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1. Introduction

This is an interim assessment of the Brazilian experience with external and domestic adjustment
to the debt crisis of the ninety-eighties’. Rather than a revision of facts and figures, what follows
attempts mostly to call attention to some salient features of this important Latin American case.

We first review the external shocks of the early eighties and the external adjustment which
followed. Attention is then shifted to the difficulties of domestic adjustment. The monetary reform
program of February 1986 is reviewed next. The paper concludes with a brief discussion of the

country’s economic perspectives.

2. Shocks and external adjustment

The Brazilian economic miracle which started in 1968 was interrupted in 1973, by a
combination of the first oil shock with successful transformation in the trade position was guaranteed
by both structural and relative-price measures. Thus, the emphasis on import substitution investment
in oil since the early seventies allowed an increase in the share of domestically supplied oil in total
domestic consumption from 20 to 40 percent between 1980 and 1984. At the same time, a significant
devaluation of the real exchange rate, by 18 percent between 1980 and January 1985 (CEMEI/FGV)
propelled the desired short-term supply and demand adjustments.

The turnaround of the trade figures was sufficiently strong to allow Brazil in 1984 to start
paying the interest bill on its foreign debt without the need of “new” money. In fact, interest payments
went up from $6.3 billion in 1980 to $10.1 billion in 1984. Nonetheless, Brazil’s current account,
which was a negative $12.8 billion in 1980, shifted to a positive figure of $166 million in 1984. On
a flow basis, the external adjustment was thus completed in 1984, and this explains why Brazil could
drag its feet on IMF’s demands for additional domestic adjustment.

The successful completion of the external adjustment on a flow basis did not mean that Brazil’s
debt problem was solved. On the contrary, as a proportion of exports, interest payments were higher
in 1984 than in 1980 (37.3 percent as compared to 31.3 percent). The ratio of net debt over exports,
on the other hand, was up to 3.0 in 1984 from 2.3 in 1980 (Carneiro). In other words, Brazil was able
to solve its external liquidity problem.

Chronic inflation has been as important a part of Brazil’s economic life as coffee beans used to
be of its past. The most impressive thing about Brazilian inflation was not so much that it was; so
high, but that it did not accelerated rapidly, as both the Phillips curve and the German hyperinflation
would lead one to believe. In fact, Brazilian economists of different persuasions were convinced that

the country’s virulent inflation had little to do with excess demand theories, of either the monetarist



of the Keynesian variety. After a series of failed attempts at controlling Brazilian inflation through
monetary stringency, even the IMF was finally conceding that in Brazil demand contraction was a
very inefficient way of reducing inflation, because of the widespread backward looking indexation
schemes, which characterised most nominal contracts in the country. Econometric exercises by
Brazilian economists agreed in that a 10 percentage point increase in excess capacity would provoke
a 10 percentage point reduction of inflation (Modiano; Cysne). This is in line with the Phillips curve
results for the U.S. However, the U.S. would start from an inflation plateau of 10 percent per year,
while Brazil’s hovered around 220 percent per year. Hence, increasing unemployment by 10
percentage points would eliminate U. S. inflation, but would reduce Brazil’s to only 210 percent.

The situation was one in which all economic agents, after a long learning period, had developed
a myriad of formal and percent backward indexation at fixed six-month intervals. At any particular
month, roughly 1/6 of the wage bill was due for readjustment. The exchange rate was a crawling peg,
which went up daily, according to last month’s inflation rate. (These mini devaluations were at times
superseded by a midi devaluation, as in the second quarter of 1985, or more rarely by a maxi
devaluation, as in December 1979 or February 1983). Industrial prices responded swiftly to domestic
wage and import price pressures, with roughly constant mark-ups. It was the lagged wage adjustment
which made inflation jJump to a new plateau, rather than accelerate continuously, when a supply shock
occurred, as caused by OPEC, a crop failure, or a maxi devaluation.

In this context, maxi devaluations are inflationary — but they work. Costs go up, but the relative
attractiveness of exporting or replacing imports increase. Industrialized Brazil reacts as expected,
expanding exports and replacing imports. The trade balance improves at the cost of a higher
inflationary plateau. This had been the experience of Brazil since the mid-sixties. The conclusion is
unavoidable that inflation jumped from 100 to 220 percent per year mostly as a consequence of the
February 1983 maxi devaluation, which was forced on the government by the need to produce the
mega trade surpluses of the subsequent periods.

