bank that successfully
operates an inflation targeting regime and is not formally independent.

42. The lengthening of Brazil's average debt duration will be a gradual process: external
volatility interrupted this process in 2001 and has reversed it in 2002. Alternative financial
instruments are available to accelerate this process (IMF, 2002) and one example, proposed
for Brazil by Favero and Giavazzi (2002) might be a bond with a fixed coupon and a "put"
option, which provides the investor with the right to redeem the bond at a predetermined date if
the market rate is higher than the coupon. Put options add to inflation credibility by creating a
cost to the government of rising inflation. By adding the put option to the fixed coupon bond,
the government provides insurance to the investor, who in turn should pay for it by demanding a
smaller return. Hence the government reduces its financing costs. Bonds with put options may
reduce the probability of a debt crisis to the extent that they eliminate the inconsistencies of
fiscal dominance. On the other hand, the put option creates the risk that debt service will
increase, if the option expires during a crisis.

43. Bonds with put options are useful when markets have different expectations (too
pessimistic) compared to the fundamental outlook of the authorities. They must be considered as
a step in the direction of lengthening maturity of public debt, as their primary role is to gradually
make the investor more comfortable with longer maturities. This instrument would be used only
during a transition, as the insurance provided by the put option would no longer be necessary
once the authorities' program and objectives are fully credible. This instrument, however, has
several disadvantages, namely the difficulty in pricing the option, which may lead to high market
premiums (IMF, 2002). Nevertheless, empirical evidence on this topic is scant, and this
limitation applies to any complex financial instrument. Additionally, bonds with put options
have the disadvantage, described in the previous paragraph that in volatile or adverse situations
the puts will be exercised, implying a strong pro-cyclical nature of the payments implicit with
this type of liability.

44. Alternative instruments, such as those currently used by the authorities, or a fixed rate
bond with an interest rate swap, are examples of other instruments that could be used in the
proactive debt management strategy to lengthen the maturity of public debt. The important point
to realize is the need for gradual de-indexation of public debt to short term policy rates and the
exchange rate and the need for lengthening maturity and duration. This process must be
supported by structural reforms outlined in different sections of this report.

45. The lengthening of maturity and duration requires building a liquid market for debt at all
maturities. The secondary market for government paper (for delivery) is very illiquid compared
to the repo market or the derivatives market. The repo market can only provide transitory
liquidity, and hence, cannot be a permanent liquidity source for government securities holders.

46. The derivatives and repo markets have drained much of the liquidity from the cash
markets (and from secondary markets for delivery), because these transactions are not subject to
reserve requirements or the debit tax (CPMF). Additionally, repos, futures and swaps until very
recently were not considered fixed income securities, and as such were subject to quarterly
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income or capital gains taxes, as opposed to monthly taxation in the case of cash fixed income
instruments. All these considerations discourage securities trading in the cash market and hence
inhibit the development of a secondary market for government debt.

47. Improving the liquidity of the government bond market requires liquid money markets, as
they reduce liquidity risks for bondholders that wish access to cash. Brazilian money markets
are illiquid (except the repo market) according to several analysts that cite the CPMF taxation as
one of the causes. Other studies find that, in general, in emerging economies, high reserve
requirements are one of the reasons that explain the lack of depth of money markets. Higher
reserve requirements tend to make banks' demand for reserves more stable and less sensitive to
interest rate fluctuations. Hence banks cannot play an active role in smoothing market liquidity
shortages. Other features of reserve requirements also tend to hamper liquidity of money
markets4. Hence, better coordination of monetary policy and public debt management is a
critical issue for development of a long-term market for government bonds.

Financial Structure

48. Given the 4:1 ratio of domestic to external debt, the issue of debt management is
intimately linked to domestic capital markets, financial markets, and monetary policy. The
efficiency in resource mobilization will play a major role in determining the cost to the
government and to society of the government's financing domestically its borrowing
requirements. Brazilian financial markets' development is still lagging, and one of the reasons is
the very high level of reserve requirements. This indirect form of taxation, as well as more direct
taxation, explains a substantial part of the high intermediation spread between short run rates and
lending rates in Brazil. This spread, in turn, crowds out private sector borrowers, which have
been forced to seek external financing, increasing vulnerability on that front. This source of
vulnerability is examined in the last chapter. For the moment we wish to highlight the size of
Brazilian public debt relative to total credit of the financial sector to the private sector. By these
standards, the size of Brazilian debt is large (Figure ES4)

49. A comprehensive risk diversification strategy of the public debt is related to the financial
sector for two reasons. First, the holders of public debt are mostly financial intermediaries, and
among these agents operations are concentrated in very few players5. This concentration is
undesirable for at least four motives: a) it may give market power to the buyers that may collude
to set prices; b) it amplifies rollover risk as participating agents belong to the same sector and are
affected by the same shocks; c) financial intermediaries have a bargaining power derived from
the potential for transmission of shocks to the rest of the economy; this may lead them to assume
greater risks and then demand a special rescue in times of trouble; d) bond holding concentration
could imply a regressive expenditure structure, given that interest payments on domestic debt
constitute wealth redistribution from taxpayers to domestic bondholders, assuming that the latter
group consists of relatively wealthier individuals.

4 Such as short calculation periods, the short lag between the computation and maintenance periods, the frequent
changes of regulation and the small margin for deviation from the average required reserve level.

5 Concentration is not peculiar to the Brazilian market. Other more mature markets, such as the U.S. are
concentrated, at least in operations with some types of instruments: the top quintile of primary dealers
concentrates over 80 percent of total transactions in inflation-indexed securities (Sack and Elsasser, 2002).
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Figure ES4
Ratio of Public Debt to Domestic Credit to the Private Sector and Implicit Cost of

the Public Debt in a Sample of Countries - 2001 data
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50. A risk diversification strategy for public debt is related to the financial sector also
because through the actions of public banks, the public sector absorbs the credit risk of certain

economic agents. This fact leads to higher debt levels, either because of repeated capital
injections for the public banks, or because subsidies are financed directly from the budget, thus,
reducing the primary balance. In Brazil, the bailout of public banks in recent years cost
approximately 120 billion Reais, or about 20 percent of federal public domestic debt. This
perverse impact of public bank recapitalization on public debt is a widespread occurrence also

taking place in many countries. For instance, Turkey registered significant increases in its public

debt level in 2000 and 2001 because of this phenomenon. Limiting the role of public banks and
making them operate efficiently, as real risk monitoring agents, is crucial for reducing the
government's exposure to private sector credit risk and for avoiding the risk of softening budget

constraints through the credit of these public financial intermediaries.

51. Limiting the role of public banks is desirable not only from a fiscal soundness perspective
but also from an equity standpoint, as research has shown that directed lending leads to

concentration of wealth. For instance, Duflo (2002) and Besley (1995) report that in directed
agricultural credit programs, farms with more than 10,000 hectares received loans equivalent to

75 percent of the agricultural output, while in smaller farms loans amounted to a mere 6 percent

of the value of output. Other estimates show that 57 percent of agricultural directed lending has

gone to only 2 percent of borrowers while only six percent of credit has gone to 75 percent of

borrowers (Kessel, 2001; Yaron and Benjamin, 2002).
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Sequencing Measures

52. A gradual move toward a less risky public-debt strategy entails decisions about the
sequencing of key measures. First, fiscal surpluses and full central bank independence signal
credibility and reduce perceived default risk, term premia, and thus the cost of changing debt
composition. Next, the debt composition must shift towards longer maturities and away from
indexed securities to short-term interest and exchange rates. Moreover, since monetary
stabilization has now broken price-indexation habits, the issuance of inflation-indexed public
debt would further strengthen the credibility of inflation-targeting by raising the costs to the
sovereign of inflation. Nonetheless, initially, the change in debt composition would probably
raise financing costs. But, in time, the new debt composition would reduce risk in public-sector
finances and free monetary and exchange rate policy from fiscal dominance, in turn cutting the
ex-ante cost of debt. In sum, the government has conducted its debt management strategy with
competence but is faced with a difficult trade-off between costs and risks. Recent experience
suggests that Brazil would benefit from a gradual but more forceful move toward a less risky
(but at least temporarily more expensive) public debt composition.

53. In taking steps to lengthen duration and reduce the indexation of debt to foreign
currencies, the authorities will face some difficult choices. Indexing the debt has allowed them
to lengthen maturity and reduce roll-over risk. The reduction of rollover risk remains paramount.
But as progress continues on fiscal consolidation and declining debt ratios, it should be possible
to replace, over time, indexed debt with fixed-rate, domestic currency debt with equal or longer
maturities. This should be done in a way that would not significantly erode the average life of
outstanding debt. The authorities' ability to issue such debt will be limited by the degree of
market acceptance of longer maturity fixed-rate debt and the steepness of the yield curve, which
in part is caused by a lack of liquidity in longer-term fixed rate issues owing to the lack of
issuance of these securities over the past few years. But it should be possible to gradually build
up the liquidity in the market for longer term debt and extend the yield curve with issues of
successively longer-term fixed rate debt and thereby limit the impact on the cost of debt from
illiquidity. This also will help promote the development of the domestic debt market. Even so, it
is likely that the authorities will need to pay a higher cost for the longer term debt in order to
reduce its risk. Issuing some portion of debt in the form of inflation-indexed debt might mitigate
the potential increase in the real cost of debt owing to a lack of an inflation risk premium on this
type of debt. A lack of liquidity for inflation linked debt, however, may increase its cost and
limit the degree to which the government can rely on this instrument.

54. As this process takes place, a number of trade-offs will need to be considered. The speed
with which indexing can be reversed will depend on the speed with which the yield curve for
fixed rate debt can be lengthened. Too fast a pace would result in fixed rate debt of shorter
maturity than the indexed debt it is replacing and an increase in rollover risk. In addition, the
authorities will need to choose between reducing interest rate indexed debt, currency indexed
debt, or both. In other words, there will be a tradeoff between interest rate risk, currency risk and
rollover risk. A more aggressive approach to increasing the maturity of fixed rate debt could
likely be achieved at the cost of a higher yield on the long-term debt than might be realized if
more time were taken to build up liquidity.
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55. Given the stakes involved, it is important that the authorities develop an explicit strategy
for managing the costlrisk tradeoffs of converting the debt to a lower risk profile. This strategy
should be based on a quantitative analysis of these costs and risks using a simulation model built
for this purpose. The debt office in the Brazilian Treasury has developed a prototype of such a
model under a Bank-supported project, and this model is nearing completion. Once the model
has been initialized, it can be used to analyze a variety of strategies for reducing indexation and
their relative costs and risks. This information can be presented to senior policymakers who
would then decide on the best strategy for reducing risk under the circumstances.

6. HORIZONTAL POLICIES FOR PRODUCTIVITY AND EXTERNAL SUSTAINABILrry

The Importance of Exports

56. External financing needs have declined owing to falls in the current account deficit and
in medium- and long-term debt amortizations (Table ES2). While the recent current account
adjustment, in response to currency depreciation and low growth, has been swift, the current
account deficit still amounts to nearly 1.7 percent of GDP in 2002.

Table ES2
Brazil: External Financing Requirements, 1998 - 2003

(US$ billion)
1998 1999 2000 2001 2002 2003

1. Gross Financing Requirements 70.6 83.0 68.3 59.8 38.1 35.0
CA Deficit 33.4 25.4 24.6 23.2 7.7 7.0
M&L Term Amortization 37.2 57.6 43.6 36.5 30.4 28.0

2. FDI 28.9 28.6 32.8 22.6 16.6 16.0
3. Net Financing Requirement (1-2) 41.7 54.4 35.5 37.2 21.5 19.0
4. Int'l Reserves (end of Previous Year) 52.1 34.4 23.9 31.5 27.8 14.0
5. Net Financing Requirement / GDP .05 .10 .06 .07 .05 .05
6. Net Fin Requirement / Int'l Reserves 0.8 1.6 1.5 1.2 0.8 1.4
Source: World Bank staff calculations based on Bacen data.

57. The external debt burden, defined as the excess of the real interest rate over the
growth rate applied to the external debt, is low relative to historical levels for Brazil (Table

p6
ES3). The debt burden measure of 1.4 percent of GDP implies that Brazil needs an annual trade
surplus of approximately US$7 billion to stabilize external indebtedness in the long run. The
2001 trade surplus of US$2.6 billion was the first post-real plan surplus, and estimates for 2002
are of a surplus of about US$12 billion. The implied trade surplus required is thus much higher
than the trade surplus achieved until 2001. The 2002 surplus exceeded necessary surplus
substantially. This trend indicates that the external adjustment is well underway, and if sustained,
the country's external indebtedness indicators will improve quickly. Although large amortization
payments are due in 2003, the amortization profile of external debt is more favorable now than at
the end of 1998, when almost 50 percent of external obligations matured within two years: by

6 Calculated with end-2001 data. The rise in spreads observed in 2002 should not affect this estimation, unless it
is of a permanent nature.
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end-2001 this ratio had fallen to 30 percent. Short-term debt to reserves also fell from 120
percent to 100 percent in the same period.

58. External vulnerability has been attenuated by the public sector's financing of most of its
borrowing requirements domestically. This has come at the cost of rising domestic financing
costs, which has increased the propensity of the private sector to use external financing. Most
amortizations due in the next four years are private-sector: this is a major difference from
emerging markets that have recently had external solvency problems (such as Argentina and
Russia), given the greater flexibility of the private sector to confront liquidity shortages
(renegotiation may include debt rollovers or debt-equity swaps). Nonetheless, the danger of
abrupt exchange rate adjustments during liquidity shortages remains (as illustrated throughout
July and August 2002).

Table ES3
External Debt Burden, 1970-2001

Percent of 1970 1983 1991 2001 2001

Argentina 0.9 3.6 1.5 2.9 3.6

Brazil _ .0.04 3 .6 - X1 4i :j

Chile 1.9 3.4 0.9 2.3 0.0

-Colombia s,0.8 ;_7 1.4'| W -1.9 ij .&7Z,T
Ecuador 0.0 3.5 6.7 2.7 7.7

i Mexico 1 0.3 3.59rA18 c2 L0 °°

Peru 1.9 5.0 3.2 2.9 2.5

_- Uruguay_~ 40.8 4.9 - 2.3 2.5 _ 0.7

Venezuela 0.5 3.3 3.8 1.4 2.1
2001A: Uniform 8 percent discount rate
2001B: Country-specific discount rates based on spreads.

Source: World Bank staff calculations based on Obtfeld and Rogoff (1995).
Methodology described in main document

59. Brazilian external debt contains a relatively small proportion of fmancial-sector
obligations. This limits the propagation of international liquidity shocks to the rest of the
economy and thus systemic risk (and with it the risk of the need for a generalized bailout, such as

the Korean case in 1997).

60. Up to this point we have emphasized how country-specific factors, and in particular
policy choices, can affect capital flows. But sudden changes to capital flows can also take place
because of global factors that are common to many countries. An example of this type of
external shocks is the increase in the global risk aversion that struck financial markets since late
2001, due to the slowdown of the US economy, the terrorist attacks and the Wall Street corporate

corruption scandals. This exogenous element of global risk aversion, if not reversed soon, will
make Brazilian adjustment more painful and protracted.

61. Despite higher global risk aversion, we believe that domestic policies continue to be the
main differentiating factor in the varied response of investors' willingness to hold sovereign
bonds and hence in their prices. In the midst of the recent international turmoil some countries'
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bond prices have managed to remain stable and even to increase in market value. Such is the
case of Chile, Mexico and the Russian Federation. After the 1998 crisis, Russia assembled a
coherent package of macroeconomic policies and reforms that have spurred strong and sustained
economic growth. Though part of the success is attributable to the favorable terms of trade
shock due to high oil prices, Ecuador's sovereign bond prices allow us to infer that much more
than that is needed to inspire investor's confidence.

62. The long-run answer to relieving exchange rate pressure will be export growth.
Here the industrialized countries could play a key role by lowering barriers to Brazilian goods in
their own domestic markets. The Bank's recent study on trade options for Brazil strongly
illustrates the importance of market access to OECD countries for Brazil. As long as the
European Union, maintains protected markets for rice, grains, meat products and sugar, the
benefits of additional trade will be very limited for Brazil. Similarly, unless the United States
facilitates market access of oil seeds, dairy products and sugar, the benefits of trade will be
severely limited. Simple average tariffs for merchandise imports into industrial countries are
approximately 3 percent. But for textile and clothing, and agricultural products, average tariffs
are 8 percent and 27 percent respectively (IMF, 2002). Tariff peaks (tariffs above 15 percent)
have a disproportionate effect on developing countries exports. The United States, the European
Union and Japan, have between 200 and 300 lines (at the six digit level of aggregation of the
Harmonized System of Classification) of such peaks. Canada has about 700 lines (Hoekman, et.
al. 2002). More specifically, US tariffs for the 20 leading Brazilian products average 39 percent.
Some estimates show that if trade barriers were removed for only four products-orange juice,
meat, soy products and steel, exports to the US could increase by US$ 2 billion. Higher primary
surpluses, advisable for fiscal sustainability, would also curb the need for external financing, to
the extent that domestic saving is increasing.

A Productivity Focus

63. Reforms to improve the investment climate and boost productivity represent the
main domestic opportunity to encourage exports without incurring a fiscal cost. The
implementation of such policies requires the political willingness to confront entrenched
interests. These policies-most of them the focus of recent World Bank analysis-include tax
reforms reducing price distortions and anti-export bias, regulatory and administrative reforms to
reduce the bureaucratic burden on the private sector, reforms to reduce the distortions induced by
current labor-market regulation, reforms to deepen financial markets and improve their
efficiency, and judicial reforms to increase regulatory certainty and enhance the enforcement of
private contracts. A fixed mandate for the Central Bank would also reduce macroeconomic
uncertainty.

64. A protected policy environment for Brazilian manufacturing still exists, and accordingly,
a question arises as to the competitiveness of the country's manufacturing firms - both foreign
and domestically owned. Brazilian effective protection rates are high, compared to other
regional countries In all sectors, Brazilian (negative) effective rates of protection (ERP) are
higher (Figure ES5), implying that the discrimination against exporters in these sectors makes
production for export unattractive. It is important to note that the sectors with the lowest
protection rates (services and "basic" agriculture and resources) increased their export volumes
significantly during the last six years.
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Figure ESS

Effective Rates of Protection for Exporters in SeRected Latin American Countries
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65. Besides the protection level, other variables that expRain differences in total factor

productivity across Brazilian enterprises reflect the contribution of knowledge and
technology to productivity (Muendler, Serven and Sepulveda (2001)). Such is the case of the

skilled/unskilled composition of the labor force, and the share of IT (information & technology)

in total physical capital. Research has also found that firms with a higher capital to output ratio
tend to have higher productivity growth. In all, these findings highlight the importance of

education, technology and investment for productivity growth, and hence sustainable growth.

66. Given the scope for growth through productivity-oriented reforms, directed credit
and import restrictions are best avoided. Directed credit comes at a fiscal (opportunity) cost,

mainly through subsidies to BNDES (via the FAT, Fundo de Amparo ao Trabalhador), the

Caixa Econ6mica Federal, and the Banco do Brasil, and many directed credit programs run the
risk of capture by vested corporate interests. About 40 percent of total lending in the Brazilian
financial system passes through public-sector financial institutions, and this is high by

international standards. Private-sector lending is anyway scarce in Brazil owing to the financing

needs of the consolidated public sector, and this constricts the supply of market-allocated lending

even further. Cutting these programs back would deepen market intermediation in the financial

system.

67. llmport restrictions lead to losses in productivity growth, both through higher input

costs (whether through imported intermediate goods or through substitution to domestic
intermediate goods), and most importantly through reduced technology transfer embodied in
foreign (capital) goods. Higher import penetration in Brazilian industries in the 1990s is
statistically associated with significantly higher (total factor) productivity growth, suggesting
that opening to trade was in part responsible for the observed acceleration in Brazil's
productivity growth since the real plan.
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7. CONCLUDING REMARKS: TO ATTAIN STABILITY AND FIGHT POVERTY THERE ARE NO
SHORTCUTS AND THE MOST DIFFICULT WAY IS, IN THE LONG RUN, THE EASIEST7

68. This report argues for reducing volatility and uncertainty to achieve sustainable growth
and hence poverty reduction. Volatility is associated with macroeconomic crises, that hurt the
poor more than proportionately and have permanent effects on the poor's ability to grow out of
poverty. For this reason, avoiding crises must be a top priority within socially responsible
macroeconomic management. Our findings emphasize that making the right policy choices -
targeting inflation, increasing the primary fiscal balance, and paying down the debt - can
produce real tangible benefits. For Brazil, the decision to pursue these policies in the past
enhanced macroeconomic stability and led to noticeable improvements in growth, employment,
and poverty reduction.

69. The optimism expressed in this report regarding Brazil's future rests on the new
Government's commitment to fiscal and monetary prudence, the belief that these policies will
prevail, the expectation that the world economy will not enter into an outright recession and the
risk-appetite of investors will not decline further, and that contagion from neighboring countries
will remain under control. But of course, this benign scenario confronts potential risks that
underline the importance of reforms identified in this report in three key areas: fiscal adjustment,
debt management, and trade and productivity growth.

70. Despite the significant progress in fiscal management, fiscal adjustment is far from over.
To reach "investment grade level spreads," Brazil needs to deepen both the quantity and the
quality of fiscal adjustment. Regime sustainability has to be ensured, and given the policy
options, raising the primary surplus through public expenditure containment seems to be critical
to allow sovereign spreads and interest rates to decrease. Once this happens, external
sustainability and currency risk premia will decrease and public debt composition can be
improved. Of course, as we point out in this report, the difficulty lies with the rigidity of Brazil's
public expenditure, which makes spending cuts, particularly in the public employee social
security system, nearly impossible without constitutional reforms. Given the savings that could
be achieved by imposing a contribution on current public sector pension beneficiaries, breaking
the link between pensions and active workers' wages, indexing pensions to inflation rather than
the minimum wage and raising contributions from 11 to 15 percent, however, we recommend
continuing the effort to reform the public social security system. Other measures to increase
flexibility, including setting transfers to states and municipalities as a fraction of total primary
expenditure (as opposed to as a percentage of net revenues) or extending and expanding the
DRU, are critical to regain some flexibility.

71. Based on the analyses presented in this report, we argue for a debt management strategy
that includes; (1) gradual lengthening of maturity and duration of the debt; (2) indexing more
debt to prices and reducing indexation to policy interest rates (Selic) or the exchange rate; (3)
issuing more fixed-coupon instruments, initially at short maturities, strategy that has worked for
more volatile countries such as Turkey; (4) making judicious use of alternative financial
instruments, such as fixed coupon bonds with a "put" option (used by Italy in the early nineties),
or fixed coupon bonds with an interest rate swap, with the purpose of lengthening debt maturity

7 Paraphrasing the novelist Henry Miller
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and duration; (5) reducing concentration of operations with the banking sector; (6) limiting the

role of public banks to avoid further fiscal expenditures or the built-up of contingent public
liabilities; (7) coordinating better monetary policy and public debt management so that reserve

requirements may be lowered leading to more efficient cash markets. While initially this

strategy requires accepting higher debt costs, ultimately it may prove cost-effective by reducing
risk in public-sector finances and freeing monetary and exchange rate policy from fiscal

dominance. All these desired changes in the debt structure hinge on a sustainable fiscal policy,

and a coherent macro framework, that will in turn reduce the financial costs of the debt strategy,

as well as the evolving market conditions, which are only partly under the control of the

Government.

72. Finally, Brazil's external sector adjustment is well underway. The reduction of Brazil's
dependence on external financing depends on productivity improvements and further
dismantlement of trade barriers, in particular the reduction of effective protection. Given the

potential fiscal costs of an active industrial policy, we favor reforms to raise productivity that

would include establishing a broad-based federal value-added tax, eliminating price-distorting
payroll and sales taxes, reducing tariffs so as to reduce effective protection and make it more

homogeneous, cutting the bureaucratic red tape faced by firms, reducing the mandated cost of

Brazilian formal-sector labor, and deepening financial markets. These reforms would establish
an institutional environment more supportive of private sector activity, producing greater
likelihood of increases in exports and growth.

73. By taking the steps recommended in this report, the new administration has the

opportunity not only to make Brazil less vulnerable to unexpected macroeconomic shocks but

also to improve the likelihood of stability, growth and poverty reduction. While in some cases
these reforms require confronting entrenched interests, they are feasible and provide Brazil's best

chance for continued progress.



1. INTRODUCTION

1.1 Today, Brazil is a very different country than it was ten years ago. There have been
impressive policy and institutional reform achievements. Macroeconomic stabilization brought
inflation under control and lowered it to internationally comparable rates. Trade policy reform
stimulated productivity growth and created the environment to reduce Brazil's economic
isolation from the rest of the world. Price controls were lifted, establishing a more rational and
efficient economic environment. Regulatory reform has proceeded in many areas, including the
closing of inefficient and ineffective government entities.

