Nk

What are the reasons for the inflation? What can be done to stop it.

a) Budget deficits, prospects; Federal, Sate.
Are all Government expenditures in the Budget?
Does the Government or the states have subsidies outside their budgets«

b) Credit policy

c) Bottlenecks of industrial production.
Lack of raw material in any industries?
Lack of machinery or spare parts?
Lack of electric power.
Is anything done to increase electricity production?

d) Too much investments?
Bgthe Government?
By the states? municipalities? by industry?
For Housing, including office buildings.
To what extent are these investments financed by the Banco de Bresil,
directly or indirectly.

e) Can Government, state and municipal deficits be met by selling
bonds to market? If not, to what extent has the B doB to give
credits, directly or indirectly?

f) How much is sold of the cotton (and other stocks) held by the B do B

or the Government.

How big were these stocks at end of 19563. Are these commodities now
being sold at world market prices?

Are they sold against foreign exchange? Which currencies?

To what extent have they been sold for cruzeiros?

When this is done, is the exchange obtained by the Brazilian buyer,
sold to BdoB if goods are exported. _

Are there any Government support prices? I_f;‘o, their relation to
world prices.

i ,/@;’

g) Balance of payment situation..
Foreign exchange budget for 19547
Is this realistic? daws Mannds 8 G e Y- f‘\uw AHoan W >
Are the imports at too low a level? f»\w,s
Comparison between 1953 exchange budget and factual results of

buying and selling. Do not forget to deduct forward transactions

from holdings when computing reserves.

P

.

h) Inflationary effect of auction system. ;

Continuous payments to exporters. No W 'fw {"'w\er ﬂ 'Lw_/L,{
Much less sold to importers. Yolanl ‘NMQM S Avad
Amounts bought from beginning to January lst of various currencies.
AT & - = . & s
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1) To what extent ée foreign exchange sold spot? forward?



1) (continued)

If exchange is sold spot, is the amount held at an account with the
BdoB or with another bank?

When exchange is sold forward, has the buyer to pay the cruz. amoun t
or part of it at once?

Is there a risk for BdoB selling more forward than it'has?

How much is, on January 1, 1954, sold forward?

Are BdoB ’s own dollar holdings reduced by that amount in the books of
the Bank?

Even if not more dollars are sold forward than held by the Bank, there is
the risk that after selling forward not enough is available for spot
sales, after some months.

k) Prices

1) Wages

Need for foreign credits.

Bragzilian attitude to oil, to electricity.



January 23, 1860
BRAZIL

I use below the new Tavle numbers, not those given in the memo of
January 1966.
The extent of the present inflation since 1948 can be seen from
Table 1. (Show as Table I the three last series on Table V. Don’t give the
figures for 1948/48/50).

The main reason for the sharp rise of wages during the third quarter
of 1854 is, of course, the doubling of the minimum wages.
3. The causes of the inflation, over and above the increase in the
- minimum wages, are the following: |

a) Morrowing from the Banco do Brasil by the Federal Government
and official entities such as State and Municipal Covernments as well as the
Autarkias in order to cover their deficits. (See Table II.) /Comment to the new
Table II: The reader who is not well informed does not understand the footnote
I in the present Table II. It ought to be re-written./

b) Increases of credits to the private sector of the eeinomy by the
Banco do Brasil and the commercial banks. (See Table III.) (Tub{‘lélm:iiv Pt
should be on the same page. _Don’t give the percentages.)

¢) The total increase of credit is seen from Table IV.

-d) The deficit in the Government finances from 1953 - 1955 is seen from

Table V. If the autarkias are included mention it. If not, give a table or an
annex with the information available say for 1063, 1854 and 1956.

e) From Table VI is seen the rediscounting by the Rediscount De~
partment of the Banco do Brasil. (I guess that in footnote 2 there are two mistakes.
Should it not be 1961 instead of 1850 and 1955 instead of 190547)

Credit was restricted from 1654. The restrictions were eased



from 195685,

8. The volume of production is seen from Table VII.

4, The export or import surplus from foreign trade is seen in Table |
VIIIL

b. Table IX gives the export of coffee to (a) dollar countries and

(b) non-dollar countries.

6. Table X indicates the surplus and deficits in the balance of payments.
Table XI gives the quotations for the dollar on the free market.