Since the early eighties, the Brazilian government offered the private sector the opportunity to
prepay its foreign debts through the deposit of an equivalent amount in cruzeiros to a special account
at the Central Bank. Facilities also existed to provide subsidized domestic credit to private firms
anxious to get rid of their foreign currency denominated debts. The propensity to use these facilities
increased enormously after 1982, as the real devaluation of the cruzeiro significantly raised the cost
of carrying foreign debt. Thus, foreign currency deposits in the Monetary Authorities were equal to
the monetary base in December 1982; in the following period, the ratio between them changed
markedly. During the second half of 1984, the foreign currency deposits in the Monetary Authorities
became nearly three times as high as the monetary base.

As the private firms deposit in the Monetary Authorities the cruzeiro equivalent of its foreign



debt, the Brazilian government loses the opportunity to finance itself through the inflation tax. In fact,
the government exchanges with the private sector an interest-free cruzeiro liability for an interest
paying dollar liability. When it extends cheaper domestic credit to replace private foreign debt, the
government loses future revenue to the tune of the negative interest rate differential embedded in this
subsidized financial intermediation.

The critical nature of Brazil’s budged deficit problem is revealed by the fact that in 1985 the
federal government paid $12 billion of foreign and domestic interest. This is equal to no less than one
half of its total tax intake. The fact that non-interest spending was not larger than the tax intake itself
was of little help, except to ensure that the value of the government non-monetary liabilities would
grow by no more than the interest rate on its outstanding debt. Both social spending and government
infrastructure investment are well below requirements. Hence, the fiscal crisis of the Brazilian state

poses an unusual challenge for economic policy makers in the near future.

3. The Cruzado Plan

The monetary reform program, known as Cruzado Plan, which was implanted in February 28,
1986, derived from the conception that inertia was the single most important explanation for Brazil’s
high inflation rate. Neither Keynesian gradualism nor monetarist shock treatment were up to the task
of dealing with inertial inflation. For both were based on demand contraction, a very indirect and
costly way to break the social contracts sustaining inflationary inertia. A radical rupture with the past,
through a comprehensive monetary reform program, was required to cope with the problem (Arida
and Lara Resende; Lopes). Four interrelated sets of measures were adopted; the introduction of an
average real value in the old currency.

Consider now the problem of preserving “neutrality” for debt instruments with fixed nominal
interest rates. Supposedly, the parties of this contract shared an inflation expectation at the time in
which this contract was signed, which was based on currently observed inflation rates. With the
sudden elimination of inflation, a corresponding deflator needed to be adopted tor these interest rates
in order to preserve neutrality in the relationship between creditors and debtors. This was achieved
by converting future cruzeiros into cruzados at a daily depreciating rate, equal to the observed
inflation in cruzeiros during the three previous months. By contrast, debt contracts with a “monetary
correction” or indexation clause (plus a real interest rate on top) of it had their values updated
according to the price level change observed between the date of their last readjustment and the day
of the Reform, also ensuring a neutral conversion of capital values. Afterwards, however, no
additional “monetary corrections” were allowed for short-term financial instruments.

The outlawing of short-term indexation combined with the fixing of the exchange rate between



the cruzado and the dollar, and the daily devaluation of the cruzeiro vis-a-vis the cruzado, to guarantee
that government debt service would stop increasing with inflation (Less than 20 per cent of the
indexed domestic debt was longer than one year.

4.  Economic perspectives

The Brazilian economy is booming again, after the recession interlude of 1981-84. Viewed
from a distance, the country would seem to be have been able to combine the best of all possible
worlds, simultaneously achieving record rates of GDP growth, inflation stabilization and steady trade
surpluses.

However, it is not all roses. Fixed investment rates are well below required for the maintenance
of 7-8 percent GDP growth, which Brazilians are aiming for. The fiscal position of the State is very
shaky, even without the required expansion of social expenditures and infrastructure investment.
Firms’ complaints against the freeze and violations thereof are increasing. Labor unions’ wage
demands are hardly in consonance with a regime of price stability. Consumers’ lines at food stores
are increasing and supply shortages mounting. Some of these problems are short-term, and require
the introduction of aggregate demand control measures and the establishment of a consensual
incomes policy in lieu of the price freeze. Others are medium term, and require both a fiscal reform
and an alleviation of the burden of external debt Service. A Constitutional Assembly will be elected
on November 15, 1986. After that, current short and medium term economic problems will need to

be tackled with new innovative domestic and foreign initiatives.