1.2 The reform process, which began in the early nineties with the country's gradual insertion
in the global economy and monetary stabilization, continued throughout the decade. In 1999,
Brazil adopted a flexible exchange rate, an inflation-targeting framework, and an austere fiscal
policy that generated substantial primary fiscal surpluses. These policy changes made the
economic system more capable of absorbing shocks and enhanced the country's growth
prospects.

1.3 The focus of the later stages of reform has been on the fiscal sector. Substantive and
sustained primary fiscal surpluses, plus the institutional development leading to greater
transparency and control over fiscal policy, such as the Lei de Responsabilidade Fiscal and the
Lei de Crimens Fiscais, boosted confidence in Brazil's will and capacity to service its debt. As a
result, real interest rates declined considerably, relative to their 1994 -1998 levels. Brazilian
growth, though still very low, has been above the regional average since 1999. This indicates
that, after accounting for the effects of the international common regional shocks, the Brazilian
economy performed relatively well. The Brazilian case is a clear example of how the right
domestic policy choices have tangible benefits by buffering adverse external shocks. Given
these developments, among others, Brazil's economic program enjoyed continued support from
the IMF and the World Bank.

1.4 Yet, persistently high real interest rates are a potential threat to sustainable fiscal policy
and economic growth on the domestic front, while on the external side, sluggish export growth
and large external financial requirements are a source of potential instability. Though the
currency may appear undervalued after the 2002 events, the large external financing
requirements expose the economy to external capital markets shocks, raising the currency risk
premium. This exposure affects domestic interest rates and exchange rate behavior, impacting
perceptions of public sector solvency, given the degree of indexation of government obligations
either to the dollar or to short run policy interest rates (Selic). This composition of public debt,
plus the short duration of liabilities, create a setting in which monetary policy may be less
effective, since agents perceive that the Central Bank will not raise interest rates beyond a certain
threshold level or let the currency freely float because of public sector solvency considerations.

1.5 Hence, public debt sustainability and external sustainability are intimately related, as
domestic interest rates are linked to currency risk premia, country risk levels, and inflation
expectations. These variables, in turn, are related to the current and expected public debt levels,
creating the risk of a vicious circle in which it is difficult to identify what is exogenous and may
be used as a policy lever, and what is endogenous and may not be altered by public policy.
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1.6 These inter-linkages can give rise to concerns about public debt and external
sustainability, which exacerbate volatility and uncertainty, hampering growth prospects and
negatively affecting poverty indicators. Hence, this report's objective is to examine public
finance and external accounts sustainability in Brazil and discuss policy options that may
enhance growth prospects and stability in the future. These issues are addressed in the present
report and a set of individually-authored papers that serve as a technical background and are
available at www.worldbank.org/br (see references in the back)

1.7 Given the narrow focus of this report on macroeconomic stability, it must be considered
as a part of a more integral World Bank long run approach to economic growth and poverty
reduction in Brazil. Some of the topics that are closely related to this report but not dealt with in
detail here are developed at length in recent World Bank work for Brazil. In particular, six
reports are critical to establish a framework for the current report: Brazil: The New Growth
Agenda; Brazil- Critical Issues in Social Security; and Brazil- Trade Policies to Improve
Efficiency, Increase Growth and Reduce Poverty; Brazil: Fighting Poverty; Rural Poverty
Alleviation in Brazil: Towards n Integrated Strategy; and Brazil: Jobs Report

1.8 Following this introduction, this report is divided into four main chapters. The second
chapter briefly motivates our interest in macroeconomic stability, given the relationship between
uncertainty, macro fundamentals and poverty indicators, even in the short run. Generally, growth
and poverty studies focus on long run horizons. Here, based on high-frequency monthly data, we
show the importance of macro stability for poverty reduction. Besides the critical role of growth
as an engine for poverty reduction, it is crucial for both public debt and external sustainability
examined in subsequent chapters.

1.9 The third chapter discusses risks related to public finances in Brazil, acknowledging that
this area experienced the most significant improvement and placed the country in the ranks of
international best-practice examples. The chapter begins by showing how, at first sight, Brazil's
debt burden problem lies more in the real interest rate level than in its debt size. However, the
chapter shows that one is not independent from the other. In fact, throughout the chapter, it is
shown how the cost of capital depends on the debt level. Hence, a discussion of real interest
rates leads the chapter, followed by three interrelated topics: projections of debt paths, the
actions of policy makers when there is imperfect credibility in their commitments, and the
quality of fiscal adjustment in the past and its implications for future sustainability of this
achievement.

1.10 The debt dynamics section performs some traditional simulations based on the most
likely future values of the principal determinants of the debt ratio, namely the primary fiscal
balance, the growth rate of output, interest rates, and exchange rates. However, these steady
state values are uncertain, given the random nature of shocks that affect them. Thus, the debt
simulation exercise is complemented with a stress-test exercise that allows for shocks in the
major determinants based on their empirical distributions. But uncertainty not only arises from
shocks to these macroeconomic variables. Given the imperfect information world we live in,
investors do not know about the sovereigns true commitment to serve its obligations, and the
primary balance is a key tool to signal to investors its true commitment. This section describes
the Brazilian experience in the use of the primary balance as a signaling tool and contrasts it with
other countries. Finally, international experience shows that the quality of fiscal adjustment is
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important for its sustainability, with the likelihood of persistence of the adjustment depending on
whether it is revenue-increasing or expenditure-cutting. This section characterizes the Brazilian
adjustment of the late nineties and points to some elements of vulnerability for future
policymaking.

1.11 The fourth chapter explores issues of vulnerability arising from public debt composition
and management. In Brazil, the ratio of internal to external debt is 4:1, while in most other Latin
American countries it is significantly lower, such as in Mexico, 1.5: 1, Colombia, 1:1, and in
Argentina where the debt was mostly external (0.6:1). In this setting, public debt management is
intimately related to financial sector issues and monetary policy. This chapter discusses some of
the issues of risk diversification that are related to the financial sector, either because of the
action of public banks or because financial intermediaries concentrate the holdings of public
debt. The chapter also discusses some of the problems of conducting monetary policy with
reserve requirements, which explain a major portion of the banking spreads, and hence the high
level of lending interest rates in Brazil. This fact has led the private corporate sector to seek
financing abroad, creating a source of potential vulnerability discussed in the final chapter.

1.12 The fifth chapter explores the issue of sustainability. of external accounts in Brazil. First
the evolution of the economy's external financing requirements are described and the maturity
profile of debt examined, compared to previous volatile episodes of Brazilian history. The
section also presents some debt burden calculations for Brazil, and presents them in a historical
and regional perspective. Given the need to generate sizeable trade surpluses to stabilize debt
indicators, the chapter also discusses trade and foreign direct investment issues, as they are the
most stable sources of foreign currency, while simultaneously promoters of productivity growth.

1.13 The sixth chapter concludes the report with an optimist tone because, in the past, Brazil
has shown it is able to make the right policy choices. Today it has a better institutional
framework, and a much more transparent public sector.-Additionally, there are examples of
international experiences in which countries locked in the vicious circles of debt traps were able
to change the perverse dynamics into virtuous spirals of debt reduction-lower interest rates and
higher growth. We will refer to these cases throughout the document.
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2. MACROECONOMIC RISE FACTOR©S GROWTH AND
POVERTY

2.1 This chapter argues that volatility adversely affects growth, and since sustainable growth
is an essential engine for poverty reduction, volatility increases poverty. We show how, even in
the short run, volatility affects poverty. Evidence presented by Thomas (2002), discussed in the
present chapter, shows that variables influenced by short run stabilization policies, such as
interest rates, inflation and the primary balance affect poverty directly. Stabilization policies also
affect poverty indirectly, via their impact on long run growth as detailed in several papers
mentioned throughout this chapter. Additionally, the growth topic is relevant since, as we will
see in subsequent chapters, it is a key variable for domestic debt and external sustainability.

2.2 Volatility affects growth mainly through its effect on investment. Serven (1998) shows
how investment is negatively affected by uncertainty, measuring this last variable as the
volatility of exchange rates and volatility of inflation. Cardoso (1993) also examines the effect
of uncertainty in a sample of Latin American counties. Herrera and Perry (2001) show that the
volatility of stock market prices negatively affects investment in a panel of Latin American
countries. Since investment affects output through time, even short run volatility, like that
associated with asset price bubbles, can have persistent negative effects on growth. A recent
examination of the long run growth determinants in Latin America (Loayza, Fajnzylber and
Calderon, 2002) found that volatility (of output and prices) was a significant variable explaining
both the time trend and cross-country variation of regional growth. This paper shows that,
despite Brazil's significant progress in stabilization during the past decade, it can still reap
additional benefits from reducing volatility.

2.3 Throughout the 1980s and 1990s, economic growth alone virtually explains all poverty
reduction in Brazil. Using household survey data from 1977-97, Paes de Barros (2001) reveals
(Figure 1) that variations in poverty are mainly explained by changes in income growth, while
variations in income inequality play a minor role.

2.4 Yet, some empirical studies have found a low elasticity of poverty with respect to
economic growth in Brazil (Neri, 1999; Menezes and Thomas, 2001). Ravallion (2000) shows
that income inequality explains much of this low elasticity, and Ferreira and others (2001)
highlight the role played by high intergenerational transmission of educational attainment.
International evidence (Timmer, 2001) shows that the poverty impact of growth is non-linear and
greater at higher levels of growth. This seems to fit Brazil's experience: periods of low growth,
such as the 1996-2002 period have seen negligible changes in poverty measures; periods of high
growth, such as the Real boom (1994-96), the Cruzado boom (1986-87), and the 1964-73
period witnessed significant reductions in poverty. The evidence suggests that the strong
relationship between growth and poverty found by Paes de Barros is not restricted to the low
growth environment of the past two decades. Indeed, high growth may have a more than
proportionate effect in reducing poverty rates.
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Figure 1: Decomposition of Variation in Poverty Headcount in Brazil
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2.5 Neri (1999) uses variations in income growth and poverty reduction between Brazilian
states between 1985 and 1996 to measure the growth elasticity of poverty. According to these
results, this elasticity is approximately unity: a one percent increase in income will lead to almost
a one percent decline in the headcount poverty measure. This elasticity is low by international
standards, since the figure is about two for the growth elasticity of poverty in other countries.
Given Brazil's relatively low growth economy in the 1980s and 1990s, this observation is
consistent with the possible non-linear relationship between growth and poverty, with significant
poverty reduction only kicking in at higher per-capita growth rates.

2.6 The previous results lead us to emphasize the role of growth as an engine for
poverty reduction. Given the role of macroeconomic policy as a growth determinant in
Brazil and elsewhere (World Bank, 2001; Easterly and Levine, 2001, Loayza et.al.,
2002), a linkage between macroeconomic policy and poverty reduction can be
established. Though Brazil's growth is still low, it has exceeded the regional average
since 1999 (Table 1).

Table 1
Growth in Brazil, Latin America and the OECD, 1990 - 2002

(percent)
1990- 1993 1994- 1998 1999-2001 2002

Brazil 0.3 3.4 2.1 1.6?
Latin America w/o Brazil 4.6 3.7 1.1 -1.7
Latin America w/o Brazil or Argentina 3.1 2.7 1.7 0.8
OECD 1.6 2.7 2.3 1.5
Source: World Bank staffcalculations
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2.7 These results imply that, even though Brazilian growth was below the potential growth

rate , the economy performed relatively well, once we account for the international common

regional shocks. These results also show that an adequate domestic policy environment can help

buffer shocks from the outside. Moreover, according to numerous studies, policy variables affect

growth.9 Among these, we wish to mention inflation, government size, credit to the private

sector and trade openness. Both studies for Brazil and for large sets of countries have found a

negative association between inflation and growth, an inverse relationship between government

size and growth, a positive correspondence between credit to the private sector and growth, and a

positive association between the degree of trade openness and growth. We will refer to these

relationships throughout this report, keeping in mind that besides their poverty-reducing effects

via growth, they play a role as debt dynamics depend crucially on growth levels and volatility.

2.8 Growth will be poverty-reducing only if it is sustainable. Growth spurts, based on

domestic agents, public or private, spending beyond their means are not sustainable. The same

applies to growth based on factor accumulation without productivity gains. This type of growth

might produce transitory reductions in poverty, but usually, at the end of the process there is a

crisis that hurts the poor more than proportionately and reverses the gains in their living

standards. For this reason, avoiding crises is a top priority element of what has been correctly

labeled socially responsible macroeconomics (Lustig, 2001).

2.9 Macroeconomic crises affect poverty through multiple channels (Prennushi, Ferreira,

Ravallion, 1999). For instance, during most crises relative prices change, in particular consumer

prices increase and real wages fall, hurting the poor,. Another transmission mechanism from

macro shocks to poverty comes from changes in labor demand that generate unemployment or

shifts from formal sectors to informal employment with the subsequent loss in quality of

employment. Finally, as a reaction to crises and the subsequent credit rationing, governments

are forced to cut expenditures including redistributive transfers to the poor. Though some of the

effects of crises on poverty may be transitory, there might be permanent effects of household

responses to volatile situations, such as pulling children out of school or reducing nutritional

intake of babies that will affect the poor's learning abilities and hence their future income-

generating capacity, limiting their possibility of growing out of poverty.

2.10 In Brazil we observe (Figure 2) a very close association between a poverty indicator, P1l',

and the sovereign spreads that tend to rise in crises periods. The particular association between

spreads and our high-frequency P1 indicator derived from the PME (Pesquisa Mensual de

Empleo) can be explained by the high correlation between capital flows and economic activity.

As capital flows in (spreads decrease) and economic activity accelerates, increasing wages and

labor income tends to reduce the value of the poverty indicator. Given the relationship between

8 The potential GDP growth rate estimated by Bacen is 3.8 percent. Teixeira da Silva (2001).

9 For instance, The World Bank (2001) and Easterly, B. and R. Levine (2001), Loayza,et.al. (2002)

10 P1 is the poverty gap, which equals the amount of money that would be required to eliminate poverty (in

theory, if all transfers were perfectly targeted and efficient) expressed as a percentage of total national income

(or in this case the in-sample poverty gap divided by total in-sample income). Mathematically it is the integral

(from y=-infinity to y=PL) of (PL - y) across the population ordered by income, divided by GDP, where PL is

the poverty line and y is individual (per-capita household) income. Our source for the P1 series is Thomas

(2002). The spreads are the deviation of Brazilian spreads from the Latin American average. Hence, negative

numbers imply Brazilian sovereign spreads below the regional average. Source: Herrera (2002).
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spreads and macro fundamentals, analyzed by Favero-Giavazzi (2002), and the endogeneity of
capital flows (or spreads) results described in the next chapter, a clear correspondence between
macro variables and poverty indicators emerges.

Figure 2

Sovereign Spreads and Poverty Gap in Brazil*
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2.11 Time series evidence presented by Thomas (2002) clarifies the relationships between
macroeconomic variables and poverty rates. Based on variance decomposition analysis, Thomas
reports that a set of macroeconomic variables (primary balance, real interest rates, inflation, real
exchange rate, output growth and capital flows) explains reasonably well the variability of the
poverty gap with high frequency (monthly) data. One of the most robust findings is a short-run
positive relationship between an increase in the interest rate and an increase in poverty. A one
standard deviation shock in the interest rate causes the poverty headcount to rise by nearly half a
percentage point within two months. The effect of industrial production fluctuations is smaller
but significant. Inflation is also positively associated with rising poverty gaps, with an impact
similar to that of interest rates. This would imply that, from a poverty reduction perspective,
maintaining a serious anti-inflationary policy is just as important as lowering real interest rates.
Thomas also reports that fiscal balances are an important explanatory variable, with poverty gaps
rising as deficits increase, primarily due to the negative impact of this variable on output. This
coincides with results reported and discussed further in the next chapter.

2.12 These variables linked with short run stabilization policies also affect long-run
sustainable growth. In their comparative study of regional growth, Loayza and others (2002)
show that, the main contributions for Brazil to achieve its potential long run growth rateshould
come from a combination of stabilization policies and structural reforms oriented towards
reducing the public sector burden and increase trade openness. These three topics are the focus
of this report.
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30 PUBLIC DEBT SUSTAINABILETY AND THE ROLE OF
FUTURE FISCAL POLICY

3.1 Fiscal adjustment in Brazil since 1999 has been impressive, situating Brazil in the ranks

of international best practice in this area. This includes important advances in the institutional
framework for fiscal management, such as the Fiscal Responsibility Law, as well as other
measures to effectively extend fiscal controls to the subnational level. The country did what had
to be done, and in the right moment. This fact differentiated Brazil from other emerging
economies, and while capital was flowing out of the region after the 1998 international capital
markets crisis, Brazil continued to have steady financing flows after its adjustment. The more

striking comparison is with neighboring Argentina that, despite having similar public debt and

external debt indicators, was not able to generate primary balances of significant magnitude.

3.2 Simple inspection of the public debt levels and interest payments in Brazil and other

countries (Figure 3)11 indicates that Brazil's deviation from the international pattern seems to
arise more from the high interest payments than from its debt level. Given that the public debt
burden, or the value of the primary balance required to stabilize the public debt ratio depends on

the real interest rate, the level of debt and the growth rate, this chapter begins with a discussion
of why interest rates are so high in Brazil. The second section of the chapter presents some debt
dynamics simulations. The third section presents considerations for policy making under
uncertainty, and the last section describes the fiscal adjustment in Brazil during recent years.

IFigure 3
Net Public Debt and Interest Payments in a Sample of Countries, 2001
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Source: World Bank staff calculations based on OECD data and official sources.

l Sample composed of some OECD countries and the three largest Latin American economies; Belgium,

Canada, Denmark, France, Italy, Japan, New Zealand, United Kingdom, United States, Argentina, Brazil and

Mexico. Source of OECD data: www.oecd.org. For Argentina, the data source is Ministry of Finance

(www.mecon.gov.ar) and for Mexico, the Central Bank website (www. banxico.org.mx). The data for Mexico

is adjusted to include Fobaproa bonds held by banks as part of the restructuring process of 1995-1998.
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A. THE LEVEL OF BRAZILIAN INTEREST RATES

3.3 This section explores interest rate behavior in Brazil; boih from a descriptive historical
perspective and in a more analytical short run basis since the inflation targeting regime was
adopted in 1999. It argues that the level of short term interest rates is explained by monetary
policy that adequately reacts to inflation expectations and exchange rates, while the'longer term
rates depend on public debt sustainability considerations, explored in the following sections of
this chapter.

3.4 The negative real interest rates that characterized the financial repression era of the 1960s
and 1970s are long gone. During the decade between 1975 and 1984, real interest rates on
deposits were, on average, negative because of intervention, unexpected changes in inflation, and
imperfect indexation (Table 2). After 1983, with increasing financial liberalization, real interest
rates on time deposits rose sharply reaching 10 percent on average between 1985 and 1989.
With inflation acceleration in mid-1980s, indexation intervals became shorter and a share of
deposits was held in accounts linked to the daily behavior of overnight interest rates.

3.5 Brazil's success in bringing down inflation with the Real Plan in mid-1994 was also
associated with real exchange rate appreciation. The real appreciating trend originated in the
fiscal imbalances coupled with a nominal exchange rate used as a nominal anchor, which led to
capital inflows. To avoid a monetary expansion induced by capital flows, inflows were partly
sterilized. Sterilization created significant fiscal costs that raised public sector borrowing
requirements, which in turn, pressed real interest rates.

Table 2
Real Interest Rates* in Brazil, 1970-2001

Percent per year
Deposit Real Lending Real Rates

Rates
Period Certificate of Commercial Working Average of

Time Deposit Paper Capital Lending Rates
1970-74 3 24
1975-79 -3 14 10
1980-84 -6 20 20
1985-89 10 ** **
1990-94 19 42
1995-98 22 74 92

1999-2001 6 45
Notes: * Real interest rates (ex-post) are defined as r [(I+ i)/ (1+ 7t)] - I where i is the annualized average monthly interest rates and
7s is the general price index (IGP-DI).
-: Not available
**: Information for lending rates between 1985 e 1989 from different sources is inconsistent.
Source: Cardoso.(2002). According to some analysts, the numbers reported in this table could be subject to error, especially in the
hyperinflation periods, due to a mismatch between the holding period of the instrument and the inflation expectations variable proxied
by observed past inflation. Given that we are considering averages over several years, this problem might not be empirically relevant.
Anyway, the reported numbers are of similar order of magnitude to IPEA's own estimations, and other authors' such as Gill and
Giambiagi (2001)
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3.6 These inconsistencies undermined the credibility of the economic program and
international reserves were drained in an episode that ended in the Real crisis of 1999. By any
standard, Brazil negotiated its way through this crisis with extraordinary ease and speed. The
central element that allowed this quick recovery was a triple regime switch that included the
adoption of: (1) the floating exchange rate system, (2) the inflation targeting system that
provided a clear rule for monetary management, and (3) a strict and austere fiscal policy that lead
very quickly to the generation of primary balance surpluses of over 3 percent of GDP. This
consistent frarnework of policy making brought down average interest rates during the 1999-
2001 period (Table 2). However, in late 2001 and early 2002 real interest rates have been on the
rise, hovering around 10 to 13 percent in real terms.

3.7 Two factors explain the level of Brazilian passive interest rates: (1) monetary policy, and
the way it affects and reacts to inflation and exchange rate expectations, and (2) term premia.
Favero and Giavazzi study the relative importance of each of these factors. According to their
results, the distinction between policy (short term) rates and long term rates is necessary. Policy
rates are basically determined by the first factor, while long term rates are mostly influenced by
the second.

3.8 To examine the behavior of short run rates, Favero and Giavazzi show that a model
linking the Selic rate to one-year ahead inflation expectations best describes the behavior of the
Central Bank. They argue that the recent stabilization of financial market expectations is the
result of a sound monetary policy, based on consistent targeting of inflation forecasts. The
current level of the short rate, though exceptionally high, is the level necessary to stabilize
inflation expectations according to a Taylor-type rule' , which is remarkable given the absence
of formal independence of the Central Bank

3.9 Given that Selic (short run) rates are described by a Taylor-type rule, it is possible to
estimate a path of expected future policy rates, based on inflation expectations information.
From this path of expected future policy rates, Favero and Giavazzi ingenuously derive long
term rates, that are, by construction, free of term premia. Therefore, the difference between
market rates at different maturities and the theoretical rates provides a measure of the term
structure of term premia.

3.10 Favero and Giavazzi estimate that in April 2002 and early May 2002, the 6-months ahead
risk premium was about 700 basis points for the period May-October 2003, reaching 1200 basis
points for the period November 2003-May 2004. The increase in the six-month ahead term
premia--occurring around the spring of 2003--roughly corresponds to the arrival in office of the
new government following the election in October 2002. The upward shift in the term structure
of forward risk between February 2002 and May 2002, therefore, can be linked to electoral
uncertainty. In early 2003, the yield curve had flattened and term premia were at the lowest level

12 A Taylor rule is a formula designed to guide a central bank in setting short term interest rates as economic
conditions change. The rule determines the short term rate as a function of two arguments: a) the level of actual
inflation relative to the target level; b) the level of economic activity relative to its potential or full employment
level. If inflation is high relative to the target, interest rates should go up, while if economic activity is low
relative to its potential level, interest rates should de lowered. There may be a conflict between both goals, and
the rule should provide a decision rule as to which objective dominates. See Taylor, J. (1993).



in the last three years. However, the Brady bonds spread for Brazil was still some 400 basis
points above that of Mexico.13

3.11 Thus, independently from short-term fluctuations related to the October 2002 elections,
the level of the Brazilian term prenmia reveals market concerns about the sustainability of the
debt. This hypothesis is supported by two types of evidence: first, by documenting the existence
of a stable relationship by which sovereign spreads and ratings are determined jointly by the
primary fiscal balance and the, public debt level, discussed later in this chapter. And second,
preliminary estimates of the term spread (see Appendix Al)14 show that the main determinants
are volatility and the public debt level.

3.12 The jump in the term premium that Favero and Giavazzi found for the Spring of 2003
also coincides with a concentration of debt amortization payments in that quarter. We will
describe this further in chapter 4, while here we only wish to highlight the major role in
determining interest rates level that Favero and Giavazzi assign to the markets expectation on the
government's ability to serve its debt. We deal with this topic in detail in the next three sections
of this chapter. For the moment, we point out that the perception of the government's solvency
creates problems for monetary management, given the structure of public debt, indexed to short
term interest rates and linked with the dollar. This structure could limit the ability of the Central
Bank to let the Real float or to raise interest rates, creating doubts about the coherence of the
anti-inflationary stance. In this sense, Brazil could suffer from a subtle form of fiscal
dominance' 5 . To free monetary policy from this limitation, it is crucial for Brazil to consider
lengthening the maturity and duration of public debt, so that debt coming due is not subject to
short run monetary management. Favero and Giavazzi (2002) and Garcia (2002) discuss this
topic in further detail.