Brazil.

8. From Table XII it is seen that the gold holdings of the Banco do
Brasil amounted to U.3. $332 1/2 million at the end of November 1955. Thereof
gold worth U.S. $204.6 is pledged as collateral for loans from commercial baunks in th
the United 3tates. The gross holdings of foreign exchange at the same time were
$33.8.

The Brazilian foreign exchange situation was very serbus up to the
end of August, 19556 when coffee could not be sold to the United States. Sloee
then coffee exports are moving rapidly mainly due to certain changes whereby
a seller gets somewhat more in cruzeiros for his dollars, than before.

The indebtedness to the commercial banks in the U.S. for overdrafts
(over and above the loan of § for which gold is pledged) was on
August 31, 1955 § . This amount has been repald and Srazil had at
the end of November, 18565, an amount of U.3.§ 33.3 million on its bank accounts
in the U.S.
8. The foreign indebtedness of Brazil is shown on Table XIII.

From Table XIV will be seen the amounts that have to be repaid as
interest and amortization on foreign indebtedness for some y8ars from 1958

onwards.,
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January 23, 1860
BRAZIL

I use w the new Table numbers, not tm the memo of
January-1958.
1, The extent of the present inflation since 1948 can be seen from
Table I. (Shoy
fiqures tor-1848/40/50).

The main reason for the sharp rise of wages during the third quarter

of 1254 is, of course, the doubling of the minimum wages.
2. The causes of the inflation, over and above the increase in the
minimum wages, are the following:

a) Morrowing from the Banco do Brasil by the Federal Government
and official entities such as State and Municipal Covernments as well as the
Autarkias in order to cover their deficits. (See Table II.) /Comment to the new
Table II: The reader who is not well informed does not understand the footnote
I in the present Table II. It ought to be re-written./

b) Increases of credits to the private sector of the economy by the
Banco do Brasil and the commercial banks. (See Table III.) (Tabg’m:llv v
should be on the same paqe}"pon’t, _give the percentages.)

c) The total increase of credit is seen from Table IV.

d) The deficit in the Govermment finances from 1953 - 19565 is seeﬁ from
Table V. XX the autarkias ar included mention«it. If not, give a table or an
annex with the nformation available say for 1863, 19564 and 1965.

e) From Table VI is seen the rediscounting by the Rediscount De-
partment of the Banco do Brasil. (I guess that in footnote 2 there are two mistakes.
Should it not be 195l instead of 1950 and 1955 instead of 18547)

Credit was restricted from 1854. The restrictions were eased



from 1958.

3. The volume of production is seen from Table VII.

4, The export or import surplus from foreign trade is seen in Table
VIIL . 0

5. Table IX gives E* export of coffee to (a) dollar countries and

(b) non-dollar countries.

6. Table X indicates tie surplus and deficits in the balance of payments.
7. Table XI gives the quotations for the dollar on the free market,
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8. From Table XII it is seen that the gold holdings of the Banco do

Brasil amounted to U.S. $332 1/2 million at the end of November 1955. Thereof
gold worth U.S. $204.6 is pledged as collateral for loans from commercial banks in th
the United States. The gross holdings of foreign exchange at the same time were

$33.6.

The Brazilian foreign exchange situation was very serbus up to the
end of August, 1955 when coffee could not be sold to the United States. Sinee

then coffee exports are moving rapidly mainly due to certain changes whereby

P
l a seller gets somewhat more in cruzeiros for his dollars, than before.
The indebtedness to the commercial banks 1} the U.S. for overdrafts
M (over and above theNoan of $ for which gold is pledged) was on

. This amount has been repaid any Brazil had at

MWM’&@S’L 31, 1955 $

the end of November, 1955, qn amount of U.S.$ 33.3 million or\its bank accounts
in the U.S.
9. The foreign indebtedness of Brazil is shown on Table XIII.

From Table XIV will be seen the amounts that have to be repaid as
interest and amortization on foreign indebtedness for some years from 1966

onwards. s Ll
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Brazil.