3.13 To lower interest rates, the government could also undertake a risk diversification
strategy, as we will discuss in more detail in chapter 4. However, here we wish to highlight the
risk concentration strategy that has led to public debt accumulation and hence, to higher interest
rates. In times of volatility, private agents demand instruments to hedge their market risk
(exchange rate and interest rate), and the government has served as provider of those hedges by
issuing dollar-indexed debt and Selic-indexed debt. This, in part, explains why the Real crisis of
1999 did not affect the private sector and in particular the banking sector. In 2001, history
seemed to repeat itself. To illustrate this point, examine the banking sector profits in 1998-2001
(Figure 4). Note that the jumps in public sector debt in 1999 and 2001 coincide with
improvement in bank profitability indicators. Even though the strategy of providing hedges to
the private sector, in particular to the banking sector, avoided bankruptcies and major output

13 Favero and Giavazzi find a significant and large correlation between their estimated term premia and sovereign
spreads.

14 Defined as the difference between the 360 day swaps and 30 day swaps. Though we did not follow Favero and
Giavazzi's procedure to remove the inflationary expectations or expected future changes of short term rates
component, our preliminary estimates show that uncertainty and the public debt level are important
determinants of the term premium, and inflation expectations are not statistically significant. Recall these enter
directly into the short term rates. Our procedure allowed us to use monthly data since 1997. The use of
inflation expectations surveys would have implied a significant loss on degrees of freedom.
Tanner and Ramos (2002) examine statistically the fiscal dominance argument in Brazil.



-12-

contraction, the government absorbed the losses and pays via higher primary balances to serve
the debt.

3.14 Another facet of the risk absorption role of the government has to do with credit risk and
public banks. Public banks tend to concentrate in riskier clients: 26 percent of public sector bank
clients were rated C or lower, while in private banks the ratio was 18 percent. The difference is
even more striking if one considers that the 2001 recapitalization of Caixa Economica Federal
cost an estimated US$25 billion. Since then, measures have been taken to improve governance in
the public banks. Still, imprudent lending by public banks could create public debt build-up
sooner or later. A necessary part of a risk diversification strategy would, therefore, involve
seriously limiting the role of public banks. We deal with financial sector issues in chapter 4.

Figure 4
Public Debt and Banking Sector Profitability
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B. A SUSTAINABLE FiscAL REGIME

3.15 The size and composition of Brazil's public debt contributes to its sovereign risk and
imposes a ceiling on its grade by rating agencies. The total gross domestic and external debt of
the public sector reached 78 percent of GDP by mid-2002 (Table 3). If hidden liabilities were
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added to this figure, estimated at 10 percent of GDP by some analysts16 , Brazil's gross debt
would exceed the 82 percent ratio of gross debt to GDP, which is the median ratio for B-
countries according to S&P. B and B+ rated countries have a median public debt ratio of 51
percent of GDP. Moody's limits for the same ratings oscillate between 71 percent and 54
percent. Thus, given the positive association between debt levels, sovereign spreads and
domestic interest rates documented throughout this report, we may heuristically define an
unsustainable fiscal policy as one in which the public debt level rises, given the principal
objective of lowering interest rates and the domestic cost of capital. This approach coincides
with some analysts' proposals (Wyploz, 2002) according to which debt sustainability requires, at

the minimum, that the debt level does not increase, and where the debt is high, a decline in the
debt ratio may be required.

Table 3
Gross and Net Public Debt: Brazil, 2001-2002

(Percent of GDP)

December, 2001 August, 2002
Percent of GDP Percent of GDP

Gross Public Debt 73.0 78.1

Subtracting only liquid assets, such as government's deposits 65.8 70.9
with banks .

Subtracting other assets (FAT and restructured debts of states 53.3 58.3
and banks) = Official net debt

of which:

Net Federal Debt 33.2 37.5

Net Debt of States 16.4 16.6

Net Debt of Municipalities 2.1 2.1

Net Debt of State Companies 1.6 2.0

Domestic Public Debt (net) 42.7 44.4

External Public Debt (net) 10.6 13.9
Source: Bacen

3.16 Relative to GDP, Brazil's gross public debt exceeded at the end of 200lArgentina's level
before the devaluation (equal to 60 percent of GDP) and Mexico's comparable total gross debt
(equal to 45 percent of GDP).17 The ratio of domestic to external debt, however, is about 4:1 in

Brazil, as opposed to Argentina's debt, which was nearly all external debt, or to Mexico's debt,
which has a ratio of domestic-to-external debt of 1.5:1. The domestic bias of public debt and the

relative ease with which Brazil has been able to rollover its domestic debt tends to reduce

funding risks' 8 . However, in international capital markets the rollover-risk is considerable, given

16 See Deutche Bank (2002) and Giacomelli (2002). These figures are not related in any way to the implicit

pension debt estimated at about 300 percent of GDP as estimated in The World Bank, 2001.
" Comparison of debt levels across countries may be problematic because of possible exchange rate

misalignments and the valuation of external debt, or dollar-indexed debt, with respect to GDP. However, this
simple indicator is commonly used for examining vulnerability and.cross-country comparisons due to its wide

spread availability. We deal with debt composition issues further in the report.
8 During the second semester of 2002, due to very unusual circumstances, demand for money at the interest rate

targeted by the Central Bank increased substantially, leading to an expansion of the monetary base and
incomplete roll-over of public debt redemptions. In the four months from July to October the monetary impact
of the central bank operations with public securities was( in billion Reais): 14.9, 17.2, 9.0 and 20.6
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the likelihood of a credit crunch, estimated at above 50% for Brazil in 2002 (Mody and Taylor,
2002). The effects of an external capital market shock are explored later in this chapter and in the
external sustainability chapter. Rollover risk also is examined in further detail in Garcia's (2002)
paper.

3.17 Dollar-indexed instruments account for more than one quarter of the outstanding
securitized federal debt and the share of overnight Selic- linked federal bonds exceeds half of the
outstanding securitized federal debt (Table 4). Improving the composition of the public debt will
be a slow process, since it depends on sustained fiscal performance. To substitute dollar-linked
paper with fixed-rate paper would only be cost effective if the country risk (measured by external
debt spreads) fell. And, spreads would fall only if there is confidence in the country's ability to
sustain high primary surpluses, which, in turn, would stabilize and later reduce the debt/GDP
ratio.

Table 4
Brazil: Level and Composition of Public Debt (1997 - 2002)

otal I External I Domestic Composition of Domestic Debt

(In perc ntage pf domestic debt)
(Percentage of GDP) Fixed Selic- Inflation Dollar- Other

-rate indexed -indexed indexed
1997 34.5 4.3 30.2 40.9 34.8 0.3 15.4 8.6
1998 43.3 6.4 36.9 3.5 69.1 0.4 21.0 6.0
1999 49.4 10.4 39.0 9.2 61.1 2.4 24.2 3.1
2000 49.7 10.0 39.7 14.8 52.2 6.0 22.3 4.7
2001 53.3 10.6 42.7 7.8 52.8 7.0 28.6 3.8
2002* 58.3 14.0 44.4 7.8 55.8 9.9 28.5 2.0
*August. The percentages of Selic-indexed and dollar indexed domestic debt change to 45.4 and 35.0 when
adjusted to incorporate the SWAP-cambial figures. Source: Bacen.

3.18 The models that calculate debt/GDP ratio dynamics are well known. A country will have
a sustainable fiscal regime if current and future primary balances, interest rates, exchange rates
and growth rates are such that the government's inter-temporal budget constraint is satisfied. The
mathematics of such models is unambiguous and thus, it is not surprising that most economists
stress the importance of a substantial primary surplus to stabilize and reduce the ratio of the
public debt to GDP in Brazil.

3.19 Though the mathematics of the debt dynamics simulations are unambiguous, there are
some elements that are not as clear cut, such as the initial debt level from which to begin the
exercise. Ambiguity may arise because of contingent liabilities of unknown magnitude, or
because of conceptual differences among analysts that may have different objectives. Debt
sustainability analyses usually consider the net debt concept, while analysts that concentrate on
financial markets and the impact of debt on interest rates and spreads use a gross debt figure.
For instance, Favero and Giavazzi use an intermediate concept, the debt in the hands of the

respectively. Base money, that was growing at a yearly rate of 20 percent in June, jumped to 40 percent in
October. This unusual behavior is expected to be transitory as uncertainty is gradually resolved along the lines
proposed in this report.
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public, which is around 65 percent of GDP. The higher the debt level, the higher will be the

required primary surplus required to stabilize the debt indicators. In the simulations that follow,

we use the official definition of net debt figures (since we examine public sector solvency

issues).

3.20 The first simulation presents the most basic case in which the values of the determinants

of the debt ratio(growth, exchange rate, interest rates and spreads) converge to their most likely

values without uncertainty (Table 5), with a constant primary surplus of 3.75 percent of GDP.

The scenario considers growth converging to 3.8 percent, which is the potential growth rate of

output according to Central Bank estimates (Teixeira da Silva, 2001). The exchange rate

depreciates at a rate equivalent to the difference between domestic and international inflation,

starting from the average level of 2002, about 3.0 Reais per dollar19 Inflation is assumed to

decline slowly to 4 percent, while real interest rates converge rapidly to 8 percent per year, and

sovereign spreads decrease as the debt ratio falls. This scenario shows that, if the fiscal primary

surplus is kept at 3.75 percent of GDP, then the net debt/GDP ratio declines from 59 percent

(projected) in 2002 to 53 percent in 2006.20 (Figure 4A)

Table 5
Public Net Debt Dynamics Without Uncertainty

Assumptions and Resulting Public Debt/GDP Ratios

2002 2003 2004 2006 2009

Nominal Exchange Rate (RIUS) 3.5 3.39 3.53 3.67 3.78

EOP ___

Inflation Rate (GDP deflator, 16.0 9.0 7.0 5.0 4.0

percent per year)
Nominal Basic Interest Rate (Selic) 19.0 18.0 15.0 13.0 12.0

GDP Growth Rate 1.6 3.0 3.8 3.8 3.8

Sovereign Spreads (basis points) 1200 900 800 650 500

Resulting Public Debt/GDP ratio .57 .56 .54 .50 .42

assurning a continuous fiscal
primary surplus of 3.75 percent of
GDP from 2003 onwards

Source: World Bank staff calculations

19 This is an arbitrary assumption to incorporate the possibility of reversal of the real exchange rate depreciation

experienced in 2002. Since part of the debt accumulation is due to interest payments, which are a flow, these

are valued at the average exchange rate. Stocks are valued at end-of-period exchange rates. Hence the

exchange rate we use is the mid-point between both, 3.2. Later on we discuss further the assumptions regarding

the expected future path of the exchange rate.
20 This simulation, as well as others presented in this introduction, includes recognition of contingent liabilities

(skeletons) net of privatizations of 1.0 % of GDP in 2003-2006, and 0.5% per year thereafter. If one agrees

with estimates of the present value of skeletons at 10% of GDP, this value, fully amortized over a 20 year

period, would imply a yearly payment of 1.2 percent of GDP, with a 10 percent interest rate.
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Figure 4A
PubiBe Net ID'ebt Dynamdcs: Scenario Without Uncertainty
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3.21 Under the assumption of a sustained growth rate of 3.8 percent per year after 2003, a
reduction of the primary surplus to 2 percent of GDP (with all other assumptions of the basic
scenario unchanged) would roughly stabilize the debt ratio around 58 percent of GDP. Of
course, this could only happen if the relaxation of the fiscal stance does not raise uncertainty
among investors, and the exchange rate and interest rates remained unaltered. Later in this
section, we show that Brazilian empirical evidence does not support this assumption. If the 3.8
percent real growth assumption is relaxed, the 2 percent primary surplus is not enough to
stabilize the debt-to-GDP ratio,21 which is unsustainable, or at least inconsistent with spreads

22below 800 bps and positive growth. This set of results is consistent with those of most analysts,
including the Central Bank's own estimations (Goldfajn, 2002).

3.22 A very important point made in the Favero-Giavazzi paper is that debt sustainability also
depends on the volatility of domestic output and of interest rates. An increase in volatility can
push a country off a path that was up to that point sustainable. If this happens, and the country
fails to increase the primary surplus suitably, the perception that the debt may not be sustainable
will result in higher spreads and make the situation worse. Importantly, Brazil has over the last
years established a credible track record of responding to negative shocks rapidly with
appropriate increases in the primary balance.

21 This scenario has an implicit interest rate of 8 percent and growth rate of about 4 percent, hence the difference
(4 percent) multiplied by a debt ratio of about 55 percent yields a debt burden of about 2.2 percent of GDP. If
the growth rate is reduced to 2 percent, ceteris paribus, the debt burden increases to 3.3 percent of GDP and a
primary surplus of 2 percent of GDP will fail to stabilize the debt ratio.

22 Giacomelli (2002) performs sensitivity tests of the debt-to-GDP ratio to changes in the real exchange rate, the
real interest rate, real growth, and the primary surplus. His findings are: a one percentage point increase in the
real exchange rate increases the debt-to-GDP ratio by 0.26 percentage point; a one percentage point increase in
the real interest rate increases the debt-to-GDP ratio by 0.36 percentage point; a one percentage point decline
in real growth increases the debt-to-GDP ratio by 0.6 percentage point, and a one percentage point decline in
the primary surplus increases the debt-to-GDP ratio by 1 percentage point.
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3.23 To incorporate uncertainty into the debt sustainability exercise, we performed stress tests

of the debt dynamics 23. The object of the stress testing exercise is to see how the net public debt

path changes when extreme, but possible, events shock the system. Given that estimates of the

sensitivities of the debt ratio to changes in each of its determinants are already known, it is yet to

be determined the size of the probable shocks to the variables. To do so, we consider the

empirical distribution of each of the variables affecting the debt ratio trajectory (real and nominal

exchange rates, real and nominal interest rates, sovereign spreads, and the growth rate of output)

and calculate the sizes of the probable shocks with different confidence levels (Table 6).24

Table 6
Estimated Magnitude of Probable Shocks for Stress-Testing the Debt Ratio Dynamics

Variable Confidence level Sample Period

1992-2002 1996-2002 1999-2002 2000-2002

Nominal Depreciation .05 50 53 53 48

(percent) - .10 41 48 50 42

.15 29 43 48 28

Real Depreciation .05 38 40 45 49

(percent) .10 31 33 36 41

.15 25 31 34 36

Nomninal Interest Rate .05 4267 15 3.0 3.0

(percentage points) .10 1855 11 2.5 2.5

.15 1135 4 2.0 2.0

Real Interest Rate .05 120 24 3.5 3.5

(percentage points) .10 90 20 2.0 1.8

.15 75 16 1.5 1.5

Sovereign Spreads .05 670 820 430 375

(basis points) .10 472 480 400 245

_______ _ __.15 390 420 250 225

Industrial production .05 -9.0 -7.5 -5.0 -5.0

(growth rate) .10 -6.0 -5.5 -3.5 -3.0

.15 -4.5 -3.6 -2.5 -2.0

1990-2001 1996-2001

GDP growth (quarterly data) .05 -11 -6.0

.10 -10 -4.4

.15 -7 -3.8

1950 - 2001 1980- 2001

GDP growth (yearly data) .05 -6.5 -8.0

.10 -5.5 -4.0

.15 -4.0 -3.5

Source: World Bank staff calculations

23 An alternative approach to examine debt sustainability under uncertainty is proposed by Xu and Ghezzi (2002).

Their modeling strategy, though subject to restrictive assumptions, is tractable and worth exploring further.
Preliminary estimates using Xu and Ghezzi's model yield similar results to those described in this report, as
their approach shows that volatility of output, interest rates and exchange rates are important parameters in the

debt sustainability exercises.
24 Based on monthly for the period Jan., 1991- March, 2002 for these variables, quarterly data for GDP since

1988, and yearly data for GDP since 1950, we selected the p th percentiles (i.e., 8 5'h, 90"h, and 95th percentiles)

of these empirical distributions such that p percent of all observed changes in the risk factor fall below the

selected level. This would imply that only (1-p) percent of the changes would have been higher and hence,

with a confidence level of (c = 1-p) percent, the rise in the debt ratio would be higher than the estimated level

with this percentile value.
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3.24 The volatility of most of the determinants of public debt dynamics has decreased through
time (Table 6). To examine the stability of the critical values across time, we broke the whole
sample into several sub-samples and found the decreasing volatility behavior. This trend is
particularly true of interest rates, sovereign spreads and output growth, but does not hold for the
nominal or real exchange rate shocks. Our stress scenarios were constructed using the two most
recent sub-samples (Table 6).

3.25 The stress scenario is built upon the 10 percent confidence level shocks for most
variables (Table 7)25. Under such a bleak scenario, the exchange rate would depreciate and lead
to higher inflation, under the assumption of a 40 percent pass-through in the following year26.
The variables were shocked in 2003 and returned to their steady state level through time:
Growth was assumed to stabilize about a 2 percent rate, and spreads do not decrease given that
the debt is permanently increasing. The real interest rate is assumed to remain at 12 percent
throughout the simulation period, and the real exchange rate remained constant after the shock27.
In this scenario, a 3.75 percent of GDP primary surplus would not be enough to stabilize the
debtIGDP ratio. In that case, , the debt/GDP ratio would increase significantly. In this particular
case, the primary balance that would stabilize the debt ratio at 53% of GDP during the whole
forecasting horizon is 5.8 percent of GDP. This result can be interpreted as follows: if the
primary balance were to be held at an average of 5.8 percent of GDP, the ratio at the end of 2010
would be lower than 53% with a 90 percent probability.2 8 An alternative stress scenario, built
around the 15 percent confidence level of the shocks to the variables would require a 5.3 percent
of GDP primary balance to stabilize the debt to GDP ratio (with an 85 percent probability).
Reducing further the confidence level, so that shocks to the main variables are smaller with a 75
percent probability (.25 confidence level) would imply an average primary surplus of 4.6 percent
of GDP to stabilize the debt ratio.

25 As a reference point, consider that financial institutions realize the stress testing exercises with a .01 or .025
confidence level. This implies that the confidence level we are using is not imposing extremely demanding
requirements. These scenarios that consider jointly the changes in all the variables, with changes derived from
individual empirical distributions for each of the variables may be overestimating the true likelihood of all the
events happening simultaneously. However, the fact that there are no repeated shocks in the future tends to.
underestimate the likelihood of having a growing debt ratio in the future.

26 This coefficient is in the lower bound of the estimates presented in Tables 6 and 7 by Goldfajn and Werlang
(2001).

27 This assumption implies that the shocks to the real exchange rate are permanent or that are very slow to
reverse. This assumption is based on the non-rejection of the unit root hypothesis of the series, as discussed
below. Alternative exercises reported below relax this assumption.

28 These probabilities are merely an approximation, for several reasons: first, the shocks to each of the variables
were treated independently from each other, working with the same confidence level (i.e. 10 percent) shocks in
each of the variables. A multivariate approach could be used to refine the estimates, and an econometric
exercise described below relaxes this orthogonality assumption. Second, the system was shocked only in 2003
and no other shocks affected the sytem afterwards, which tends to underestimate the risk that the debt ratio
jumps upward and hence the required primary surpluses to stabilize the debt ratio..
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Table 7
Public Net Debt Dynamics: Stress Scenario with Shocks to Main Variables

(10 percent confidence level)

2002 2003 2004 2006 2009
Nominal Exchange Rate (RIUS) EOP 3.5 4.10 4.43 5.00 5.65
Inflation Rate (GDP deflator, percent per 16 14 11 9 6
year)__ _ _

Nominal Basic Interest Rate (Selic) 19 24 23 21 18 i

GDP Growth Rate 1.6 1.0 2.0 2.0 2.0
Sovereign Spreads (basis points) 1200 1600 1300 1200 1200
Resulting Public Debt ratio with primary .57 .63 .65 .67 .70
balance at 3.75 percent of GDP
Source: World Bank staff calculations

3.26 One of the most critical assumptions in the debt sustainability simulations refers to the
path of the real exchange rate. A constant or depreciating real exchange rate scenario requires a
higher primary surplus to stabilize the debt ratio. Examination of the real exchange rate index
since the 1980s (Figure 4B) shows that in 2002 the real exchange rate index achieved its lowest
level in decades. Whether or not this fact can be interpreted as a low likelihood of having a
future appreciating trend is a matter of discussion. If the real exchange rate has a mean-reversing
inertia towards some of historical average, then the appreciating trend is more likely. This is the
view adopted by Goldfajn (2002), who finds that by the mere effect of the real exchange rate to
its 15-year historical average, the debt to GDP ratio would fall by 25 percentage points in a 10-
year horizon. However, statistical tests (reported in the Appendix) did not allow us to reject the
unit root hypothesis in the real exchange rate series, implying that the mean-reverting property
does not exist in the series. This result coincides with those reported by Terra and Werlang
(2002) for multiple indicators and proxies for the real exchange rate index. This evidence calls
for caution when assuming an appreciating trend in the debt sustainability exercises. In
assessing the likelihood of future shocks to the real exchange rate in Brazil, we wish to note the
apparent role of capital flows in determining this variable since the 1980s. during the 1990s, the
appreciating-depreciating pattern of the index is also present in other Latin American countries,
highlighting the role of external factors in influencing the path of this variable.

3.27 Acknowledging the fact that some researchers have found mean-reverting characteristics
in some real exchange rate indices for Brazil (Pastore, Blum and Pinotti, 1998), we considered a
scenario that allowed for the full reversal of the 2003 shocks to the real exchange rate in a 3-year
horizon.2 9. The scenario is identical to the one described in Table 7, except that the nominal
exchange rate remains fixed at 4.1 Reais per dollar in the 2003-2006 period such that the
inflation differential between Brazil and the rest of the world reverses the initial depreciation. In
this scenario of full reversal of the simulated shocks in three years, an average primary balance
of 4.8 percent of GDP would stabilize the debt to output ratio at 53 percent of GDP.

29 The duration of the shock is estimated by calculating the half-life of the shock in an autoregressive model for

the real exchange rate. Details are reported in the appendix.
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3.28 The calculations we report assume that the initial debt ratio level, or the level about
which the ratio is to be stabilized, is 53 percent of GDP, which was the 2001 year-end level.
However, during 2002, shocks to the exchange rate and to interest rates caused the debt ratio to
jump to 63 percent of GDP in September. If the debt ratio were to be stabilized at this higher
level, the required primary surplus would be lower. Appendix A.2 presents the contrast between
the required primary surplus to stabilize the debt ratio at 63 percent of GDP or at a more
demanding level of 53 percent of GDP, under alternative exchange rate scenarios. Given the
arguments presented in this report, in particular the signaling effect of fiscal variables and the
importance of the debt level for changing the debt composition explored in chapter 4, we believe
that a larger primary surplus would contribute significantly to protecting Brazil from a debt trap.

3.29 These results on the required primary balance for debt stabilization with a given
probability should be interpreted as the likelihood that Brazil would enter a virtuous circle of
spread reductions, interest rate decreases, higher growth, and lower debt ratios. Given Brazil's
proven ability to adjust to negative shocks, the remaining probabilities should not be interpreted
as an indicator of unraveling or spiraling debt. Failure to achieve the indicated levels of public
saving would simply imply a lower probability of being able to overcome the muddling-through
scenario of high interest rates, low growth, and high debt ratios that were characteristic of recent
years. In the negative scenario, the country would remain vulnerable to shocks and continuity of
the muddling-through scenario would be more likely.

3.30 The analysis up to this point has focused on the sensitivity of the debt ratio to shocks in
output, or interest rates or the real exchange rate. This reasoning implicitly assumes that the debt
ratio is exogenous with respect to the shocking variables, and that shocks to each of the risk
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factors (output, interest rates, exchange rates, etc.) are independent of each other30. We proceed

with the analysis by incorporating more realistic features of the relationship among the variables.
In particular, we incorporate three key features: a) all the variables may be equally endogenous;
b) they are inter-temporally related; and c) shocks to the variables may be correlated. The

Generalized Vector Autoregression (GVAR) method, proposed by Koop, Pesaran and Potter

(1996), was designed specifically to account for these features of the data.3'

3.31 The set of variables includes the public debt ratio to output, the primary fiscal balance,

the real exchange rate, the real interest rate, output and capital flows. Based on monthly data for

the period 1991:01- 2002:01, the model represents reasonably well the relationship among the
variables and captures the way vicious or virtuous circles operate.32

3.32 The analysis focuses on what we consider the three major threats to stability in Brazil; a

shock to capital flows, a shock to the debt ratio, and a shock to the primary balance. One of the

key results is the verification of the endogeneity of capital flows to changes in fiscal policy.

Domestic policy changes can generate capital inflows or outflows, though capital flows can also

be the source of shocks to the system. Appendix A.3 presents the graphs of the effects of these

shocks.

3.33 A shock to capital flows. Results show that a positive shock to capital flows leads to a

lower interest rate, to a real exchange rate appreciation, to higher output and overall to lower

debt ratios. A US$ 6 billion increase in capital flows appreciates the currency by 1 percent,
lowers the Selic by 2 percentage points, increases output by 0.3 percent, and lowers the debt ratio

by 0.2 percent. To scale appropriately the magnitudes of the adjustments, consider that the

magnitude of the shock was US$ 6 billion (one standard deviation) while historical experience
shows that shocks can be much larger.33. Not only does a capital crunch have an adverse effect

on the stance of fiscal solvency by the depreciation that it produces, but it also impacts the

30 Since we worked with univariate empirical distributions for each of the risk factors to estimate the size of the

shocks, we assumed orthogonality. However, when building a complete scenario we worked with

simulatneous shocks, which implicitly assumes perfect correlation. Orthogonality of shocks is the assumption

of traditional Vector Autoregression Analysis (VAR).
3' The GVAR method has several advantages over the traditional VAR method. The GVAR method allows us to

produce impulse-response functions that are independent of the ordering of the vector of variables, which are

thus, unique. Hence, there is no need to impose any type of restrictions to be able to identify the shocks, as

they are not, by construction, assumed to be orthogonal. Koop, G., H. Pesaran and S. Potter (1996).
32 The GVAR simulations used monthly data from 1991:01 to 2002:01 for the following variables; output- index

of industrial production, seasonally adjusted (in logs), net debt to output ratio (source: central bank of Brazil),

real exchange rate index in logs (source IMF), the Nominal monthly Selic deflated by ex-post year on year

inflation rate, the primary fiscal balance (source: central bank of Brazil), and capital flows proxied by the

negative of trade balance plus the change in international reserves. All the variables were I(1) (except the

capital flows proxy), so we used a co-integrating VAR framework. The lag order was 2, selected on the

Schwarz information criterion. The numbers of co-integrating vectors were either one (maximal eigenvalue

test) or two (trace test). We chose one for convenience. Given the non-stationary feature of the variables, these

will not return to a steady state after the shock (Pesaran & Pesaran, 1997). Rather, they will adjust to a new

equilibrium position of the co-integrating vector. The graphs of the impulse-response functions different than

those reported in the appendix are available upon request.
Mody and Taylor estimate demand and supply functions of external financing in Brazil, and in a disequilibrium

approach they seek to identify whether a given outcome lies in the demand schedule or the supply. A credit

crunch takes place if the observed outcome is on the demand schedule. Given uncertainty, the authors estimate

the probability of being on one schedule or the other.
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external financing conditions facing the whole economy. This is explored in further detail in
chapter 5.

3.34 A shock to the pirimnary balance. Results show that an increase in the primary fiscal
surplus of 0.4 percent of GDP is associated with higher output of 0.3 percent, lower Selic rates
by 3 percentage points on average and higher capital flows of about US$300 million per month.
The fact that higher primary balances are associated with higher output levels is consistent with
the non-Keynesian effects of fiscal policy, as described by Giavazzi and Pagano (1995) and
Alesina and Ardagna (1998). Giavazzi and Pagano stress the effect of a serious and permanent
fiscal adjustment on expectations and wealth, which, in turn, affects private expenditure. Alesina
and Ardagna examine the supply effects of a fiscal adjustment. Given that most successful
adjustments involve a reduction in public sector wages and employment, labor markets tend to
work more efficiently with the following boost to the supply side. Most noteworthy is the
impact on real interest rates as well as on capital flows. The impact on capital flows is especially
important, showing that capital flows are endogenous to policy changes.

3.35 A shock to the debt-to-GDP ratio. This type of shock could result from the discovery of
new contingent liabilities ("skeletons" in Brazil's jargon). Results from the GVAR simulations
show that a 1 percent shock to the debt ratio is associated with lower output by 0.5 percent, a real
exchange rate depreciation of 4 percent, higher Selic rates by 12 percentage points, lower capital
flows by US$ 500 million per month and higher primary balances by 0.07 percent of GDP.
Among these results, the least intuitive one seems to be the higher primary balances associated
with higher debt levels. This result is typical of a dependable government that wishes to signal
creditworthiness to the markets. The next section studies this result in more depth.

C. T$E SIGNALDNG ROLE OF THE Y SURPLUS

3.36 How do governments that are not fully credible signal regime sustainability? In a world
of imperfect information, where investors do not know the debt issuer's true commitment to
serve its obligations, how can a sovereign committed to pay its obligations differentiate itself
from other types of debt issuers? The recent contrasting experiences of Argentina and Brazil, as
well as several highly indebted European countries that have faced credibility problems in the
recent past, may provide valuable lessons. Despite the similarity in the public indebtedness
indicators in Argentina and Brazil (Table 8), Argentina suffered a major crisis while Brazil
avoided one. The main sustainability indicator distinguishing Brazil from Argentina is the
primary fiscal balance. Can that variable explain the difference between these countries' fates in
the 2000-2001 period?
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Table 8
Summary of Public Debt Indicators in Argentina and Brazil 2000-2001

_______________________________ A r entina Brazil
_ _ __ _ 2000 2001 2000 2001

Public Debt (% of GDP) 45.0 52.9 49.6 53.3
Interest payments (% of GDP) 3.4 3.6 7.2 7.3
Interest/ tax revenue (%) 23.7 25.9 30.9 29.8
Interest/current revenue (%) 17.2 18.8 18.0 16.5
Overall fiscal balance (% of GDP) -2.4 -3.1 -3.6 -3.6
Primary fiscal balance (% of GDP) 0.9 0.5 3.6 3.7
Source: Source: World Bank staff calculations based on official data for Brazil, Bacen and for Argentina, Minsterio de

Economia.

3.37 Some analysts would argue that exchange rate flexibility played a role in the different
outcomes. While this may be true, some external debt indicators, like the debt service to exports
ratio (Table 9), would indicate that external sustainability considerations were-at least before
the devaluation in Argentina-not necessarily a major differentiating factor between both
countries.

Table 9
External Debt Service as a Ratio of Total Exports in Selected Latin American

Countries
1997 1998 1999 2000 2001

Brazil 0.66 0.77 1.22 0.83 0.70
Argentina 0.59 0.69 0.93 0.94 0.77
Uruguay 0.25 0.25 0.36 0.37 0.39
Chile 0.21 0.24 l 0.27 0.25 0.28
Mexico 0.36 0.22 0.27 0.23 0.20
Source: World Bank Staff Calculations

3.38 To examine the primary surplus' role as a signaling device, Drudi and Pratti's (2000)
model may be useful. Their model is based on investors' uncertainty regarding the type of
government in office. On the one hand, there are dependable governments that honor their
obligations. On the other hand, there are weak ones that default on their debt obligations. This
uncertainty allows a weak government to issue debt and pretend to be a dependable government.
The model predicts two types of equilibria. One type, a pooling equilibrium, generally prevails
at low interest rates and small debt ratios, in which, initially, both types of government run
primary deficits. In this equilibrium the dependable government's incentive to distinguish itself
from a weak government is not high, given the low debt ratios or low risk premiums. In the
other type of equilibrium, prevailing when debt ratios are large and the cost of borrowing is high,
dependable governments choose to generate a primary balance surplus to signal their true type
and weak governments default because the costs of mimicking the actions of dependable
governments are too high.
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3.39 This uncertainty generates a positive relationship between primary balances and ratings
and a negative association between debt stocks and ratings. Other models of debt default with
exogenous shocks to interest rates or to government expenditure will also predict similar
associations between debt ratings and fiscal variables. For example, a big enough shock to
government expenditure or to interest rates can make debt unsustainable with a likelihood that
varies positively with the debt ratio and inversely with the primary balance. The interesting
implication of the Drudi and Prati model is that primary balances have a more significant
signaling effect, as the debt ratio is higher. As reported by Herrera (2002), Brazil's spreads,
primary balances and debt ratios show that the primary balance had a larger impact on spreads as
the debt ratio increased, while Argentina's data does not support the hypothesis of this signaling
role for primary fiscal balances. D5rudi and Prati show the signaling role of primary balances is
also present in four European countries (Italy, Belgium, Denmark and Ireland) that successfully
managed to improve their credit ratings and reduce their public debt burden.

3.40 Brazil's management of its primary fiscal balance differentiated it from neighboring
Argentina in the 1999-2001 period. Most debt indicators in Argentina and Brazil were similar
until the end of 2001-before the Argentine devaluation (Table 8). And, while, primary
balances had been similar until early 1999, since then these balances exhibited distinct trends in
the two countries (Figure 5). Argentina's small primary surpluses contrast with Brazil's
significant and growing surpluses. When debt ratios increased in 1999, in Brazil, as opposed to
Argentina, the primary balance turned into a significant surplus and signaled the country's
commitment to adjustment.

3.41 This flexibility of fiscal policy proved to be an important signaling tool for investors. As
debt increases, the primary balance has to go up to signal investors that the government is willing
to maintain its intertemporal budget. If debt goes up but fiscal policy is predetermined and the
primary balance cannot be adjusted, some other variable will change to balance government's
inter-temporal budgetary restriction: either prices to up to liquidate debt service in real terms or
the norninal debt service payments go down. Argentina chose a combination of both in 2001.
Taking into account the experience of OECD countries, only after sustained history of primary
surpluses will credibility be established, and spreads will begin to decline.

3.42 The contrast between the different adjustment paths followed by Argentina and Brazil
during the 1999-2001 period is a lesson for fiscal policy management that cannot be overlooked.
By accepting the short run costs of a flexible fiscal policy that implied raising the primary
surplus (and adopting a coherent monetary and exchange rate program), Brazil negotiated its way
out of the crisis maintaining positive growth rates and attracting capital flows when the whole
region was falling into a recession and experiencing capital outflows. Preliminary estimates
based on household survey data (PNAD) indicate that there was a slight decrease in poverty rates
during the period, and that income inequality remained constant. Argentina, instead, attempted
debt swaps and market friendly debt restructuring without substantially changing the country's
macro fundamentals. This financial engineering approach, coupled with the fact that the
financial sector was an important holder of public debt, led to the sector's collapse bringing
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down the rest of the economy 34 . As a result of the crisis, poverty increased to levels not seen
since the hyperinflation era: In May, 2002, 49.7 percent of the Greater Buenos Aires population
was below the poverty line, exceeding the 1989 peak of 47.3 percent Most of the increase in
poverty took place during the last two years: In May, 2002, 53 percent of the total (urban)
population was below the poverty line, while a year earlier it was 36 percent and at the end of
2000 it was 29 percent35. The recent crises has hit the poor harder, as the Gini coefficient rose to
.53 from .48 in May 2000, the largest increase registered in this coefficient since 1989 (Siempro,
2002). These crises, as discussed in chapter one, have long-lasting consequences on poverty and
reversing the damage may take several years. This shows that to attain stability and fight poverty
there are no shortcuts and, the most difficult way (a high primary surplus now) is, in the long
run, the easiest.36

Figure 5

Primary Balances and Debt Ratios in Argentina and Brazil
(Argentina, solid line; Brazil, dashed line)
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34 Aizenman, Kletzer and Pinto (2002) develop a model to show why debt swaps and voluntary debt
restructurings do not, in general, work unless the inter-temporal fiscal constraints are effectively modified.
The authors show that a financial engineering approach (debt swaps) can even make matters worse

35 Souces are official government statistics INDEC, 2002: SIEMPRO, 2002. The End 2000 data corresponds to
the Greater Buenos Aires since no data is available for the total urban population. For 2001 and onwards, the
numbers between the GBA and the total urban samples are very similar.

36 Paraphrasing the novelist Henry Miller.
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3.43 Brazilian sovereign spreads, the public debt to GDP ratio and primary balances
maintained a stable equilibrium relationship in the past decade (Herrera, 2002, Fiess, 2002), with
spreads being positively associated with the primary balance and negatively associated with the
debt level. This relationship implies that as debt increases, sovereign spreads will tend to rise.
Note the correspondence with results of the previous section according to which shocks to the
debt ratio (increasing) would imply capital outflows (Appendix A.3). Similarly, if the primary
balance rises, spreads will fall, consistent with the previous section results of a shock to the
primary balance (increasing) bringing capital inflows.

3.44 Given this stable relationship between the three variables (primary balance, debt ratios
and sovereign spreads), fixing two of them would determine the value of the third one. For
example, if the spreads are fixed as a target rate, and the debt level is taken as a given, then there
would be only one level of primary balances consistent with both. Table 10 summarizes this set
of options. For instance, if under normal circumstances Brazil sets as a target lowering its
sovereign spreads to investment grade levels, given current debt ratio (between 50 and 60% of
GDP) the structural or long run primary balance should be above the recent target levels.

3.45 Since these primary balance estimates refer to equilibrium levels, they should be
interpreted as the structural budget balance for policy recommendations purposes. That is, the
observed figures must be adjusted for the cyclical components to calculate the actual structural
balance. This is discussed in the next section. For the moment, we wish to note that Brazil had
sovereign spreads below 500 bps in 1993-1994 and in 1996-1997, and the primary balance
oscillated around 2% of GDP or even lower. However, debt levels were around 32% of GDP.
Now, the bigger primary balance required for attaining similar spread levels can be interpreted as
the cost of delayed stabilization, of risky debt composition, and of several shocks that affected
the Brazilian economy and led to debt accumulation.

Table 10
Long Run Primary Balance Consistent with a Target Sovereign Spread Level for

Different Debt-to-GDP Ratios (in % of GDP)
_____ ESovereign Spreads (bps)

Debt ratio 500 600 700 800 900
(% of GDP)

45 4.5 3.9 3.4 2.9 2.3
50 5.2 4.7 4.2 3.6 3.1
55 6.0 5.5 5.0 4.4 3.9
60 6.8 6.3 5.8 5.2 4.7

Source: Herrera (2002).

3.46 The order of magnitude of the primary balance that would bring about the desired spreads
reduction in Brazil does not seem large, compared to the primary balances registered in other
countries that have high interest payments on public debt (Figure 6).3 In 2001 Brazil paid over 7

37 The sample is composed of some OECD countries and the three largest Latin American economies; Belgium,
Canada, Denmark, France, Italy, Greece, New Zealand, United Kingdom, United States, Argentina, Brazil and
Mexico. Cross-country comparisons of primary balances may be problematic and could be biased against
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percent of GDP in interest payments and registered a primary balance of 3.7 percent of GDP.
Belgium, Greece and Italy spent about 6 percent of GDP in interest payments in 2001, but their
primary balances were about 6 percent of GDP too. This type of benchmarki.ig can be useful for
future policy action, rather than for an ex-post evaluation of fiscal policy, because the fiscal
outcomes depicted in the graph are endogenous results, sensitive to many factors, among others
the business cycle. Hence a better instrument for evaluation of fiscal policy should take into
account, as we attempt in the next section, this endogenous component of fiscal outcomes.

Figure 6
Interest Payments and Primary Balances in a Sample of Countries, 2001 data (% of
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D. THE QUALITY OF FiSCAL ADJUSTMENT AND PROCYCLICAL POLICIES

3.47 Since 1999, the Brazilian government has undertaken an impressive fiscal adjustment,
breaking away from the unsustainable path that public accounts followed in the nineties. The
government raised its primary surplus from -0.2 percent of GDP in 1998, to 3.25 percent in
1999, 3.5 percent in 2000, 3.7 percent in 2001, and 4.1 percent of GDP in 2002. As the tax
burden is already high, it is very unlikely that further revenue increases are desirable or
sustainable.3 8 Thus, the continuity of the primary surplus will depend on the government's
capacity to cut expenditures.

3.48 In this section we wish to highlight that the sustainability of fiscal adjustment will depend
on the quality and type of adjustment. First, an adjustment that avoids a procyclical bias is
preferred, given that it will not depend on transitory oscillations of variables, in particular
economic activity, or it is more credible because a fiscal contraction during recessions generates

countries with comprehensive fiscal accounts, including Brazil. Aggregation levels vary, and the quality of
fiscal data does not always meet the IMF standards and codes of fiscal transparency. Data for OECD countries
can be found at www.oecd.org.

38 The tax reform proposals discussed in Congress would substitute indirect cumulative taxation by a broad VAT.
However, such reform could imply a loss of revenue or very high VAT rate, varying from 25% to 45%
(Werneck 2000)



- 28 -

fears of crisis. Second, the quality of the adjustment depends on the effects of expenditure cuts
and tax increases on the efficiency of the economy and on the welfare impact on different groups
within society. We consider adjustment of low quality if it reduces investment for the provision
of public goods and services because of a positive correlation between public investment and the
growth rate of the economy, or if it produces higher deadweight losses mainly due to inefficient
resource allocation.3 9 Finally, an adjustment that preserves expenditures primarily to benefit the
least advantaged groups within society can be considered of high quality.

Pro-cyclical fiscal policies

3.49 Real growth volatility is costly, particularly for the poor. Latin America is more volatile
than OECD countries and East Asian countries. Perry (2002) finds that Latin America's excess
volatility is explained by exogenous shocks (to the terms of trade or to capital flows), by
insufficient development of financial markets, and by the volatility of macroeconomic policies.
Among the last set of factors, pro-cyclical fiscal policies play a major role (Perry, 2002)

3.50 Pro-cyclical fiscal policies in Latin America contribute to deepen the cycle, particularly
during recessions, when they tend to generate upright surpluses after a financing crisis (Gavin,
et. al., 1996). During output expansions fiscal policies tend to be less restrictive, giving rise to
doubt about the sovereign's debt servicing capacity when conditions turn sour. Blanco-Herrera
(2002) document the procyclical feature of fiscal policy in Brazil in the period 1991 - 2002,
showing that in the short run, output increases are associated with a decline in primary balances,
while output contractions are associated with rising primary balances.

3.51 Fiscal policies may be pro-cyclical for a variety of reasons. Limited access to
international credit markets forces governments to abandon a tax-smoothing approach and
tighten fiscal policy in the face of a shock. Taxes are heavily dependent on cyclical income so
that in slowdowns deficits tend to rise, but given the pro-cyclical nature of capital flows and
imperfect access to international credit markets, governments are forced to adjust. Weak
institutional structures do not allow for the generation of large primary surpluses in good times,
but rather lead to increased spending weakening the fiscal position.

3.52 As Brazil deals with pressing adjustment issues, it benefits from the Fiscal Responsibility
Law that corrects a previous fiscal deficit bias and helps guarantee fiscal prudence. The law is a
product of broad political consensus, and the accompanying law on fiscal crimes makes effective
the punishment of deviations from fiscal responsibility.

3.53 Yet, as Brazil progresses along the road of fiscal management, it could consider
complementing the Fiscal Responsibility Law with legislation along the lines of the Chilean
Structural Balance Rule. Chile's rule imposes an explicit commitment to keep a one percent
structural surplus each year with the structural balance estimated by removing the effects of
variations in copper prices (which obviously do not apply in Brazil) and the economic cycle on

39 For instance, turnover taxes may lead to vertical integration of firms when in the absence of the tax outsourcing
could be the most efficient organizational arrangement. Taxes on labor can lead to a higher capital/labor ratio
to minimize the firm's tax burden. Payroll taxes may also lead to informality in labor markets, which in turn
may hamper the workers access to credit markets or adequate social security coverage.
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revenues. In Brazil, the LDO could define the primary balance in structural terms, thus
excluding interest payments which may be the most procyclical component of the fiscal balance.

3.54 By predicting and preserving the primary surplus in good times or by containing and
predicting the deficit in bad times, the law would curb political pressures to use surpluses or
enlarge deficits. Perry (2002) also claims that the rule could enhance the credibility of fiscal
policy in financial markets, because the deficits in bad times would be clearly anticipated and not
signal a relaxation of the government's fiscal stance. Hence, by separating both components, the
public can clearly identify what is endogenous to the cycle (and not resulting from policy action)
and what is due to fiscal policy. In recessions, then, the deficit could increase as a result of lower
revenues, but not from increased expenditure that would immediately reflect in the structural
budget balance measure.

3.55 The cyclical component of the primary balance (Figure 7) indicates that, at the end of
2001, cyclical or transitory fluctuations in GDP and other variables had a negative impact on the
primary balance of between .5 and 1 percent of GDP. Thus, preliminary estimates of the
structural budget balance indicate that, at the end of 2001 it was about 4.5 percent of GDP
(Figure 8).4 This fact, together with Table 10 implies that the current structural primary balance
could be increased to whatever level is consistent with the desired target spreads level and the
given debt ratio.

3.56 If considered appropriate, such a policy change must be implemented gradually and in
such a way that does not imply, or can be interpreted as a relaxation of the fiscal stance. To
avoid the possibility of a negative market reaction, the structural balance could be calibrated in
such a way that the observed surplus would not fall below the current level, even in a slowdown
scenario. To avoid misinterpretation, the IMF methodology (Hagemann, 1999) could be adopted
as it was in Chile to enhance credibility of fiscal policy management (Marcel, et.al., 200 1)41. As
an indicative benchmark, consider the Chilean target of 1 percent of GDP overall fiscal surplus
in a country that has a net debt of 15 percent of GDP. Because the Chilean public sector has
about 1 percent of GDP in net interest payments, the implicit primary structural balance surplus
oscillates around 2 percent of GDP. This fiscal rule would have to be adapted to consider
differences in the debt level and in the volatility of the variables that determine debt paths.

40 The structural budget balance is the observed primary balance minus the cyclical component estimated by
Blanco-Herrera.

41 Chile adopted this policy rule in 2000, the first year of government of the first Socialist president since
Allende.
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Figure 7
CyclicaR Component of the Primary Balance
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Composition of Fiscal Expenditures and Rlevenues

3.57 The fiscal deterioration registered in the early nineties is explained mostly by expenditure
growth as shown by Velloso (2002) and Blanco-Herrera (2002). Total expenditures grew by 16

percent, while revenues only increased by 8 percent. Among the categories of current
expenditure, Personnel and Social Contributions and Social Security Benefits experienced the
greatest expansion. On the other hand, capital expenditures grew much less than the average

increase in expenditures, suggesting that the expansion of expenditures during the 1995-98
period was of dubious quality.

3.58 The most noteworthy feature of public expenditure is its rigidity. This feature, accurately
described by Velloso (2002), gives rise to an undesirable expenditure and revenue composition.

On the expenditure side, this rigid portion oscillates between 75 and 80 percent of non-interest
payments. On the revenue side, given the constitutional transfers (rigid spending), the system has

promoted a proliferation of contributions to circumvent this earmarking. This proliferation of
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taxes leads to deadweight costs and losses for society. We will not deal with this topic in this
report.

3.59 To achieve lasting increase in the primary surplus without compromising public
investments and public services that are critical for growth, Brazil needs structural measures
addressing spending rigidities. In the rigid expenditure component, we wish to highlight the
fiscal imbalance generated by the social security system of the public servants (RJU), described
extensively in other documents (World Bank, 2001). The RJU is a major source of fiscal
imbalance with acurrent cash deficit of about 4 percent of GDP.. The RJU is also a source of
inequality compared to the pension system for private sector workers (RGPS). RGPS
beneficiaries, accounting for 91 percent of the total, receive 57 percents of total benefits. RJU
beneficiaries, representing 9 percent of the total, receive 43 percent of total benefits.

3.60 Given this expenditure rigidity, it was not surprising that the adjustment on the federal
fiscal accounts between 1999 and 2001 was based on revenue increases. Total federal revenue
grew by 19 percent, and tax revenue increased by 23 percent (or 3 percent of GDP). There also
was a steep rise in federal direct taxes, of almost 40 percent. On the other hand, the revenue of
Social Security System remained stagnant. Two factors explain the stagnation of social security
revenues during the last decade: the increase in unemployment and the progressive increase of
the informal sector of the economy, which could be a consequence of the increase of indirect
contributions. Most of the revenue growth was achieved through the significant rise of indirect
social contributions (more than 80 percent of the increase). Its cumulative nature and the excess
burden that this type of contributions impose to the formal productive sector of the economy
allows the conclusion that the fiscal adjustment affected negatively the efficiency of the
Brazilian economy and thus was of low-quality.. However, it is crucial to acknowledge that
without the 1998-2000 reforms to the general social security system, its deficit would have
grown exponentially to about 8 percent of GDP by 2025 (World Bank, 2001), while currently it
is stabilized at 1 percent of GDP.

3.61 During the adjustment period, expenditures grew by half of the revenue increase and
current expenditures accounted for most of the increase, while capital expenditures remained
stable. Personnel expenditures remained stable while social security benefits and
intergovernmental transfers experienced higher rises. Thus, the expenditure composition
continued loosing quality in the sense that the weight of capital expenditures was reduced while
current transfers showed a permanent increase.