8. From Table XII it is seen that the gold holdings of the Banco do
Brasil amounted to U.S. $332 1/2 million at the end of November 1956. Thereof
gold worth U.S. $204.8 is pledged as collateral for loans from commercial banks in th
the United 3tates. The gross holdings of foreign exchange at the same time were
$33.6.
The Brazilian foreign exchange situation was very serbus up to the

end of August, 19556 when coffee could not be sold to the United States. Sicee
then coffee exports are moving rapidly mainly due to certain changes whereby
a seller gets somewhat more in cruzeiros for his dollars, than &fore.

 The jndebtedness to the commercial Nanks in the U.S. for overdrafts
(over and above the loan of § for which gold is pledged) was on

Y
M M’p{’\f&m 31, 19565 $

the end of November, 195, an amount of U.S.$ 33.8\million on its bank accounts

. This amount has been \repaid and Brazil had at

in the U.S.
0. The foreign indebtedness of Brazil is shown on Table XIII.

From Table XIV wm be seen the amounts that have to be repaid as
interest and amortization on foreign indebtedness for some y8ars from 1856

onwards. ) e
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CONFIDENTIAL

January 5, 1956

BRAZIL

Mr. Paranagua told me the fdlowing:

Brazil has been able to sell a lot of coffee during
the Autumn because the exporters are under-invoicing the coffee
and are selling the difference between the actual price and the invoice
price on the free market.

During November, Brazil exported coffee for
$71 m. The last figure he had for December was about $54 m.
The final figure may be slightly higher.

Brazil has now repaid all the overdrafts and
has $30 m. on its American bank accounts.
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Talk with Mr. John Exter in New York on December 14, 1955.

BRAZIL

Banco do Bresil has now repaid all its outstanding
U.S. dollar acceptances and also all its overdrafts with the
American bankers.

Some of the New York banks had previously asked the
Federal Reserve to rediscount the acceptances by Banco do Bresil.
The ruling of the Federal had been that as that kind of paper was
a finance paper and therefore not eligible they could not be redis-
counted. After the repayment of all acceptances, the Brazilians have now
asked the Federal to reconsider that decision.

From December lst, the Banco de Bresil had increased
its rediscount rate from 6% to 10% on promissory notes and to 8% on

commercial bills.
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December 5, 1955

BRAZIL

Bulhoes on his way from the ECOSOC meeting in New
York to Rio, told me that the problem that the new government had
to deal with first was the exchange problem. He thought that they would,
on the whole, follow the line that had been discussed with the Fund. He
did not expect a decision until the beginning of February.

As reasons for the need of a change, he gave e.g. the
following examples:

1) A foreigner wanting to invest in Brazil could send
machinery without paying the premium at an auction that a Brazilian
has to pay. The Brazilians are therefore discriminated against as
far as purchasing machinery for inwestment is concerned.

2) As the auction prices vary very much for various currencies,
goods imported from a country with a low price at the auction, have ad-
vantages compared with the same goods imported from e.g. a dollar country.

Bulhoes said that the reason why he left the SUMOC was
that Whitaker insisted upon canceling the rule for the banks to deposit
80% of their new deposits with the SUMOC. Bulhoes had told Whitaker that
he could agree to a reduction of the percentage. If he insisted upon can-
celing the rule, he was not willing to take the responsibility for the future.
He tried to convince Whitaker of the necessity but Whitaker did not be-
lieve that the credits by the private banks had any influence upon the
inflationary situation.

The money _depositedefiththe SUMOC was deposited innotes
at the SUMOC, Not only the-commerecial banks but also the Banco de
Bresil had to make the same deposits with the SUMOC. In that way, the
money was effectively sterilized.

The budget expenditures had been cut down by Gudin. Whitaker
had followed the same line. The budget of the central government had been
in fairly good order. The Autarquias, however, were still having fairly
substantial deficits.

He did not know what would be done about the oil problem but
he hoped that the new government would try to do something as soon as
possible.
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Ngfzggigg_prices for codfish in terms of dollars are $18.00,
$17.50 and $16.50 per half drum,depending upon the quality. The agio
at the last auction was 33.60 per dollar; adding the official rate
of exchange of Cr$20 per dollar, gives an effective rate of Cr$53.60 per
dollar. Taking the lower priced fish at $16.50, this gives a Cruzeire
price of Cr$88L.L0.