3.62 Again, it is crucial to emphasize the importance of expenditure cutting as a means of 
attaining the required primary balance surpluses that were mentioned throughout this section.
International experience shows that successful fiscal adjustments, that is, adjustments that are
permanent, rely more on current expenditure cuts than on revenue-raising policies or capital
spending cuts (Alesina and Perotti, 1996). Evidence presented by Blanco and HerrerA (2002)
verifies the different impact on output of different types of government expenditure. For
instance, subsidies have a negative effect on GDP in the long run, while transfers are either
negative or negligible. Government capital formation has a positive impact, with elasticity of :8,
which is quite high but still smaller than the elasticity of output to private capital -formation,
which is larger than one. These results, plus evidence from international experiences on fiscal
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adjustment sustainability, highlight the importance of reducing transfers and subsidies to

maintain or increase the primary fiscal balance surplus.

The Fiscal Adjustment of 1999-2001I and Social Expenditures

3.63 During the period 1995-2001, federal social expenditures represented approximately 60

percent of the non-financial expenditures of the federal government. Social security and

assistance expenditures represented more than 65 percent of the federal social expenditures.

Health and sanitation and education correspond to 16 percent and 11 percent, respectively. Labor

and employment expenditures were 7 percent of federal social expenditures, while housing

represented less than 1 percent (Blanco-Herrera, 2002; Appendix A4)

3.64 From 1995 to 1998, federal social expenditures in real per capita terms increased

gradually, achieving a peak in 1999 (Appendix A4). From 1995 to 1997, despite the increase in

real terms, the relative weight of the federal social expenditures in total expenditures declined

because the other (non-interest) expenditure rose at a faster rate. As a result of the fiscal

adjustment of 1999, the rapid expansion in federal social expenditures was slowed down,

maintaining social expenditures relatively constant between 1999 and 2001 The same happened

with other primary non-social expenditure. The fiscal adjustment preserved social expenditures,

and thus, it may be considered of good quality in the sense that the resources directed to lower

income groups of population were not reduced significantly.

3.65 Social security and social assistance are the only areas that maintain higher levels

compared with the 1995-96 figures, despite reductions in the last 2 years. The increase in social

security expenditures during 1995-98 reflects several developments in order of importance: i)

growth in the number of new beneficiaries; ii) increase in the mean value of benefits conceded

by the system; and iii) increase in social assistance transfers resulting from the expansion of

social security benefits to population groups not previously protected by social security system.

Most noteworthy, the benefits established in 1996 by the Social Assistance Organic Law (LOAS)

increased the number of beneficiaries of the social security system to more than 1 million people.

3.66 Several measures have been implemented to stem this expenditure growth. With the

approval of the Constitutional Reforms in the private sector social security system, which set

more strict eligibility criteria, the rate of growth of the new entrants has been reduced.

Additionally, the application of a social security factor (fator previdencidrio), which creates a

closer link between contributions and benefits, has reduced the mean value of benefits. These

two measures interrupted the increasing path of social security expenditures for private sector

workers.

3.67 For the public employee social security system, the taxation of benefits partially

attenuates the large disequilibria of this system, calculated in R$ 48 billion. However, the

increasing benefits received by inactive public sector personnel, that is, pension benefits equal to

100 percent of exit salaries indexed to salaries of the active personnel, and the lack of reforms

limiting these benefits, constitute a threat to fiscal stability. On the other hand, due to the

regressive nature of the public social security system, reductions in social security expenditures

would not imply a loss in the quality of federal expenditures.
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3.68 At the state level, education, social security and social assistance and health and
sanitation are the most important social expenditures representing 45 percent, 32 percent and 18
percent of the social budget, respectively. During the nineties, as a result of the progressive
decentralization of social policy, the state governments have increased the volume of resources
directed to social areas. Between 1990 and 2000, social expenditures grew 20 percent in real
terms, with most of the expansion concentrated in the 1995-98 period.

3.69 The components of state social expenditures followed different paths. The most favored
area was social security and social assistance, exhibiting a real increase of 45 percent, followed
by education with an increase of 23 percent. Real expenditures on health, sanitation and housing
declined.

3.70 Summing up this section's findings, we characterize the fiscal adjustment implemented
during the last three years as a revenue-increasing adjustment. At the federal level, revenues
increased 20 percent while expenditures grew 10 percent. Similarly, state revenues grew 18
percent and expenditures only 8 percent.

3.71 The revenue increases primarily came through a rise in the tax burden. In the early
nineties, the tax burden was 25 percent, while in 2001 it reached 34 percent. This high level of
taxation has its costs, particularly the increasing share of indirect cumulative taxes and the over-
taxation of a reduced tax base, which generate distortions in the economy.

3.72 On the expenditure side, while overall non-financial expenditures increased, capital
expenditures declined. Unless this reduction is accompanied by a significant improvement in the
quality, efficiency and productivity of public expenditure, there could be a risk of reversals
taking place in the future.

3.73 And, while there are positive signs that the government is able to prune public
expenditures, improvement of the fiscal adjustment's quality requires restoring the government's
capacity to support the growth of the economy through an adequate and efficient provision of
public goods and services. To improve the quality of the fiscal adjustment, continued reform of
the social security system is a priority and the government should regain some flexibility in
expenditure to be able to increase its saving.

3.74 If the government wants to raise the primary surplus on a sustainable basis, it could
concentrate on the structural problems: excess expenditure rigidity and structural imbalance of
the social security system of public servants.42 For the social security reform, imposing a
contribution on the beneficiaries of the public sector system would be of the highest priority. A
15% contribution rate today would increase savings by up to .7 percent of GDP.43 This estimate
could be substantially lower, depending on the income threshold for exemptions and the extent to
which states and municipalities follow the federal lead. Other medium term required actions are
the breaking of the link between pension levels and active workers wage increases, raising public

42 The introduction of pension contributions by public sector retirees has already been attempted but was ruled
unconstitutional by the Supreme Court. This implies that this necessary measure to attack a structural
imbalance would require a Constitutional amendment.

43 Grossly estimated as a flat contribution rate of .15 on total benefits of federal, state and municipalities benefits
of 4.7 percent of GDP.
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sector servant's contributions from 11 to 15 percent, and indexing pensions to inflation rather

than the minimum wage.

3.75 Other measures to reduce earmarking of revenues and reduce mandated spending
are critical to regain more flexibility for fiscal policy. One attractive option would be to

change the basis for transfers to states and municipalities from a percentage of certain revenues

to a percentage of total primary spending. This would lead to a systematic fiscal burden sharing

across government levels and increase the federal government's control over total expenditures.

3.76 For greater flexibility, extending the Fiscal Stabilization Fund (DRU), which expires

in 2003, would permit excluding 20 percent of net tax revenues from earmarking. This is a

second-best measure that would need to be retained until earmarking and mandated expenditures

have been reduced to manageable levels. To indicate orders of magnitude, increasing the DRU to

30 percent would raise government saving by 1.1 percent of GDP. 4. Moreover, the DRU could

be modified as to set this "retention rate" on the gross tax revenues, which would imply

additional federal savings at the expense of reducing transfers to states and municipalities. The

delicate political balance required by this modification could be justified given the need for the

federal government to regain control over its budget and to distribute the burden of the

adjustment across different government levels. Many state and municipal expenditures are on

vital social services, however, so care would be needed to assure that gains in efficiency and

spending quality accompanied such a measure.

44 Currently the DRU mechanism of allowing the federal government to retain for itself 20 percent of tax
revenues applies to the net concept, once constitutional transfers to local governments have been deducted.
The federal government could increase its saving by .3 of GDP per year if the DRU rate were applied before

transferring resource to local governments.
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4. PUBLIC DEBT MANAGEMENT AND FINANCIAL
SECTOR ISSUES

4.1 Brazil has made a significant progress in the area of public debt management, particularly
extending debt maturity and duration (Figure 9). Those advances were achieved thanks to the
stabilization of the economy (Goldfajn, 2002) and to institutional developments (Figueiredo,
Fachada, and Goldstein, 2002) that led to more transparent and efficient debt markets. Despite
the significant accomplishment, public debt management still poses major challenges, which we
discuss in this chapter.

Figure 9
Domestic Public Debt Maturity and Duration
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4.2 Brazilian public debt has three key features: First, it's mostly domestic, with the ratio of
domestic debt to external debt at 4: 1; second, it has short maturity and duration; and third, it is
strongly biased towards indexed debt. These three features interact inducing significant
vulnerability of the economy and pose major challenges for policymakers. We discuss these
challenges in two sections. The first one concentrates on the issues of duration and indexation,
while the second highlights some issues related to the financial sector, given the preponderance
of domestic liabilities.

A. DEBT MANAGEMENT

Maturity and Duration Issues

4.3 Policymakers must decide what type of debt to issue in terms of its denomination,
indexation, and maturity. Evidence from fiscal stabilizations in OECD countries shows that debt
managers tend to prefer long to short maturity debt because they are concerned about the risk of
refinancing at higher than expected interest rates (Missale, et.al., 2002). However, when long-
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term rates are high relative to their expectations, debt managers issue short maturity debt to

minimize borrowing costs.

4.4 This observation is consistent with the view that a committed government is able to

reduce the cost of debt servicing by issuing short-term debt. High interest rates on long-term
bonds may reflect credibility problems (rather than a long-term premium) because the

government's resolution to carry out stabilization is not known within the private sector. Thus,
long-term rates may remain high until the government establishes its full credibility.

4.5 Lengthening debt maturity (both the average life of debt and its duration) is important for

two reasons: first, to reduce exposure to short term interest rate fluctuations and second to reduce

the rollover risk. Although related, the two risks are different. A long duration reduces the
elasticity of the cost of debt service to fluctuations in policy rates. It thus eliminates an
important constraint on monetary policy. Long-dated debt allows the Treasury to spread out

rollovers. It thus reduces the risk of a funding crisis (the risk of going to the market to roll over a

large volume of bonds at a time when interest rates are particularly high and the market

particularly thin).

4.6 Rollover risk, as well as some of the risks that can arise from the subtle form of fiscal
dominance, are attenuated as maturity and duration of the public debt have been extended over

the past two years (Figure 9). In 2001, however, progress was halted due to the increased

uncertainty. The extension of maturity and duration was achieved by issuing longer-term debt
linked to the dollar or indexed to the inflation rate. The debt composition biased towards debt

indexed to the overnight interest rate and to the dollar makes a sustainable debt/GDP ratio

dependent on the evolution of two key relative prices; the real interest rate and the real exchange

rate, which are not exogenous policy variables.

4.7 On the topic of rollover risk, the schedule of debt amortizations for the next two years

shows (Figure 10) that authorities initially managed to avoid large payments in the third quarter

of 2002, the period of electoral uncertainty. However, there are big payments coming due in the

Spring of 2003 requiring the new administration to quickly establish its reputation and
credibility. From December 2001 to August 2002, there was an upward shift in the amortization
schedule arising from the fact that short term debt was issued in exchange for longer maturity
instruments. This backtracking on the maturity extension process, though understandable from

the desire to establish a floor for public securities' prices (equivalent to a ceiling on the market

yields of the instruments), is debatable from the debt management perspective, as it wiped out
some of the gains of maturity extension but retained the indexed nature of the instruments.
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Figure 10
Evolution of the Domestic Public Debt Amortization

Schedule from December, 2001 to August, 2002
(million Reais per month)

35000
X

30000 I'

25000-

20000 

15000-

10000 I

5000-

0- 
2002:07 2003:01 2003:07

- DEC_01 -0- MAY_02 -o-AUG_02

Source: Bacen

4.8 Debt managers tend to shorten maturity during turbulent times, which is a natural thing to
do as the termn spreads skyrocket. Brazil is no exception to this phenomenon. As an example, in
1998, 589 billion Reais of federal public securities were redeemed in the primary market, with
the stock of debt in December 1997 at 255 billion Reais, implying that domestic debt was rolled
over twice during the year. As the public debt shortens its maturity, it becomes, in the limit, a
substitute for narrow money. In principle, the Central Bank could redeem the whole stock of
public debt and absorb any excess liquidity via repo interventions. Hence, in theory, there could
be an equilibrium situation without credit risk and with debt rolled over on a daily basis45.

4.9 However, the stability of this equilibrium depends on the government's credibility and
agent's willingness to hold the public securities the following day. Several theoretical models
show that credit risk increases as the maturity of the debt shortens (Alessina, Prati and Tabellini,
1990; Drudi and Giordano, 2000). As maturity shortens, the possibility of a self-fulfilling debt
run, analogous to a self-fulfilling bank run, increases. In these models, if investors today believe
that tomorrow investors will not want to hold public debt, they will anticipate a raise in interest
rates on government paper which will imply larger future borrowing requirements which may
lead to future illiquidity (depending on the size of the debt), which in turn leads to a collapse on
the demand for public debt today.

45 Here we will not discuss the monetary implications of sterilized interventions. The effectiveness of such
interventions is outside the realm of this paper.
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4.10 The yield curve will effectively limit the process of maturity and duration extension.

Historically the yield curve will become steeper in turbulent times. Brazilian authorities were

successful in flattening the term structure of interest rates after the contagion from Argentina

(Figure 11) However, these periods of flattening of the yield curve have been short and sporadic,

with the consequence that a market for long-dated R$-denominated securities does not exist

beyond the 24 months horizon. As the stabilization gains credibility this is an issue the

authorities cannot overlook. Over time, debt managers will have to rebalance the relative

weights of financial cost vs. longer maturities, and accept the higher cost of issuing longer

maturities to reduce roll-over risk.

Figure 11
IProxy for the Slope of the Yield Curve

Difference Between 360 day Swaps and 30-day Swaps
(monthly averages, in percentage points)
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4.11 Recently, emerging markets borrowers have used innovative financial instruments to

lengthen the maturity of the debt. There are many alternatives (IMF, 2002) and one example,

proposed for Brazil by Favero and Giavazzi (2002), is a bond containing a put option, which

provides the creditor (the investor) with the right, but not the obligation, to redeem the bond

before the maturity date. Put options add to inflation credibility by creating a cost to the

government of rising inflation. By adding the put option to the fixed coupon bond, the

government provides insurance to the investor, who in turn should pay for it by demanding a

smaller return. Hence the government reduces its financing costs. Bonds with put options may

reduce the probability of a debt crisis to the extent that they eliminate the inconsistencies of

fiscal dominance. On the other hand, the put option creates the risk, if the bonds expire during a

crisis, that debt service will increase. This is true, however of any security that comes due during

turbulent times.

4.12 Bonds with put options are useful when markets have different expectations (too

pessimistic) compared to the fundamental outlook of the authorities. They must be considered as

a step in the direction of lengthening maturity of public debt, as their primary role is to gradually

make the investor more comfortable with longer maturities. Of course, the put option provides
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insurance, but its role should be seen as transitional46. This instrument has several disadvantages,
namely the difficulty in pricing the option, which may lead to a high market premium (IMF,
2002). Nevertheless, empirical evidence of this claim is scant and applies to any of the more
complex financial instruments available. Additionally, they have the disadvantage, described in
the previous paragraph that in volatile or adverse situations the puts will be exercised, implying a
pro-cyclical nature of the payments implicit with this type of liability.

4.13 Alternative instruments, such as those currently used by the authorities, or a fixed rate
bond with an interest rate swap, are also part of a proactive debt management strategy to
lengthen the maturity of public debt. The important point is the direction of gradual de-
indexation of public debt to short term policy rates and the exchange rate and of lengthening
maturity and duration. This process must be supported by structural reforms outlined in different
sections of this report.

4.14 In taking steps to lengthen duration and reduce the indexation of debt to foreign
currencies, the authorities will face some difficult choices. As progress continues on fiscal
consolidation and debt ratios fall, it should be possible, over time, to replace indexed debt with
fixed-rate, domestic currency debt with equal or longer maturities. This should be done in a way
that would not significantly erode the average life of outstanding debt. The authorities' ability to
issue such debt will be limited by the degree of market acceptance of longer maturity fixed-rate
debt and the steepness of the yield curve, which in part is caused by a lack of liquidity in longer-
term fixed rate issues owing to the lack of issuance of these securities over the past few years.
But it should be possible to gradually build up the liquidity in the market for longer term debt
and extend the yield curve with issues of successively longer-term fixed rate debt and thereby
limit the impact on the cost of debt from liquidity risk. This also will help promote the
development of the domestic debt market. Even so, it is likely that the authorities will need to
pay a higher cost for the longer term debt in order to reduce its risk. Issuing some portion of
debt in the form of inflation-indexed debt might mitigate the potential increase in the real cost of
debt owing to a lack of an inflation risk premium on this type of debt. A lack of liquidity for
inflation linked debt, however, may increase its cost and limit the degree to which the
government can rely on this instrument.

4.15 As this process takes place, a number of trade-offs will need to be considered. The speed
with which indexing can be reversed will depend on the speed with which the yield curve for
fixed rate debt can be lengthened. Too fast a pace may result in fixed rate debt of shorter
maturity than the indexed debt it is replacing an, hence, higher rollover risk. In addition,
policymakers will need to choose between reducing interest rate indexed debt, currency indexed
debt, or both. In other words, there will be a tradeoff between interest rate risk, currency risk and
rollover risk. A more aggressive approach to increasing the maturity of fixed rate debt could
likely be achieved at the cost of a higher yield on the long-term debt than might be realized if
more time were taken to build up liquidity.

46 We must acknowledge that by providing the insurance the sovereign is underwriting some risk, in opposition to
our central recommendation of shifting risk towards the private sector. However, we believe this is the cost of
establishing the credibility during a transition period. Anyway, the option's strike dates should be as long as
possible to reap the potential benefits of this instrument as soon as possible.
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4.16 Given the stakes involved, it is important that the authorities develop an explicit strategy
for managing the cost/risk tradeoffs of converting the debt to a lower risk profile. This strategy
should be based on a quantitative analysis of these costs and risks using a simulation model built
for this purpose. The debt office in the Brazilian Treasury has developed a prototype of such a
model under a Bank-supported project, and this model is nearing completion. Once the model
has been initialized, it can be used to analyze a variety of strategies for reducing indexation and
their relative costs and risks. This information can be evaluated by senior government decision
makers who would then adopt the best strategy for reducing risk under the circumstances.

4.17 Once the strategy is approved, it would be advisable to translate it into specific targets for
increasing duration and reducing the share of debt indexed to foreign currencies over time.
These targets can then guide the day-to-day issuance of debt by the Treasury. Experience in
other countries shows that without such an approved strategy and explicit targets, in turbulent
markets the temptation will be to issue lower cost debt, but at the price of increasing risk on the
hope that the markets will soon return to normal and the strategy can be resumed. This approach
would be problematic, however, as an increase in the risk of the government's debt portfolio can
further erode investors' confidence

4.18 The lengthening of maturity and duration requires building a liquid market for debt at all
maturities. The secondary market for government paper (for delivery) is very illiquid compared
to the repo market or the derivatives market (Table 11). The repo market can only provide
transitory liquidity, and hence, cannot be a permanent liquidity source for government securities
holders.

Table 11
Liquidity of Braziliann Markets

AVERAGE TURNOVER BY TYPE OF MARKET US$ Billions Shares in Total

Selic:.Government Security Turnover 75.17 68.6%

Repos 64.09 58.5%

Secondary M arket (For Delivery) 10.31 9.4%

BM F b/ (derivatives) 21.07 19.2%

BM F DI Futures e 1 0.4 9 9.6%

BMF Swaps 0.40 0.4%

IBOVESPA futures 0.3 6 0.3 %

CETIP: All privately issued securities 11.00 10.0%

REPOs with Private Securities 4.80 4.4%

Swaps registered with CETIP 1.01 0.9%

CDIs 2.17 2.0%

CDBs 0.10 0.1%

Debentures over SND 0.07 0.1%

Clearing de Cambio and SISBacen: Dollars Spot °/ 2.00 1.8%

BOVESPA for Equities 0.29 0.3%

Sisbex 0.08 0.1%

Grand Total 109.60 100.0%

Daily average turnover in December of 2001 unless indicated.
e/ Daily average in M ay 2002. converted from Reais at an exchange rate of 2.4

Source: Glaessner (2002)

4.19 The derivatives and repo markets have drained much of the liquidity from the cash
markets (and from secondary markets for delivery), because these transactions are not subject to
reserve requirements or the debit tax (CPMF). Additionally, repos, futures and swaps until very
recently were not considered fixed income securities, and as such were subject to quarterly
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income or capital gains taxes as opposed to monthly in the case of a cash fixed income
instruments. All these considerations discourage securities trading in the cash market and hence
inhibit the development of a secondary market for government debt.

4.20 Improving the liquidity of the government bond market requires liquidity in money
markets, as they reduce liquidity risks for bondholders that wish access to cash. Brazilian money
markets (besides the Repo one) are illiquid according to several analysts that cite the CPMF
taxation as one of the causes (Glaessner, 2002). Other studies find that, in general, in emerging
economies, high reserve requirements are one of the reasons that explain the lack of depth of
money markets (Mohanty, 2002). Higher reserve requirements tend to make banks' demand for
reserves more stable and less sensitive to interest rate fluctuations. Hence banks cannot play an
active role in smoothing market liquidity shortages. Evidence for Brazil shows that effectively
reserves do not respond to interest rates (Bacen, 1998).

4.21 Other features of reserve requirements in emerging markets that tend to hamper liquidity
of money markets are the short calculation periods, the short lag between the computation and
maintenance periods, and the frequency of changes of regulation47. On all these issues most
emerging economies of the Van d'tack and Mohanty samples performed better than Brazil (Van
d'tack, 1999 and. Mohanty, 2002). Hence, coordination of monetary policy and public debt
management is a critical issue for development of a long term market for government bonds.
The gradual reduction of reserve requirements, maintaining liquidity under control so that
inflation targets are met, would be a necessary step in that direction.

Indexation issues

4.22 A second key feature of the Brazilian domestic public debt is its recent evolution towards
indexed instruments: During the mid-nineties and until 1997, when the debt to GDP ratio was
relatively stable, over 40 percent of domestic debt was composed of fixed rate securities. As the
economy stabilized the portion of indexed securities decreased (Goldfajn, 2002). However, this
process reversed since 1998 when the debt ratio increased significantly and the share of fixed
rate securities fell to single digit figures.

4.23 The negative association between the debt size and the share of fixed rate instruments in
total debt is not exclusive of Brazil, as it is also documented for other highly indebted countries
such as Belgium, Ireland and Italy during the seventies and eighties (Missale and Blanchard,
1994). As the government debt rises, the temptation to devalue the debt (via surprise inflation
shocks, for example) increases and, as investors anticipate this government behavior, they
demand higher return. To maintain financial cost under control, the issuer may reduce maturity
to compensate for the increased cost. In Brazil, however, maturity has increased. Indexation is a
form of reducing duration, especially when instruments are indexed to overnight interest rates.

47 The calculation period refers to the number of days used to compute an average of the banks reserve position.
The shorter this period, the more volatility will be liquidity markets. The maintenance period is the number of
days banks must hold their required reserve position. The lag between the compliance and computation periods
reduces the banks' uncertainty about its liquidity compliance, and hence the shorter lags imply higher
uncertainty. In the Brazilian case there is an overlap between the two, which tends to increase uncertainty.
Finally, the margin for deviation from the average required reserve position is extremely small, allowing banks
little room to maneuver in the liquidity market.
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4.24 Indexation is also a substitute for credibility, albeit a very imperfect substitute. In Brazil,
most of the indexation is to the Selic or to the exchange rate (Table 4). Indexation to both of
these variables is problematic. As we have previously discussed, indexation to the Selic rate
may lead to monetary policy ineffectiveness and indexation to the exchange rate may lead to the
fear of floating phenomena.

4.25 Besides the fear-of-floating problem caused by indexing the debt to the exchange rate,
such indexing may give rise to a fundamental currency mismatch in future cash-flows. In
general, countries that have a significant share of foreign currency debt tend to be more open
economies and have larger shares of exports in GDP. Such is the case of Israel, Finland, Sweden
and Ireland (Figure 12).i Countries with shares of foreign currency debt similar to Brazil's,
such as Portugal, New Zealand or Austria, have export to GDP ratios oscillating between 22
percent of GDP and 35 percent of GDP. Argentina, a case not included in the graph, constitutes
an interesting extreme case of this mismatch, with foreign currency debt of 95 percent of the
total, with export ratio of 10 percent.

4.26 Debt management can enhance credibility of monetary policy by issuing price-indexed
debt. Not only will it impose costs to the sovereign of generating inflation, but it may provide
useful information to the monetary authorities of inflation expectations. However, this
recommendation has its practical limitations, as the amount of this type of securities in the total
portfolio is bounded to a certain extent by the market's demand and other institutional
characteristics49 . In most countries that issue this type of instrument, their share does not exceed
20 percent of total, with the exception of Israel, Chile and Mexico. Hence, the first-best solution
for credibility-building is by establishing an independent Central Bank complemented with
sound macroeconomic management. Without enough credibility, the slope of the yield curve
will make the cost of maturity extension prohibitive.

48 The data of share of foreign currency for Brazil and Israel is the dollar indexed debt plus foreign debt for 2001.
The Brazilian data for 2002, if adjusted for the Swaps-cambiais, would show a foreign currency debt of about
36 percent of GDP which would imply a larger deviation from the sample's pattern. For the OECD economies,
the data is taken form Falceti and Missale (2000) "Public debt indexation and denomination with an
independent central bank."

49 For instance, in the United States the relatively lackluster performance by Treasury Inflation-Indexed
Securities (TIIS) is explained by several factors: concentration on the TIS market, reduced liquidity of the
instruments and difficulties associated with launching a new instrument., Sack, B. and R. Elsasser (2002).
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Figure 12
Foreign Currency Composition of Public Debt and Exports -to-GDP

In a Sample of Countries, 2001
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Broader Issues

4.27 The switch in the portfolio composition towards long-term fixed rate instruments and
price-indexed securities could entail a higher financial cost that authorities should consider
accepting to reduce roll-over risk. This has to be a gradual process given the endogeneity of the
elements involved, in particular the size of the debt, the real interest rates, the slope of the yield
curve, and the portfolio composition. The sequencing of the required actions necessarily has to
begin with the most exogenous variables, which are the public primary balance, and in particular,
public expenditure.

4.28 Besides the sound macro fundamentals management (i.e. primary surplus, credibility in
anti-inflationary policy) discussed in previous sections, the portfolio composition transition
process could involve a market development strategy. Brazil already has initiated this
institutions-building process by strengthening the STN operation, by formulating and
disseminating annual borrowing plans, developing the auctions markets, and introducing limited
repo markets. Despite significant advances in this area, there is still need for substantial further
progress in capital markets development.

4.29 Debt management is a wider concept than the choice of liabilities a government must
issue. It is widely accepted that the revenues of privatizations should be kept separate from the
budget. Assigning the revenue from privatizations to a separate account has the advantage that it
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creates an instrument (the account) that can be used for debt management, for instance, to
smooth concentrations in debt rollover.

4.30 A similar argument can be made for the securitization of less liquid government assets,
such as loan books acquired during the restructuring of commercial banks. While in the hands of
the government, the value of these assets is difficult to estimate. The incentive to properly
manage the assets (the incentive to recover bad loans, for instance) is very different once the
asset is transferred to the private sector. If a "bad loan" with a face value of 100 dollars is sold
for as little as 20 dollars, the value is low but it reduces the gross debt and improves the
government's financial situation in ways that cannot be achieved as long as the loans sit in the
books of the government.

4.31 The government's cash flow might also be sensitive to the same risk factors that affect its
assets and liabilities. Hence, a comprehensive assessment of debt management should take these
into account, as pioneered by Goldfajn (2000) for Brazil. Garcia (2002) attempts such a broad
treatment.

4.32 Even after a completion of a substantial privatization program over the last decade,
Brazil's Government still owns considerable assets, including a number of valuable public sector
companies. A comprehensive risk diversification strategy also has to deal with these assets.
Frequently, political constraints make privatizations difficult. While, generally, alternatives to
the transfer of ownership to the private sector are second-best options, there exist partial
substitutes that financial innovation has created. Modern financial markets offer instruments that
allow a government that is not ready to sell, to reap at least some of the benefits of privatization,
mostly from diversification 50

4.33 Finally, the risk diversification strategy is related with the financial sector for two
reasons. First, the holders of public debt are mostly financial intermediaries, and among these
holders operations are concentrated in very few players (Table 12). Three banks and 7 mutual
funds hold well over 50 percent of the government debt (Fratzscher and Del Valle, 2002)5'. This
concentration is undesirable for at least four motives: a) it may give market power to the buyers
that may collude to set prices. b) it amplifies rollover risk, as participating agents belong to the
same sector and are affected by the same shocks. c) financial intermediaries have a bargaining
power derived from the potential for transmission of shocks to rest of the economy, this may lead
them to assume greater risks and then demand special rescue operations in times of trouble; d)
bond holding concentration could imply a regressive expenditure structure, given that interest

50 Suppose the government were to swap the return on government-owned companies, such as Petrobras, for the
return on a world portfolio. The swap would reduce the budget exposure to fluctuations in the price of oil, and
would thus eliminate an element of idiosyncratic risk from the government's liabilities. To the extent that the
market prices such risk, the swap helps lowering the spread on government bonds. Equity swaps, thus, enable
a country to diversify internationally without violating restrictions on investing capital abroad, or political
constraints that make it difficult to transfer to non-residents the control of large domestic companies operating
in industrial sectors thought to be strategic, such as oil. Favero and Giavazzi describe an example of the
operation of currency swaps, using the case of a pension fund.

51 Concentration is not peculiar to the Brazilian market. Other more mature markets, such as the U.S. are
concentrated, at least in operations with some types of instruments: the top quintile of primary dealers
concentrates over 80 percent of total transactions in inflation-indexed securities (Sack and Elsasser, 2002).
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payments on domestic debt constitute wealth redistribution from taxpayers to domestic
bondholders if both group of agents are not the same.

Table 12
Holders of Domestic Public Debt

Type of Agent % of total
Mutual funds 32.3
Brazilian Banks 30.4
Reserve Requirements 18.5
Corporates 7.0
Foreign banks in Brazil 4.7
Others 2.9
Households 1.0
Brokerage Houses 1.3
Source: STN, August Relatorio do Mercado

4.34 The second reason for a risk diversification strategy for public debt being related to the
financial sector owes to the fact that, through the action of public banks, the public sector
absorbs the credit risk of certain economic agents. This fact leads to higher debt levels, either
because of the repeated capital injections, or because the subsidies are financed directly from the
budget reducing the primary balance. In Brazil, the bail-out of public banks in recent years cost
approximately 120 billion Reais, or about 20 percent of federal public domestic debt. This
perverse impact of public bank recapitalization on public debt is not unique to Brazil. Turkey,
for example, also experienced significant increases in public debt in 2000 and 2001 because of
public bank recapitalization. Limiting the role of public banks and making them operate
efficiently, as real risk monitoring agents, is crucial for reducing the government's exposure to
private sector credit risk. In this regard, important governance changes have recently been
introduced for Brazil's public banks.52

4.35 Limiting the role of public banks is not only desirable from a fiscal soundness
perspective, but from an equity standpoint too, as research cites evidence of directed lending
concentration among the wealthy. For instance, Duflo (2002) and Besley (1995) report that in
directed agricultural credit programs, farms with more than 10,000 hectares received loans
equivalent to 75 percent of the agricultural output, while in smaller farms loans amounted to a
mere 6 percent of the value of output. Other estimates show that 57 percent of agricultural
directed lending has gone to only 2 percent of borrowers while only six percent of credit has
gone to 75 percent of borrowers (Kessel, 2001; Yaron and Benjamin, 2002).

B. INTEREST RATES, BANK SPREADS AND OTHER FINANCIAL SECTOR ISSUES

4.36 Given the 4:1 ratio of domestic to external debt, the issue of debt management is
intimately linked to domestic capital markets, financial markets and monetary policy. The

52 Past losses and capitalization of public banks are not necessarily a good indicator of potential future public
debt accumulation given the recent significant improvement in the governance of public banks and the
improved supervision by the Central Bank. In June 2001, with the most recent recapitalization of federal
banks, the central Bank and the government agreed on a set of rules and principles of transparency for the
operation of these banks with the government.
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efficiency in resource mobilization will play a major role in determining the cost to the
government and to society of the government's financing domestically its borrowing
requirements. We show in this section how in a sample of countries, those with the largest debt
relative to the depth of the domestic financial sector paid higher financing costs. High reserve
requirements reduce the cost of debt financing for the government at the expense of raising bank
spreads and, hence, lending rates from the banking sector to the private sector. This policy
crowds out the private sector, which is forced to look for external financing, raising external
vulnerability, a topic discussed in the following chapter.

4.37 In 2001, lending interest rates in Brazil reached an annual average of 48 percent for
business loans and 78 percent for personal loans. As the inflation rate (measured by CPI)
remained below 8 percent, it is clear that long-term loans at these rates cannot be sustained.
High interest rates constrain lending: in 2001, bank credit was just 28 percent of GDP. Little
credit does not result from a lack of sophisticated credit analysis or lending capacity, but from
high interest rates, high reserve requirements, and considerable government-directed lending.
High taxation levels and the costs of non-performing loans also affect bank spreads between
interest rates on deposits and interest rates on loans.

4.38 During the last 20 years, Brazil took great strides on the path to financial liberalization.
Successive governments reduced credit controls, rationalized reserve requirements, removed all
interest rate ceilings on deposits in 1979, reduced barriers to entry after 1991, and liberalized
controls on international capital flows during the 1990s. The reform path accelerated after 1995,
when the government closed or privatized 10 state banks. Between mid-1994 and mid-2001, the
share of public banks in total assets of the banking sector fell by 65 percent, while the share of
foreign institutions increased four times. Loans from the financial system to the public sector
practically disappeared (Table 13).

4.39 A variety of tax and quasi-fiscal instruments affect financial institutions and financial
intermediation in Brazil. Some are explicit taxes included in the tax code, such as, the income
tax, the Pre-Tax Corporate Income (CSLL), the tax on financial operations (IOF), taxes on gross
revenues (PIS and COFINS) and the tax on bank debits (CPMF). Others are not defined
explicitly and are not treated as taxes in budget accounting. These include non-remunerated
reserve requirements on demand deposits and directed credit at subsidized interest rates. Implicit
taxes secure credit for the government itself or for preferred sectors at lower than market interest
rates.
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Table 13: Loans as a Percent of GDP, Brazil 1989-2001

Loans from the
Loans from the Private Financial Loans from Public and Private Financial
Public Financial Sector Sectors

Sector
Total to

To the To the To the To the To the the
Public Private Public Private Public Personal Business Private Total
Sector Sector Sector Sector Sector Loans Loans Sector Loans

1989 14.7 25.7 1.6 16.5 16;3 1.5 40.8 42.3 58.6

1990 7.1 11.2 0.7 9.3 7.9 0.6 19.9 20.5 28.4

1991 8.0 14.3 0.8 11.3 8.8 0.9 24.7 25.6 34.4

1992 9.4 18.2 0.8 15.1 10.2 1.4 31.9 33.3 43.5

1993 11.3 23.4 0.7 22.3 12.0 2.3 43.4 45.7 57.8
1994 4.3 12.2 0.3 12.2 4.5 2.3 22.1 24.4 28.9
1995 4.6 13.8 0.4 14.1 4.9 2.4 25.5 27.8 32.8 1
1996 4.8 12.6 0.4 13.6 5.2 2.4 23.8 26.2 31.4

1997 3.7 12.0 0.3 13.3 4.0 3.2 22.0 25.3 29.2

1998 2.3 13.3 0.2 13.3 2.5 3.7 22.9 26.7 29.1
1999 1.8 13.6 0.1 13.5 2.0 3.9 23.2 27.1 29.1

2000 1.0 I10.9 0.2 16.2 1.2 5.5 20.4 27.1 28.2

2001 0.6 9.9 0.2 18.1 0.8 6.5 19.9 27.2 28.0
Source: Cardoso (2002) and Bacen

4.40 Total credit, which represented 59 percent of GDP in 1989, fell to 28 percent in 1990
when the Collor Plan froze deposits (Table 13). Total credit recovered in subsequent years,
reaching 58 percent of GDP in 1993, but was reduced to around 30 percent between 1994 and

2000, after the Real Plan stopped inflation and made use of very high reserve requirements and
very high interest rates.

4.41 The development of stable bank and financial intermediation is crucial for growth. Beck
and others (1999) compare Brazil's financial intermediation with other countries in 1997 and find
that Brazil has a low level of financial intermediation. In fact, Brazil's liquid liabilities to GDP
(28 percent in 1997) were lower than the Latin American average and well below the average for

upper middle-income countries (58 percent) and OECD countries (76 percent). Private credit as
percent of GDP (30 percent) was equal to the average in Latin America but well below private
credit in upper-middle income countries (50 percent) and OECD countries (89 percent). They
also found that Brazil has a low level of efficiency in financial intermediation with a high annual
net interest margin (7.8 percent compared to averages of 5.5 percent in Latin America and 2.7
percent in OECD countries) and high overhead costs (7.3 percent compared to 5.8 in Latin
America and 2.7 percent on OECD countries). This lack of efficiency is attributed to the low
ability of creditors to enforce claims. Others argue that courts are inefficient. Dakolias (1999)
shows that there are 2,975 cases pending per judge in Brasilia and 3,129 in Sao Paulo, compared
to 58 in Singapore and 244 in Hungary. The time taken to resolve a case (number of cases
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pending at the start of the year divided by the number of cases resolved during this year) is 1.9
years in Brasilia and 1.6 years in Sao Paulo, compared to 0.04 years in Singapore and 0.5 years
in Germany. Pinheiro and Cabral (1999) estimate that a judicial execution to recover a creditor
claim can take between one and ten years.

4.42 The government is working to improve these conditions. The creation of a Bank Credit
Bill (cedula de credito bancario), a credit instrument that allows the collection of debt under
Commercial Law instead of Civil Law, increases the speed with which a loan claim can be
executed. Among measures adopted to reduce the costs of-financial intermediation, the Central
Bank modernized the payment system and introduced a Credit Risk Data Center. The Central
Bank now makes available on its website standardized information on credit operations -
including interest rates for each type of operation, degree of arrears and average operation term
differentiated by financial institution.

4.43 Still, lending interest rates in Brazil continue to be very high. In 2001, the average
lending rate of financial institutions was about 66 percent. With Selic (short -run) rates of 18
percent (in June,2002), how can the spread of almost 50 percentage points be explained? Based
on Favero-Giavazzi's estimates of the term premia, on Bacen's research on this topic53, and
Cardoso (2002), we decompose the 50 percentage point spread (Tablel4).

Table 14
Approximate decomposition of the spread between lending rates and short term rates

(nominal percentage points)
Term-Premium 5-8
Taxes 12-13
Credit risk provisioning 6-7
Administrative costs 7-8
Net banking margin 14-15
Total 40 - 50
Source: own calculations based on Bacen (2001) and methodology described in the text.

4.44 The net banking margin is the result of several factors. First, there is the high level of
reserve requirements and forced investments imposed on banks. Second, the operational
inefficiency of public banks sets a benchmark that allows private intermediaries the realization of
large gains in a market that is dominated by few large players. And finally, the non-contestable
nature of the market permits the exercise of some market power by banks (Nakane, 2001).

4.45 The financial market underdevelopment in Brazil is more apparent when the ratio of
public debt to domestic credit to the private sector is examined. The denominator is an indicator
of financial depth, with the expected effect being that deeper domestic financial markets will
imply lower costs of resource mobilization. This ratio, plotted with the implicit interest rate on

53 Bacen (2001) Juros e Spread Bancario no Brasil. November. The spread as calculated in the text is 50
percentage points. However, the spread estimated by Bacen is 40 percentage points. The order of magnitude is
roughly the same. The difference between both can be attributed to the term premia, which we approximate
based on Favero Giavazzi's paper. The other factors are obtained by simply applying the percentages
estimated by Bacen to their margin.
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the net public debt5 4 (Figure 13) shows a positive association as expected. It is worth
highlighting that when the size of the public debt is scaled by this financial aggregate, the Latin
American countries stand out with the larger liabilities and the higher implicit interest rates.

Figure 13
Ratio of Public Debt to Domestic Credit to the Private Sector and Implicit Cost of

the Public Debt in a Sample of Countries - 2001 data
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4.46 Brazil is the country with the highest implicit cost of debt within this sample (Figure 13).
Equally striking appears the relative low implicit rate of Argentina's debt. This contrast may be
explained based on debt composition differences. Brazil has mostly internal debt while
Argentina's liabilities were mostly external. In Brazil the ratio of domestic to external debt is
4: 1, while in Argentina the ratio was closer to 0.6:1. Hence, the difference in implicit cost can be
explained based on imperfect capital mobility, or the risk-premium that countries have to pay to
issue debt in domestic currency. Though it may be argued that Brazil had a smaller degree of
capital mobility due to capital controls described by Cardoso and Goldfajn (1998), it would be
difficult to argue that Mexico was more isolated than Argentina. Another reason that could
explain the relatively low implicit interest rate cost is related to the currency overvaluation.
Since interest payments were mostly in dollars, the overvalued currency tended to reduce the real
value relative to GDP that is composed mostly of non-tradable goods'and, hence, the real value
of interest payments is underestimated. A country like Brazil, with public debt mostly in
domestic currency, suffers from higher interest rates but, in return, avoids exposure to currency
risk on its debt.

54 Interest payments divided by the stock on net debt. Source for OECD economies is the OECD website. For
Mexico, the central bank website is the source, and for Argentina, the Ministerio de Economia. Sample is
composed of OECD countries and the three largest Latin American economies; Belgium, Canada, Denmark,
France, Italy, Japan, New Zealand, United Kingdom, United States, Argentina, Brazil and Mexico.
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4.47 In summary, Brazil's financial development is still lagging. Efficiency is limited by a
significant share of the banking sector that is still in state hands. Furthermore, reducing reserve
requirements and providing directed credit could reduce bank spreads and net margin. Yet,
experience suggests that these measures can only succeed if supported by adequate fiscal policy.

4.48 Beyond these improvements, Brazil's banking system could benefit from more
competition. Concentration of the banking sector continued to increase in 2001 and without
enhancement of market contestability this could imply growing exercise of market power and
interest rates higher than those that would prevail in a competitive market.

4.49 The microeconomic inefficiencies--some of which are explored in Garcia (2002), derived
from the tax structure, the large spreads and a financial sector dominated by few large players
have led domestic agents to seek financing abroad. This, in turn, gives rise to further
vulnerabilities of the Brazilian economy explored in the next chapter.
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5. EXTERNAL ACCOUNTS SUSTAINABILITY

5.1 This chapter examines the topic of external accounts sustainability in two separate
sections. The first one discusses the issue of external financial vulnerability, while the second
one explores trade issues relevant for external sustainability. The first section shows how the
country has achieved a reduction in the size of the external debt, and improved its maturity
profile. Despite this attenuation of vulnerability, gross external financing requirements are high,
exposing the country to the risk of sudden stops in capital flows. However, the predominance of
the private sector debt serves as a buffer against these type of shocks, because private contracts
may be easier to renegotiate in case of liquidity shocks. Since most private external debt is owed
by the non-financial sectors, the risk of propagation effects throughout the economy of systemic
crises is limited. All the debt indicators scaled by exports are very high. This leads to the second
section where the topics of trade and foreign direct investment are treated. The two more stable
sources of foreign currency are exports and foreign direct investment. Exports, the stable long-
run source of foreign currency, are low. Imports, associated with productivity growth in Brazil,
are also low. Clearly, an economy that is not productive has difficulty increasing exports.
Hence, exports are intimately related with imports, as has been the case of other countries that
have increased significantly their exports over the last decade. The long run solution to mitigate
external vulnerability lies in a further opening up of the economy and deepening Brazil's real
sector insertion in the global economy.

A. How HEAVY IS THE EXTERNAL DEBT BURDEN?

5.2 Brazil's external debt declined from a peak of $224 billion in 1998 to $210 billion at the
end of 2001. Despite this decline in external debt, the size of debt relative to GDP rose during
the same period due to the currency depreciation. Nevertheless, the size of this debt burden
indicator compares favorably with the value in other middle-income countries, including
countries with investment grade ratings on sovereign external debt (Chuhan-Datta, 2002). By
contrast, the size of debt relative to exports of goods and services is high at 335 percent. The
value of this ratio in 2000 was over four times that of Mexico, and among major emerging
market borrowers only Argentina, which is currently experiencing a debt default, has a higher
debt to export ratio.

5.3 At $30 billion, short-term debt is relatively small and its share in total debt has been
declining. But the ratio of debt maturing within the year to reserves is large at 1.9 at end-2001.
Large repayment obligations in the short term, especially relative to available foreign currency
reserves, make a country vulnerable to reversals of capital flows and to rollover or liquidity risk.

5.4 To maintain a constant external debt to GDP ratio, a country needs to generate a trade
surplus that is large enough to pay the excess interest rate over the growth rate. This portion is
called the debt burden.55 . If the debt/GDP ratio is too big, the interest rate too high, or the growth

55 Obstfeld, M. and K.Rogoff (1995) discuss this issue and present estimates for Latin countries, including Brazil.
The External debt burden = (dollar interest rate - growth of GDP in dollars) x (external debt/dollar GDP).
Assuming purchasing power parity, this relationship can also be expressed as (real interest rate - real growth of
GDP) x (external debt/dollar GDP). In the case of Brazil, between 1965 and 2001, the average growth rate of
GDP measured in dollars was 4.7 percent per year, the same as the real average growth rate. This growth rate
seems high relative to the potential growth rate calculated by the central bank, of 3.8%. If we assume this
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rate too small, the external debt/GDP ratio will increase and become unsustainable. In this case,
the debtor country will be unable or unwilling to service its debt. Table 15 reports the debt
burden ratios - i.e., the ratio of the trade surplus to GDP that results in a stable external
debt/GDP ratio - in nine Latin American countries between 1970 and 2001.

Table 1 5
The real external debt burden in sellected LAC countries, 1970 - 2001

(Percent of GDJP)

1970 1983 1991 2001 2001
_ _ _ ___ ~~~~~~~~~~~A B

Argentina 0.9 3.6 1.5 2.9 3.6
Brazil 0.0 3.0 1.6 1.4 1.4
Chile 1.9 3.4 0.9 2.3 0.0
Colombia 0.8 1.4 1.9 1.8 2.1
Ecuador 0.0 3.5 6.7 2.7 7.7
Mexico 0.3 3.5 1.8 1.0 0.0
Peru 1.9 5.0 3.2 2.9 2.5
-Uruay 0.8 4.9 2.3 2.5 0.7
Venezuela 0.5 3.3 3.8 1.4 2.1

Source: World Bank staff calculations based on Obstfeld and Rogoff (1995). Methodology described in the
text.

5.5 The measurement of the debt burden requires an estimation of the future growth rate and
a choice of the interest rate to discount the country's future output. For the growth rate used to
calculate the debt burdens in 1970, 1983, 1991 and 2001, we used the average growth of each
individual country in the sample over 1970-80, 1980-91, 1990-2001 and 1970- 2001
respectively.5 6 Regarding the discount rate, Obstfeld and Rogoff used a homogeneous rate of 8
percent (real) for emerging countries claims.5" We used the same rate (Table 15, Column A).
Alternatively, we relaxed the assumption of identical interest rates for the nine countries
allowing them to vary with the dispersion of the foreign spreads prevailing in December 2000,
before the explosion of Argentina's crisis (Table 15, Column B).

5.6 The external debt burden varies considerably across countries and through time (Table
15). There is a sharp rise in debt burdens for the nine countries in 1983 relative to 1970, notably
in Peru. In 1983, the debt burden of Colombia, 1.4 percent of GDP, was small relative to other
countries. Colombia did not default and did not restructure its external debt. In 1991, the trade
surplus needed to service debt was below 2 percent of GDP in most countries in the sample. The
most glaring exception was Ecuador, which ran into a crisis in the late 1990s. The required trade
surplus in Ecuador seems to indicate that Ecuador's debt problems were still not solved in 2001,

lower growth rate, then the debt burden would be higher. The real interest rate for Brazil's 2001 computations
was 8 percent, since their spreads were about the same level as the average Latin American level at the end of
2000.

56 Follows Obstfeld and Rogoff and assumes that the expected future growth rate over the decade coincides with
the actual observed average over the period. Since in 2001 we do not have the following decade, we consider
the whole period average 1970-2001 as the steady state growth.

57 It is worthwhile observing that in December 2000 (i.e., before the height of Argentina's crisis) the average
dollar yield on debt instruments of the Latin American countries listed in table 15 was 8.6 percent.
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despite the debt renegotiation in 2000 and 2001. In 2001, except for Ecuador and Argentina, debt
burdens had fallen relative to their levels in 1991. Chile and Mexico seem to be in a particularly
comfortable position: because their real interest rates do not exceed their average growth rates,
their debt burden is zero.

5.7 In Brazil, the debt burden is small relative to its history, but the required trade surplus is
large relative to the country's recent history of trade surpluses. The debt burden measure implies
that Brazil needs to generate a trade surplus of approximately 7 billion dollars per year to
stabilize its external indebtedness indicators in the long run. Since 1993, Brazil had not
registered surpluses of this order of magnitude. In fact, since 1995, the country had trade balance
deficits. In 2001, Brazil registered a small trade surplus. The projected trade balance of $12
billion for 2002 is the highest figure since 1993, and, if sustained, would imply a stable future
path for external indebtedness in Brazil. The evolution of the trade balance since 1993 in real
termns (Figure 14) shows that indeed there has been an adjustment of the external trade figures,
specially since 1999, with a rising trend since that year.

Figure 14

Monthly Trade Balance in Real Terms
(US million deflated by US CPI 1982-84=100)
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5.8 Although forward payments in the near future are large, the maturity profile is more
favorable than it was at the end of 1998 (Table 16). While in 1998, almost 50 percent of external
obligations matured in the following two years, by end-2001 the same ratio had fallen to 30
percent. Similarly, the ratio of short-term debt to reserves fell substantially from 120 percent to
100 percent.



- 54 -

T'ablle 26
Matiurity IProfile of Long Term External Debt: Then and Now

Muaturity profile of debt outstanding at end-1998 (excluding ST)
Stocks are in billions

end-1998 7 1999 2000
LT debt outstanding 211
Amortization due on debt at end-98 53 48
Amort. due/LT debt at end-98(%/9) 25 23
Reserves 44
Amort. due/Reserves at end-98 (%/6) 121 109

Maturity profile of end at end-2001 (excluding ST)
Stocks are in billions

end-2001 2002 2003 2004 2005
LT debt outstanding 19S 
Amortization due l 37 22 30 21
Amort.duelLTdebtatend-01(%/6) 19 11 15 11
Reserves 36
Amort. due/Reserves at end-01 (%/6) 102 62

Source: Chuhan and Datta (2002)

5.9 The evaluation of external sustainability is based on the projections of a few key ratios
such as external debt to GDP and to exports, and debt service to GDP and to exports. Rising
exports and economic growth hold the key to a sustainable external debt.

5.10 The simulation exercise performed by Chuhan and Datta (2002) shows that Brazilian
external debt indicators stabilize and begin decreasing in the medium term in the base case when
growth is assumed to be about 4 percent per year, the real exchange rate depreciates in the 4
percent to 6 percent range, and the international cost of borrowing remains stable. However, the
sustainability results are sensitive to these assumptions. The two determinant factors in this
outcome are the real exchange rate volatility and output growth volatility, intimately linked since
the growth rate is measured in dollar terms.

5.11 Given the sensitivity of results to the real exchange rate path and volatility, we examined
several models of misalignment quantification, all of which pointed at a real exchange rate very
close to its long-run or equilibrium level at the end of 2001. IPEA (2001) uses a model with
quarterly data where the misalignment depends on the volume of capital inflows. Even in the
worst-case scenario of a long run capital inflow of only one percent of GDP, the misalignment
was estimated at only seven percent in January 2001.

5.12 An update of the model in Broer, Loayza and Lopez (1997) finds that the exchange rate
overvaluation reached 24 percent in 1998, but was down to 5 percent in 2001. Nabli and
Veganzones- Varoudakis (2001) also use a model of the equilibrium real exchange rate and
estimate it with panel data for 53 countries, with the series going back to 1980. According to
their results, at the end of 2001, Brazil's currency was overvalued by 7 percent. By contrast, in
1995, the misalignment was 44 percent and in 1998, 30 percent. In 1999, the exchange rate was
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undervalued by 4 percent, the lowest level of deviation from equilibrium since 1989. Terra and
Werlang (2002) also follow an equilibrium exchange rate approach and find that the long run
equilibrium nominal exchange rate at the end of December 2001 was very close to its
equilibrium value (which was R$ 2.36 to the dollar).

5.13 These models are useful for describing long-term trends of the REER and assume a
continuous schedule of capital flows or a supply of dollars that is elastic to the international
interest rate. However, there might be periods of international market illiquidity in which capital
is not available at any interest rate. The causes of these discontinuities are multiple, ranging
from imperfect substitutability between international liquidity and domestic liquidity (Caballero
and Krishnamurthy, 2002) to asymmetric information and herding or contagion effects that
produce large and unexpected stops in capital flows (Calvo, 2000).

5.14 Given the magnitude of Brazil's gross external financing requirements (current account
plus medium and long term debt amortization), estimated at US$ 38 billion for 2002 (Table 17),
any interruption in capital flows would have a major impact on the exchange rate with a clear
adverse impact on the governments long term solvency. In the event that capital flows came to a
full stop, and the real exchange rate were allowed to float to fully absorb the burden of the
adjustment, a depreciation of about 50% would result'58 . In fact, the events of mid-2002
confirmed that the likelihood of this happening, though small, are non-negligible, specially due
to their effects on public debt and inflation.

Table 17
Brazil: External Financing Requirements, 1998 - 2003

,(US$ billion)
1998 1999 2000 2001 2002 2003

1. Gross Financing Requirements 70.6 83.0 68.3 59.8 38.1 35.0
CA Deficit 33.4 25.4 24.6 23.2 7.7 7.0
M&L Term Amortization 37.2 57.6 43.6 36.5 30.4 28.0

2. FDI 28.9 28.6 32.8 22.6 16.6 16.0
3. Net Financing Requirement (1-2) 41.7 54.4 35.5 37.2 21.5 19.0
4. Int'l Reserves (end of Previous Year) 52.1 34.4 23.9 31.5 27.8 14.0
5. Net Financing Requirement / GDP .05 .10 .06 .07 .05 .05
6. Net Fin Requirement / Int'l Reserves 0.8 1.6 1.5 1.2 0.8 1.4
Source: World Bank staff calculations based on Bacen data.

5.15 The magnitude of the external borrowing requirements is a major source of vulnerability
because of the implicit exchange rate adjustment that would be result in case of a sudden
interruption to capital flows. This fact, plus the sensitivity of the public and external debt ratios
to exchange rate gyrations indicate the need to promote a stable and growing supply of current
income in dollars for the Brazilian economy.

58 This estimation considers a net financing requirement of 6 percent of GDP (Table 16) with short run elasticities
of imports and exports to REER of -.45 and .48 respectively, as estimated by Cavalcanti, Reis and Giambagi
(1998). This figure is almost identical to the 53 percent required real depreciation reported by Calvo, Izquierdo
and Talvi (2002) to absorb a sudden stop in Brazilian capital flows.
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5.16 The sudden-stops of capital flows can take place because of country-specific factors, or
because of global factors that are common to many countries. Up to this point we have
emphasized the country-specific factors, and in particular how policy choices can affect capital
flows. However, there is an element of exogeneity, outside the realm of Brazilian policymakers,
which is related to a global risk aversion that might be affecting Brazil. The global risk aversion
that struck financial markets since late 2001, due to the slowdown of the US economy, the
terrorist attacks and the corporate corruption scandals has some relationship with Brazilian
securities prices in international capital markets. For instance, the relationship between the
Brazilian C Bond price and the Dow Jones Industrials Average (DJIA) price index is quite
revealing (Figure 15). This exogenous element of global risk aversion, if it is not reversed soon,
will make Brazilian adjustment more painful and protracted.

5.17 Despite the global risk aversion factor, domestic policies continue to be the main
differentiating factor in the varied response of investors' willingness to hold sovereign bonds and
hence on their prices. In the midst of the international turmoil some countries' bond prices have
managed to remain stable and even to increase (Figure I5A). Such is the case of Chile, Mexico
and the Russian Federation. After the 1998 crisis, Russia assembled a coherent package of
macroeconomic policies and reform that have spurred strong and sustained economic growth.
Though part of the success is attributable to the favorable terms of trade shock due to high oil
prices, Ecuador's sovereign bond prices allow us to infer that much more than that is needed to
inspire investor's confidence.

Figure 15

Co-movement of Brazilian C Bond Prices and the Dow Jones Price Index
Evidence of Global Factors that fnflueunce Capital Flows to Brazil
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Figure 15A
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5.18 A crucial feature of the Brazilian debt is that more than one-half of the stock and
amortizations due in the next few years are from the private sector (Table 18), in contrast with
other large sovereign debtors that have recently had external problems like Argentina or Russia.
This fact could provide the system some flexibility to absorb shocks, compared to a situation of
majority of public debt, since private contracts may be easier to modify if liquidity becomes a
problem. For example, contract renegotiation may include debt rollovers or debt to equity swaps,
as has been happening in recent months.5 9

59 For example, in June 2002 Banco do Brasil SA, the country's biggest bank, sold $300 million in insured bonds
and Uniao de Bancos Brasileiros SA issued $400 million in 7-year bonds backed by dollar-denominated
payments. Likewise, in July 2002 Banco Itau SA sold $150 million in 3.5 year bonds secured by future
payments. Other market-based financing options that may be available to private corporates include debt
restructuring with "sweetners", i.e. like an equity stake in the corporation, and bonds with put options.
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Table 1S
Brazilian External Debt by Type of Debtor, June, 2002

Stocks, US$ billion
1. Medium and Long Term 188.8

Non-financial Public Sector 104.5
Financial Public Sector* 9.1
Private Sector 75.3

Financial Sector* 18.5
Non_financial private sector 56.8

2. Short Term 30.2
Non-financial Public Sector 0.2
Financial Public Sector* 1.7
Private Sector 28.3

Financial Sector* 19.2
3. otalo Debt (1+2) 219.0
*registered debt.
** Does not include inter-company debt of 16.2 billion Source: Bacen

Schedule of External Debt Amortization, 2002 - 2006
Flows, US$ billion

2002 2003 2004 2005 2006
(June-Dec.) .

1. Medium and Long Term 13.9 31.8 31.0 22.20 17.6
Non-financial Public Sector 4.2 19.3 13.0 10.0 8.2
Financial Public Sector* 0.8 1.3 0.9 1.3 1.2
Private Sector 8.8 11.1 17.2 11.0 8.1

2. Short Term 6.3 4.5 - - -

Non-financial Public Sector 0.1 0.1 - -

Financial Public Sector* 1.6 0.2 - -

Private Sector 4.7 4.3 - -

3. Total Debt (1+2) 20.2 36.3 31.0 22.2 17.6
Source: Bacen

5.19 Another feature of Brazilian external debt is the relatively small proportion of financial
sector obligations. This composition acts in limiting the propagation of international liquidity
shocks to the rest of the economy and hence, constraining the risk of a systemic crisis and the
need for a generalized bail out like in Korea. Most of the private short term debt is trade-related,
which tends to be more stable.

B. FOREIGN DIRECT INEESTmENT, TRADE AND PRODUCTIVITY GROWTH

5.20 Success in reducing external vulnerability will depend on foreign direct investment
(FDI), productivity growth and trade performance. Apart from their macroeconomic dimensions,
FDI and trade flows are linked to economic efficiency, competitiveness and productivity growth.
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Foreign Direct Investment

5.21 Since the 1950s, foreign owned firms have been present in Brazilian manufacturing, but
the recent increase in net inflows of foreign direct investment is unprecedented. Between 1999
and 2001, net FDI inflows reached around 5 percent of GDP annually. A significant proportion
of FDI represented mergers and acquisitions (M&A) rather than new investment and involved
the privatization of public enterprises. Between 1996 and 1998, the most active years of the
privatization process, 28 percent of FDI inflows were related to privatizations.

5.22 Since mid-1990s, net inflows of foreign direct investment have had an important
macroeconomic dimension as they have contributed to financing the current account deficits in
the balance of payments. Indeed, incoming FDI covered the current account deficits between
1999 and 2001. Brazil's vulnerability in its external financing requirements posed by its large
current account deficits (over 4 percent of GDP on average since 1996) has been fortuitously
offset by the incoming FDI. The question of course is the sustainability of the incoming FDI.

5.23 Compared with other developing countries, Brazil has done well attracting FDI, with
levels (as percent of GDP) similar to China's and Mexico's (Figure 16). Indeed, in recent years
only China and Hong Kong have consistently attracted larger absolute amounts of EDI. Tyler
(2002) studies the different impact FDI had on economic growth in China and Mexico in contrast
to a lower effect in Brazil. The composition and nature of FDI in Brazil are substantially
different than in China or Mexico. Within Brazil, a change in the composition of foreign direct
investment can be observed, shifting away from manufacturing towards the services sector. The
accumulated stock of foreign business investment in manufacturing fell from 55 percent of the
total in 1995 to less than 29 percent in 2000. Offsetting this decline was a growth in FDI in the
services sector, which increased its share of the total from 43 percent to 70 percent of the total
(Tyler, 2002)

Figure 16
Foreign Direct Investment in Brazil, China and Mexico 1970 - 2001

(% of GDP)
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5.24 The shift in incoming FDI in Brazil from manufacturing to services could have two
consequences. First, this change represents a shift away from investment in the production of
tradable goods. While there are a few important exceptions (such as telephone equipment), it
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would appear that little of the latest generation of FDI is focused on producing for the export
market. Second, the movement away from manufactures suggests that Brazil's investment
climate may be relatively less attractive than it was earlier. The service industries - such as
telecommunications and banking (where FDI grew rapidly in the late 1990s) - are largely
centered on non-tradable activities and are less likely to be sensitive to considerations of
international competitiveness and the overall investment climate.

5.25 Despite the large influx of FDI, there are still doubts with respect to the overall
investment environment and the competitiveness of firms in Brazil. Compared with countries
that received similar levels of FDI, Brazilian exports (as a percentage of GDP) are lagging
(Figure 17). A protected policy environment for Brazilian manufacturing still exists, and
accordingly, a question arises as to the competitiveness of the country's manufacturing firms -
both foreign and domestically owned. Brazilian effective protection rates are high, compared to
other regional countries. In all sectors, Brazilian (negative) effective rates of protection (ERP)
are higher (Lederman, Maloney and Martin, 2002) (Figure 18)60, implying that the
discrimination against exporters in these sectors makes production for export a unprofitable
activity, especially if there are fixed costs in entering export markets. It is important to note that
the export of services, the sector with the lowest protection rates, grew 77 percent in real terms in
the 1996-2002 period. Other sectors with low protection rates also increased their export
volumes significantly during the same period, as will be shown later.

60 This is the effective rate of protection for exporters. For cross-country comparisons, the authors used the
GTAP 5 Database (www.gtan.org). Effective rates of protection (ERP) measure the reduction in value added
caused by protection in intermediate inputs under the assumption of homogeneous products. The tariff
structure has both a tax and subsidy element. Tariffs on final goods operate as subsidies, while tariffs on
imported inputs operate as taxes. Overall protection for a specific sector depends on output and input tariffs
and the share of imported inputs in production costs of the specific sector. If the value of imported inputs
exceeds the value of ouput (at free trade prices) the negative value added will take place. Negative effective
rates of protection are very common, to the point that Greenway and Milner (2002) call them an endemic
phenomenon. Martin (2002) has a good sample of countries, all with negative effective reates of protection.
The anti-export bias arises because export-oriented activities are subject to tariffs on inputs but are not
benefited by tariffs on their exported output.



-61 -

Figure 17
Exports in Brazil, China and Mexico 1970 -2001
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Effective Rates of Protection for Exporters in Selected Latin American Countries
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5.26 While many lines of industry have demonstrated high levels of competitiveness through
successfully contesting international markets, some general issues remain. Several recent studies
based upon business surveys have found that many foreign-owned companies do not use their
most advanced production techniques in Brazil. One survey reported that some 40 percent of
foreign firms in Brazil do not use their frontier technology (Tyler, 2002). This retardation may
result from a still relatively protected domestic market, the accompanying lack of enterprise
interest in contesting international markets, and the difficulties of importing technology imposed
by a host of Brazilian government regulations (e.g., foreign technology licensing requirements
and impediments in temporarily bringing in foreign employees).

5.27 A major reason for firms not employing their technology frontier is the low level of
human capital that breaks the linkages between the research and development sectors and the rest
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of the economy or between the foreign direct investment recipients and other sectors. Research
has shown that, in countries with low human capital levels, foreign direct investment tends to
crowd out domestic investment (Borenztein, De Gregorio, Lee, 1998). In Brazil, despite the
significant foreign direct investment inflow of the mid-nineties, aggregate fixed capital formation
has remained stable with a slight declining trend. Though an important portion of FDI was
associated with mergers and acquisitions, the supposedly higher productivity of this type of
investment should have complemented domestic production and have had a technology spill-
over effect that seems to not have taken place to the extent that could have been expected.
Careful study of this issue should be part of the policy research agenda in Brazil.

Productivity G¢rowth

5.28 The most simple measure of productivity - the value of output divided by labor inputs -
enables facile cross country comparisons, which clearly show that developing countries,
including Brazil, have much lower productivity levels than the more advanced industrial
countries. Studies of labor productivity growth for Brazil show reasonably high productivity
growth during the 1970s, followed by very slow productivity growth during the 1980s and rapid
labor productivity growth during the 1990s.

5.29 Recent research includes non-labor factors, especially capital, and focus on the concept of
total factor productivity (TFP). This research shows high aggregate TFP growth for Brazil
during the 1970s followed by low, or even negative, TFP growth in the 1980s, and by rapid
productivity growth in the 1990s.

5.30 Explanations for this turnaround center on the economic reforms undertaken by Brazilian
governments which, beginning in 1990, changed the economic and investment climate. Foreign
direct investment - in part, stimulated by the improved investment climate - induced higher
productivity growth. The trade policy liberalization - as predicted by economic theory - had a
salutary effect on productivity and the competitiveness of the Brazilian economy.

5.31 Moreira (1999) presents evidence showing a strong positive relationship between the
growth of labor productivity across manufacturing industries and the participation of foreign
capital in those industries for the period 1990-97. Bonelli (1998), while addressing productivity
questions, focuses on the related concept of competitiveness, as measured by unit labor costs.
He concludes that competitiveness increases (declines in unit labor costs) are only partially
associated with FDI growth or FDI presence in a given manufacturing industry. Both studies are
based on aggregated industry comparisons within Brazil. The estimates are generally
inconclusive and indicate that the relationship between productivity growth and FDI is more
complex than can be satisfactorily explained by a simple bivariate analysis.

5.32 More recent work (Cavalcanti and Rossi, 2002; Cavalcanti and Teixeira de Carvalho,
2002), based on panel data for 16 industries from 1985 to 1997 show that there is a clear
association between reduction in the effective rates of protection and productivity growth. One
interesting feature of this most recent work is that it covers both pre-liberalization and post-
liberalization periods to analyze the relationship between effective protection and total factor
productivity growth.
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5.33 Hay (2001) uses data at the enterprise level for a sample of large Brazilian industrial
firms and shows evidence that the reduction of non-tariff barriers and tariffs in the early 1990s
had significant positive effects on TFP growth. Similar effects were found for deregulation and
privatization. Rossi and Ferreira (1999) come to comparable conclusions: they observe a strong
impact of the reduction of nominal and effective protection on the growth of aggregate TFP.
Lopes da Silva (2000) using data from a large sample of firms also finds evidence to support the
hypothesis that the trade liberalization prompted increases in labor productivity.

5.34 Mueller and others (2001) use enterprise data level. A very clear relationship emerges
between TFP growth and trade liberalization and allows the conclusion that the import
liberalization in the early 1990s played a major role in stimulating productivity growth. This
evidence for Brazil on the link between trade liberalization and productivity is consistent with
that from other countries (see Edwards, 1998). Muendler, Serven and Sepulveda (2001) also
show that besides the protection level, other variables that explain differences in total factor
productivity across Brazilian enterprises reflect the contribution of knowledge and technology to
productivity. Such is the case of the skilled/unskilled composition of the labor force, and the
share of IT (information & technology) in total physical capital. This study also finds that newer
firms tend to have higher productivity, and so do larger enterprises. Finally, the authors show
that firms with a higher capital to output ratio tend to have higher productivity growth.

5.35 There are strong theoretical grounds to hypothesize a causal relationship between trade -

policy liberalization and productivity growth. A more competitive market environment resulting
from trade policy liberalization stimulates productivity enhancements. Without such productivity
(and competitiveness) gains, firms run the risk of failure. Also, liberalized and greater imports,
especially of intermediate and capital goods, are likely to embody improved technology, which
in turn may stimulate productivity growth.

5.36 Though Brazilian imports have risen substantially compared to their 1990 level, they do
not seem high when a broader historical perspective is adopted or when compared with other
countries of similar characteristics (Figure 19). Hence, given the positive association between
productivity growth and trade, the low level of the aggregate Brazilian imports could be a cause
for concern.
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Figure 19
lImports in Brazil, China and Mexico 1970 - 2001
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5.37 During the 1990s total exports in nominal US dollars grew by only 5.8 percent annually.
In comparison with other countries, Brazil's export performance appears mediocre until very

recently. Many countries benefited from the sustained boom in world trade over the past forty
years, but Brazil has not, despite some spurts of rapid export growth. Indeed, Brazil's share of

total world exports today is less than half of its level fifty years ago.

5.38 After the sweeping trade liberalization in the early 1990s, the explanation for low export

growth relied on the substantial real currency appreciation and macroeconomic imbalances
originated with public sector deficits. The real currency appreciation also led to a partial
backsliding on the trade liberalization (Figure 20). However, after the floating of the Real that
implied a large exchange rate realignment in early 1999, together with the generation of primary
fiscal balance surpluses, the main macro obstacles for export growth seemed to have been
removed. In particular, the currency no longer seems misaligned, as documented in recent
empirical evidence previously discussed. Most recently, the expected export response has been

forthcoming.
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Figure 20
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5.39 Until 2000, export growth was disappointing. Finally, in 2000 total export growth was
14.7 percent, with manufactures growing at 19 percent. The reasons for the lackluster
performance before 2000seem to lie in the fall in key export prices, recession in the major
industrial markets and instability in the important Argentine market. Brazilian export prices are
at their lowest level since the 1980's (Figure 21), and they have fallen 23 percent with respect to
their 1997 peak.

Figure 21
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5.40 The fall in export prices, particularly since 1997, has been more than compensated by
rising volume exports. Aggregate export volume increased 50 percent in the period 1996-2002
(Figure 22), with the steepest rise taking place in basic products: the quantum index increased
95 percent with respect to the base year, 1996. Recall that natural resources sector was one with
the lower rates of effective protection. These numbers, as well as those of the trade balance
reported above, permit us infer optimism about the Brazilian external adjustment. There is room

for optimism that the adjustment process is operating and can be maintained without any direct
intervention, in particular imposing any type of import restrictions that could be very distortive.

lFiguire 22
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5.41 A crucial variable in determining the expansion of exports is growth in the rest of the
world. Additionally, market access to developed countries is critical. Recent work applied to

Brazil (World Bank, 2002) shows that without market access, the benefits of trade agreements
are very substantially reduced. For example, as long as the European Union maintains protected

markets for rice, grains, meat products and sugar, the benefits of additional trade will be very
limited for Brazil. Similarly, unless the United States facilitates market access of oil seeds, dairy

products and sugar, the benefits of trade will be severely limited.

5.42 Tariff barriers and non-tariff barriers hurt Brazilian exports, as well as other developing
countries. Simple average tariffs for merchandise imports into into industrial countries are
approximately 3 percent. But for textile and clothing, and agricultural products, average tariffs
are 8 percent and 27 percent respectively (IMF, 2002). Tariff peaks (tariffs above 15 percent)

have a disproportionate effect on developing countries exports. The United States, the European
Union and Japan, have between 200 and 300 lines (at the six digit level of aggregation of the
Harmonized System of Classification) of such peaks. Canada has about 700 lines (Hoekman, et.

al. 2002). More specifically, US tariffs for the 20 leading Brazilian products average 39 percent.

Some estimates show that if trade barriers were removed for only four products-orange juice,
meat, soy products and steel, exports to the US could increase by US$ 2 billion.
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5.43 However, a recent World Bank report (World bank, 2002) shows that most of the gains of
unrestricted trade access for developing countries comes from trading amongst themselves: Of
the estimated US$110 billion yearly gains, US$ 65 billion would originate by developing
countries liberalizing their own trade. This result is explained because developing countries tend
to have higher trade restrictions and hence have larger potential benefits to reap. This result
coincides with Loayza et. al.'s estimations that show trade openness as the single most
important factor affecting potential improvement in Brazilian future growth. Argentina and
Uruguay (non-coincidentially Mercosul partners) are in the same situation.

Role of Foreign Firms in Exports.

5.44 Multinational firms are more likely to export than domestically owned enterprises. This
greater disposition towards exports may be related to their greater exposure to international
markets, better access to foreign technology, easier marketing abroad, and possibly greater
competitiveness. Tyler (2002) documents that foreign enterprises continue to be major players in
the country's manufactured exports. Indeed, their share has grown since 1990, reaching 38
percent of total exports in 1999. Castelar and Moreira (2000) find that foreign firms had a greater
probability of exporting than domestically owned manufacturing firms, controlling for size,
sector and other attributes. Moreira (1999) further documents the higher propensity of foreign-
owned firms to both export and import as compared to domestically owned firms.

.5.45 However, very few foreign-owned firms view Brazil as a major site for accessing export
markets, two recent and notable exceptions being Nokia and Ericson. Both produce telephones
and related equipment and have dramatically boosted their export sales.

Policy Environment.

5.46 The overall policy environment for exports has improved considerably over the past
twelve years. The inflation targeting system (coupled with a floating exchange rate regime) frees
the monetary authorities of the need to conduct monetary policy to defend the exchange rate.
With a reduction of the public sector's borrowing requirements under such a system,
macroeconomic stability and falling real interest rates are more likely, providing an attractive
framework for private sector development, investment and export expansion.

5.47 In the early 1990s, trade policy liberalization made clear progress. Import programs
negotiated at the individual firm level by CACEX were abolished, as was the control driven
CACEX organization itself. Nontariff barriers were drastically pruned, leaving only a few
related to public health, national defense and environment. By 1994, average tariffs had been
reduced to 11.2 percent. While substantial reductions between 1989 and 1994 occurred across
the board, relatively high nominal tariff protection has persisted for transportation equipment
(e.g., automobiles, buses and trucks), machinery, basic chemicals, and dairy products. Effective
tariff levels also were reduced dramatically during the same period. The average effective tariff
rate, weighted by value added, fell to 12.3 percent by 1994. Only in the case of automobiles,
trucks, buses and motorcycles is the rate of effective tariff extremely high - i.e., 129 percent in
1998. Tariff levels reached their lowest point in 1994. Beginning with the initiation of the
Plano Real in mid-1994, there began a process of modest reversal and slight retrocession in the
trade reforms. Between 1994 and 2000, the average tariff rate was increased from 11.2 percent
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to 14.1 percent. For the average effective tariff rate there was an increase from 12.3 percent in

1994 to 16.2 percent in 1998 (Tyler 2002). .

5.48 The existing anti-export bias implies a need to further dismantle the incentives for

domestic market sales. In addition, it also implies the desirability of reducing the disincentives

for exports by alleviating their tax burden. While Brazil generally adheres to the international

best practice of exempting its exports from indirect taxes, there are two problem areas. First, the

state value added taxes (the ICMS) create difficulties. Exporters are sometimes unable to utilize

their accumulated tax credits. Second, even though direct export sales are exempted from a

number of cascading taxes (PIS/PASEP, COFINS, and CPMF), there are no mechanisms to fully

credit all prior stage payments of these taxes. Estimates of their penalizing effects on export

remuneration range from 1 to 3 percent of FOB prices (Tyler, 2000).

Customs Policies and Procedures.

5.49 Export procedures also constitute a disincentive to export, especially for small firms.

These elaborate procedures are administered jointly by the Secretariat for Foreign Trade

(SECEX), the Federal Revenue Secretariat (SRF) and the Central Bank through the SISCOMEX

system. Initiated in 1993, the SISCOMEX is in great part an on-line system. While it represents

an enormous advance over the previous system, it is nonetheless extremely complex, especially

compared to practices in other countries. Many steps and documents are required. Despite some

good features, such as the provision of trade data quickly, the SISCOMEX is unnecessarily
complex and involved as a trade control system.

Financial Markets and Credit Policies.

5.50 Credit availability and costs represent another disincentive for most Brazilian exporters.

Interest rates are high. The use of directed credit lines through the Banco do Brasil and BNDES

is a second best and inefficient attempt to offset the cost of loans by the provision of credit to

selected exporters at internationally competitive interest rates. This credit, necessarily limited by

fiscal considerations, only reaches a small percentage of exporters, who tend to be large firms

Policy l[mplications

5.51 Maintaining an overall policy environment conducive to private sector investment

(macroeconomic stability, fiscal austerity, and financial sector policies to reduce intermediation

costs) is essential for export growth. Additional government actions to improve the private

sector investment climate could include; (a) measures to reduce the administrative barriers to

market entry for new firms, (b) modernization of the regulatory framework, (c) actions to

strengthen property rights and the enforcement of contracts, and (d) measures to increase

efficiency in the country's labor markets. The attraction of foreign direct investment is only one

dimension, or result, of effecting overall improvements in the investment climate, but it is one

that should not be neglected.

5.52 Specific measures include; (a) the elimination of licensing requirements for technology

imports and the elimination of INP's role in approval for such agreements between contracting

private sector parties, (b) the easing of the requirements for granting temporary work permits for

the foreign employees of foreign-owned firms operating in Brazil (again eliminating the role of
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INPI in this process), and (c) the reduction of restrictions (tariffs) on capital good imports, which
of course frequently embody technology.

Tax Policies.

5.53 The present tax system is distortionary and imposes heavy compliance costs on
contributors. A tax reform, concentrating on the system of indirect taxes, would bring substantial
improvements in efficiency to the economy. Such a tax reform has been much discussed during
recent years and came close to passage in the Congress during 1999-2000. Central features of an
efficiency increasing tax reform would entail; (a) the federalization, or nationalization, of the
present state administered value added taxes (ICMS), (b) the elimination of the IPI and a number
of other federal taxes, including the CPMF, PIS/PASEP and COFINS, (c) imposition of the
destination principle in the administration of the new value added tax, along with creation of rate
uniformity and broadening its base, and (d) the development of an adequate, formula-based,
revenue sharing system to protect state revenue interests.

5.54 In the short term, and in the absence of a comprehensive tax reform, some tax measures
might improve export performance. These would include; (a) the development of a secondary
market for ICMS tax credits across states, and (b) improvements in the rebating for accumulated
tax credits for the cascading federal taxes (PIS/PASEP, COFINS, CPMF).

Trade Policy Liberalization.

5.55 The further dismantling of trade barriers could yield important benefits for Brazil.
Actions, embodying an overall strategy, could be pursued on several fronts, including; (a)
unilateral actions eliminating remaining export taxes and government discretionary ability to
impose them at will, (b) a re-examination of items for which import licenses are required, with
the objective of removing nontariff barriers to imports other than for reasons related to national
security, public health, or environmental considerations, (c) actions within MERCOSUL, to
include further reductions in the common external tariff and the implementation of a revenue
neutral uniform tariff for MERCOSUL, (d) MERCOSUL actions in seeking free trade
agreements with regional groupings, including with the European Union and under the Free
Trade Association for the Americas (FTAA), and (e) multilateral trade negotiations under the
discussions to be launched per the 2001 agreements reached in Doha.
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6. CONCLUDiNG REMARKS
POLICY OPTIONS SHOW THAT TO ATTAIN STABILITY AND FIGHT
POVERTY THERE ARE NO SHORTCUTS AND THE MOST DIFFICULT

WAY iS, EN THE LONG RUN, THE EASIEST

6.1 This report argues for reducing volatility and uncertainty to achieve sustainable growth
and hence poverty reduction. Volatility is associated with macroeconomic crises that hurt the
poor more than proportionately and have permanent effects on the poor's ability to grow out of
poverty. For this reason, avoiding crises must be a top priority within socially responsible
macroeconomic management. Our findings emphasize that making the right policy choices -

targeting inflation, increasing the primary fiscal balance, and paying down the debt - can
produce real tangible benefits. For Brazil, the decision to pursue these policies in the past
enhanced macroeconomic stability and led to noticeable improvements in growth, employment,
and poverty reduction.

6.2 The optimism expressed in this report regarding Brazil's future rests on the new
Government's commitment to fiscal and monetary prudence, the belief that these policies will

prevail, the expectation that the world economy will not enter into an outright recession, and that
the risk appetite of investors will not decline further, and that contagion from Argentina will
remain under control. But of course, this benign scenario confronts potential risks that underline
the importance of reforms identified in this report in three key areas: fiscal adjustment, debt

management, and trade and productivity growth.

6.3 Despite the significant progress in fiscal management, fiscal adjustment is far from over.
To reach "investment grade level spreads," Brazil needs to deepen both the quantity and the

quality of fiscal adjustment. Regime sustainability has to be ensured, and given the policy

options, raising the primary surplus through public expenditure containment seems to be critical
to allow sovereign spreads and interest rates to decrease. Once this happens, external
sustainability and currency risk premia will decrease and public debt composition can be
improved. Of course, as we point out in this report, the difficulty lies with the rigidity of Brazil's
public expenditure, which makes spending cuts, particularly in the public employee social
security system, nearly impossible without constitutional reforms. Given the savings that could
be achieved by imposing a contribution on current public sector pension beneficiaries, breaking
the link between pensions and active workers' wages, indexing pensions to inflation rather than
the minimum wage and raising contributions from 11 to 15 percent, however, we recommend
continuing the effort to reform the public social security system. Other measures to increase
flexibility, including setting transfers to states and municipalities as a fraction of total primary
expenditure (as opposed to as a percentage of net revenues) or extending and expanding the
DRU, are critical to regain some flexibility.

6.4 Based on the analyses presented in this report, we argue for a debt management strategy
that includes; (1) gradual lengthening of maturity and duration of the debt; (2) indexing more
debt to prices and reducing indexation to policy interest rates (Selic) or the exchange rate; (3)
issuing more fixed-coupon instruments, initially at short maturities, strategy that has worked for
more volatile countries such as Turkey; (4) making judicious use of alternative financial
instruments, such as fixed coupon bonds with a "put" option (used by Italy in the early nineties),
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or fixed coupon bonds with an interest rate swap, with the purpose of lengthening debt maturity
and duration; (5) reducing concentration of operations with the banking sector; (6) limiting the
role of public banks to avoid further fiscal expenditures or the built-up of contingent public
liabilities; (7) coordinating better monetary policy and public debt management so that reserve
requirements may be lowered leading to more efficient cash markets. While initially this
strategy requires accepting higher debt costs, ultimately it may prove cost-effective by reducing
risk in public-sector finances and freeing monetary and exchange rate policy from fiscal
dominance. All these desired changes in the debt structure hinge on a sustainable fiscal policy,
and a coherent macro framework, that will in turn reduce the financial costs of the debt strategy,
as well as the evolving market conditions, which are only partly under the control of the
Government.

6.5 Finally, Brazil's external sector adjustment is well underway. The reduction of Brazil's
dependence on external financing depends on productivity improvements and further
dismantlement of trade barriers, in particular, the reduction of effective protection. Given the
potential fiscal costs of an active industrial policy, we favor reforms to raise productivity that
would include establishing a broad-based federal value-added tax, eliminating price-distorting
payroll and sales taxes, reducing tariffs so as to reduce effective protection and make it more
homogeneous, cutting the bureaucratic red tape faced by firms, reducing the mandated cost of
Brazilian formal-sector labor, and deepening financial markets. These reforms would establish
an institutional environment more supportive of private sector activity, producing greater
likelihood of increases in exports and growth.

6.6 By taking the steps recommended in this report, the new administration has the
opportunity not only to make Brazil less vulnerable to unexpected macroeconomic shocks but
also to improve the likelihood of stability, growth and poverty reduction. While in some cases
these reforms require confronting entrenched interests, they are feasible and provide Brazil's best
chance for continued progress.
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Appendix

A.1. Garch estimation of Term Spreads

Table Al
Garch Estimation of Term Spreads as a Function of

Uncertainty and Public Debt Ratios

Dependent Variable: SPRSW36030
Method: ML - ARCH (Marquardt)
Sample(adjusted): 1997:04 2002:07
Included observations: 64 after adjusting endpoints
Convergence achieved after 70 iterations
Variance backcast: ON

Coeff Std. Error z-Statistic Prob.
Icient

SQR(GARCH) 0.89 0.21 4.27 0.00
DEBTY 0.09 0.02 4.91 0.00

DUMASIA -2.92 0.46 -6.32 0.00
DUMRUSIA -8.15 2.71 -3.01 0.00

C -4.01 0.98 -4.08 0.00

Variance Equation

C 0.10 0.14 0.70 0.48
ARCH(1) 1.19 0.42 2.83 0.00

GARCH(1) 0.21 0.08 2.65 0.01

R-squared 0.22 Mean dependent var 1.92
Adjusted R-squared 0.12 S.D. dependent var 2.95
S.E. of regression 2.76 Akaike info criterion 4.37
Sum squared resid 427. Schwarz criterion 4.64

85
Log likelihood - F-statistic 2.25

131.
69

Durbin-Watson stat 0.85 Prob(F-statistic) 0.04

SPRSW36030=Spread between 360-day swaps and 30-day swaps
SOR(Garch)= Sqare root of Garch term. Captures effect of volatility

DUMASIA= Dummy variable 1 for Nov.Dic. 1997, 0 otherwise
DUMRUSIA=Dummy variable 1 for Sep-Nov. 1998, 0 otherwise
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A.1. A. Are Shocks to the Real Exchange Rate Mean-Reversing in Brazil ?

Our study of mean-reverting properties of the REER series is based on monthly data for the period 1980-
2002. The Augmented Dickey-Fuller (ADF) tests used the general-to-specific modeling strategy to select
the lag length (Ng and Perron, 1995), starting from a maximum lag length and sequentially performed the
test based on the t statistics of the longest lag. The maximum lag length was determined by the formula
kMAx= Int(12(T/100)114) (see Ng and Perron, 2001). With 260 observations the maximum lag length was
15. We were unable to reject the unit root hypothesis based on the 22-year sample we examined (Table
A. l.A. 1 ), implying that the mean-reversion property is not sustained by the data.

Table A.1.A.1
Unit Root ADF Test for the IREER; Brazil 1980-2002
ADF Test Statistic -2.11 1 % Critical Value* -3.46

5% Critical Value -2.87
10% Critical Value -2.57

*MacKinnon critical values for rejection of hypothesis of a unit root.

Augmented Dickey-Fuller Test Equation
Dependent Variable: D(BRAREER)
Method: Least Squares

Sample(adjusted): 1981:05 2002:12
Included observations: 260 after adjusting endpoints

Variable Coefficient Std. Error t-Statistic Prob.

BRAREER(-1) -0.04 0.02 -2.11 0.04
D(BRAREER(-1)) 0.28 0.06 4.38 0.00
D(BRAREER(-2)) -0.14 0.07 -2.04 0.04
D(BRAREER(-3)) 0.13 0.07 1.87 0.06
D(BRAREER(4)) -0.16 0.07 -2.40 0.02
D(BRAREER(-5)) 0.13 0.07 1.93 0.06
D(BRAREER(-6)) -0.01 0.07 -0.17 0.87
D(BRAREER(-7)) -0.02 0.07 -0.27 0.79
D(BRAREER(-8)) -0.06 0.07 -0.90 0.37
D(BRAREER(-9)) 0.15 0.07 2.31 0.02
D(BRAREER(-10)) -0.18 0.07 -2.68 0.01
D(BRAREER(-1l)) 0.19 0.07 2.74 0.01
D(BRAREER(-12)) 0.00 0.07 -0.02 0.98
D(BRAREER(-13)) 0.06 0.07 0.78 0.43
D(BRAREER(-14)) -0.15 0.07 -2.07 0.04
D(BRAREER(-15)) 0.18 0.07 2.56 0.01

C 2.91 1.46 1.99 0.05

R-squared 0.17 Mean dependent var -0.13
Adjusted R-squared 0.12 S.D. dependent var 4.03
S.E. of regression 3.78 Akaike info criterion 5.56
Sum squared resid 3479.72 Schwarz criterion 5.80
Log likelihood -706.15 F-statistic 3.17
Durbin-Watson stat 2.01 Prob(F-statistic) 0.00
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In order to obtain a longer sample we used IPEA yearly data since 1947, which is has the benefit of

covering a longer horizon, but leaving few degrees of freedom. Results are borderline significant (Table

A. 1.A. 2)if you include one lag that is insignificant. Excluding that lag reverses the results to non-
rejection of the unit root hypothesis.

Table A.1. A.2
Unit Root Test for REER; Yearly Data 1947-2002

ADF Test Statistic -2.92 1% Critical Value* -3.56
5% Critical Value -2.92
10% Critical Value -2.60

*MacKinnon critical values for rejection of hypothesis of a unit root.

Augmented Dickey-Fuller Test Equation
Dependent Variable: D(REERIPEA)
Method: Least Squares
Sample(adjusted): 1950 2002
Included observations: 53 after adjusting endpoints

Variable Coefficient Std. Error t-Statistic Prob.

REERIPEA(-1) -0.26 0.09 -2.92 0.01
D(REERIPEA(-1)) 0.15 0.14 1.11 0.27

C 27.57 9.33 2.95 0.00

R-squared 0.15 Mean dependent var 1.04
Adjusted R-squared 0.11 S.D. dependent var 15.66
S.E. of regression 14.76 Akaike info criterion 8.28
Sum squared resid 10890.70 Schwarz criterion 8.39
Log likelihood -216.33 F-statistic 4.28
Durbin-Watson stat 2.00 Prob(F-statistic) 0.02

Given the low power of unit root tests, and for the sake of allowing some reversal in the shocks to the

REER index, we proceed as described by Cashin and McDermott (2001) to estimate the half-life cycle of
the shocks, bases on an autoregressive model for the real exchange rate. The half-life is the typical

descriptive statistic to describe duration of departure from and equilibrium relationship, and is defined as

the duration of time required for half the magnitude of a unit shock to the level of a series to dissipate.
The half-life of the shock (HLS) is estimated as HLS= log(1/2)/ log (a), where a is the autoregressive

coefficient in an ADF regression with 15 lags. Thevalue of the estimated parameter is .96, which implies

a half-life of 17 months. Then, the full shock should be reversed in almost three years, which is the

estimated time of duration of the shock used in the text
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A.2 Primary Balances Required to Stabilize the Debt Ratios (at 53 percent of GDP or at 63
percent of GDP) under Alternative Exchange Rate Scenarios

Table A2-1

Brazil: Primary FLscal Surplus (as percent of GDP) Required to Stabilize the Debt-to-GDP Ratio at 53 percent, Given Growth
and Interest Rate Combinations

(More Depreciated Real Exchange Rate Scenario)*

Growth Rate Real Interest Rate
(In percent) (In percent)

6 S 10 12

1 6.1 6.4 6.8 7.2

2 5.7 5.9 6.2 6.6

3 5.1 5.4 5.7 6.1

4 4.6 4.9 5.2 5.5

*Assumptions: At end-2002, the nominal exchange rate is at R$3.8 per dollar and the domestic debt stock
is 63 percent of GDP. The real exchange rate remains constant after the end of 2002, which implies the
average real exchange rate in 2003 is 13 percent more depreciated than its average in 2002. The debt-to-
GDP ratio declines gradually and reaches 53 percent by 2006, i.e., the same ratio observed at end-2001.

Note: The reported numbers for the required primary surplus are averages for the period 2003-2006.

Table A2-2
Brazil: Primary Fiscal Surplus (as percent of GDP) Required to Stabilize the Debt-to-GDP Ratio at 53 percent, Given Growth

and Interest Rate Combinations

(Moderate Real Exchange Rate Appreciation Scenario)*

Growth Rate Real Interest Rate
(In percent) (In percent)

6 - 10 12

1 4.7 5.0 5.3 5.7

2 4.2 4.6 4.9 5.2

3 3.8 4.1 4.4 4.7

4 3.4 3.6 3.9 4.2

*Assumptions: At end-2002, the nominal exchange rate is at R$3.8 per dollar and the domestic debt stock is 63 percent of GDP. The
average real exchange rate in 2003 is 6 percent more appreciated than its average in 2002.. The real exchange rate at end-2003
remnains constant thereafter. The debt-to-GDP ratio declines gradually and reaches 53 percent by 2006, i.e., the same ratio observed at
end-2001.

Note: The reported numbers for the required primary surplus are averages for the period 2003-2006.
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Table A241A

Brazil: Primary Fiscal Surplus (as percent of GDP) Required to Stabilize the Debt.to-GDP Ratio at 63 percent, Given Growth

and Interest Rate Combinations

(More Depreciated Real Exchange Rate Scenario)*

Growth Rate Real Interest Rate

(In percent) (In percent)

6 8 10 12

1 4.3 4.7 5.2 5.6

2 3.7 4.1 4.4 4.9

3 3.0 3.4 3.8 4.2

4 2.5 2.8 3.2 3.6

*Assumptions: At end-2002, the nominal exchange rate is at R$3.8 per dollar and the domestic debt stock is 63 percent of GDP. The

real exchange rate remains constant after the end of 2002, which implies the average real exchange rate in 2003 is 13 percent more

depreciated than its average in 2002. The debt-to-GDP ratio remains constant at 63 percent during 2003-2006.

Note: The reported numbers for the required primary surplus are averages for the period 2003-2006.

Table A2-2A

Brazil: Primary Fiscal Surplus (as percent of GDP) Required to Stabilize the Debt-to-GDP Ratio at 63 percent, Given Growth
and Interest Rate Combinations

(Moderate Real Exchange Rate Appreciation Scenario)*

Growth Rate Real Interest Rate

(In percent) (In percent)

6 8 10 12

1 2.6 3.0 3.3 3.8

2 2.0 2.4 2.7 3.1

3 1.4 1.8 2.1 2.5

4 0.9 1.2 1.6 1.9

*Assumptions: At end-2002, the nominal exchange ate is at R$3.8 per dollar and the domestic debt stock is 63 percent of GDP. The

average real exchange rate in 2003 is 6 percent more appreciated than its average in 2002. The real exchange rate at end-2003

remains constant thereafter. The debt-to-GDP ratio remains constant at 63 percent during 2003-2006.

Note: The reported numbers for the required primary surplus are averages for the period 2003-2006.
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A.3 Impulse Response Functions of the Estimated Generalized Vector
Autoregressions (GVAR)

Generalized Impulse Response of the Debt Ratio to a shock in Capital
Flows
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Generalized Impulse Response of REER to a Positive Shock in Capital
Flows
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Impulse Response of Selicr to a Positive Shock in the Primary Balance
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Impulse Response of REER to a Shock in the Debt Ratio
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Impulse Response of Primary Balance to a Shock in the Debt Ratio
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Appendix A.4 Social Expenditures and Fiscal Adjustment 1995 -2001

Figur 1
Structure of Federal Govemrnmnt Socia Expenditure, 1995-2001
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Table A4-1: Federal Social Expenditures in Percent of GDP, 1995 -2001

Categories
1995 1996 1997 1998 1999 2000 2001*

Primary Expenditure 19.1 18.4 18.4 19.5 20.0 20.5 20.3

Social Expenditures 13.0 12.3 12.2 13.0 13.6 12.7 13.3

Education 1.4 1.2 1.2 1.6 1.7 1.1 1.3

Housing 0.0 0.0 0.0 0.0 0.0 0.2 0.2

Health and Sanitation 2.3 1.9 2.1 1.8 2.0 2.0 2.2

Labor Qualification 0.9 0.9 0.8 0.9 0.8 0.6 0.6

Social Security and Social Assistance 8.4 8.2 8.0 8.7 9.1 8.9 8.9

Non Social Primary Expenditure 6.1 6.1 6.2 6.5 6.3 7.8 7.0

Source: Brazil - Minist6ro de Planejamento, Orgamento e Gestao
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Source: Blanco-Herrera (2002)

A.S. Price and Quanituinm ]hmdices of B3razUidann Aggregate Ezports and bly Tlype of Good.

Price Indices
year Total Capitl lntermediste Basic Lbfanufactured Semi-

Products 6WanuVactured

1980 94 66 g9 106 83 107
1981 90 74 90 95 85 96
1982 86 80 86 91 83 81
1983 81 73 83 89 77 77
1984 84 70 86 0o 79 93
1985 78 68 78 80 76 84
1986 81 74 86 99 72 80

1987 81 76 81 83 78 88

1988 90 80 93 911 8 107
1989 93 82 95 901 8 111
1990 91 94 89 82 93 97
1991 89 98 a8 83 91 89
1992 86 101 84 79 8g 85
1993 80 84 79 77 80 81
1994 88 94 88 88 86 93
1995 100 97 101 92 99 115
1996 100 100 100 100 100 100
1997 101 104 102 108 98 99
1998 94 107 93 91 97 91
1999 82 99 79 76 86 77
2000 85 105 83 75 87 88

2001 82 119 77 68 87 78

2002 78 122 73 65 84 73

Source: Averages computed from Funcex monthly data.
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Brazilian Exports
Quantum Indices

year Total Capital Intermediate Basic Manufactured Semi-
Products Manufactured

1980 45 71 42 66 41 26
1981 54 78 48 77 53 26
1982 49 52 43 75 47 21
1983 56 42 54 78 56 28
1984 67 44 61 79 73 37
1985 69 54 65 88 70 39
1986 58 50 52 60 66 37
1987 68 63 62 80 72 43
1988 78 74 73 85 85 55
1989 78 89 74 87 80 63
1990 73 62 74 88 70 63
1991 74 64 77 86 74 63
1992 87 77 86 92 88 81
1993 102 108 98 100 111 81
1994 104 114 102 103 110 89
1995 97 102 98 98 97 95
1996 100 100 100 100 100 100
1997 110 129 107 113 113 100
1998 114 138 110 120 115 104
1999 123 146 118 131 120 121
2000 136 200 124 142 142 113
2001 149 173 134 189 143 122
2002 149 148 135 195 140 124

Source: Averages computed from Funcex monthly data.
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