———,

Canadian fish (Newfoundland) is priced at $13.00 per half drum.
The most recent agio is Cr$85.10 per dollar. Adding the official rate
of Cr$20 per dollar, gives an effective rate of Cr$105.10. The Canadian
A —s

codfish, in terms of Cruzeiro works out at Cr$l,366.30.
N S b AT RIS RN

Because of the higher agioy, the Canadian codfish, although it is

20% less in terms of dollars, is S4% higher in terms of Cruzerios.
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COPY == by Mr. Kafka, August 10, 1955, as reported by
. in his Report on Discussions at Merrill
Center for Economics, August 1 - 12, 1955,

" Since the war, gross national product has been increasing

i per cent and population 2} per cent per annum., Orowth now is
widespread, whereas previously it had been in particular sectors
(esges £01d cycle, sugar cycle, coffee cycle), In the 19th
century social overhead was created in advance of the need for it.
The principal difficulties in the way of economic growth today
are inflation caused by fiscal mismanagement and overinvestuents
the overvaluation of the exchange rate (which has kept imports
too cheap); exchange control (which has kept out manufactured
goods); and too low public utility rates. Gross savings have
been relatively high, but to maintain them monestary stability
must be achieved, Inflation has resulted in a large increase

in debts to foreigners (arrears), This has brought in resources,
but cannot continue, *
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Office Memorandum

FROM : Jorge Del Canto
sussecT : Bragil

As requested over the phone, I am attaching herewith some
documents on recenmt developments on Brazil.

The situation as of today, as I understand it, is as follows:

1. On Friday August 5 Mr. Paranagua contactelMr. Bernstein
to report by phone that the Bragilian authorities were approaching a
decision on a new exchange system and were interested in getting
Mr. Bernstein down in Rio, prior to a final formulation of & plan.

2. Mr. Bernstein, who is vacationing in Maine, reported that
he felt his personal services were not critically essential since he had
already expressed his points of view (memo of E.M.B. to Mr. Whitaker
of June 20, 1955). Instead, Mr. Bernstein dictated a memo over the
phone for transmittal to Mr, Whitaker (Att. #2) and also a list of
questions, mainly as to the effects of the frost om coffee (Att. #3).

3. On Monday, August 8, Mr. Paranagua received over the
phone the text of draft SUMOC resolution embodying an exchange reform.
This was transmitted to Mr. Cochran and Mr. Bernstein (Att. #4).

Mr. Bernstein expressed his personal opinion in a memo dictated from
Maine (Att. #5). On the same day Mr. Paranagua requested my views,
but I excused myself from advancing any views until the matter had been
raised formally with Mr. Cochran,

4. On Monday afternoon, August 8, Mr., Cochran requested
Mr., Parapagua to consider these Brazilian matters as official and
indicated that, because of the pressure of time (a change in the
Brazilian exchange system is expected over the week-end of Aug. 20)
he was going to ask the starf to ,;et preopared to deal with this
proposal. 7

5. Mr. Cochran set up a working party for this item on
Tuesday, August 9 (Ferras, Brenner, and myself), It was agreed that
clarification on some phases of the proposed system was needed.

6. The staff looked into all the obscurities of the proposed
system and a list of 20 questions for the Brazilians was prepared for
Mr. Cochran to be transmitted to Mr., Paranagua. A meeting was held
with Mr, Cochran on August 12 (Friedman, Ferras, Bremner, and myself)
to discuss these questions. (Questions as attachment #6).
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7. Mr. Cochran informed Mr. Paranagua of these questions and
asked Mr, Friedman and myself to go over to Mr. Paranagua's home on
Friday evening to present and discuss these questions.

We stressed to Mr., Paranagua that all these questions were
strictly technical, dealing with the working of the system, and not
policy questions. The staff expected, however, a complete account
of the policy reasons behind the proposed changes.

As far as we understand it, the proposal consists of:

a) Introducing a single fluctuating rate for exports and
imports. This fluctuating rate would be strictly applied
to trade transactions and distinet from the present free
market for invisibles and capital, that will contimue to
exist.

b) The free market rate will be applied to all exports.
For coffee there would be a deduction (we are puzzled by
the type of deduction, since the Brazilian Constitution
forbids export taxes) which will change with changes in
the price of coffee and will disappear when the price of
coffee goes below 50 cents per pound,

¢) On the import side, the rate will be supplemented by a
set of fixed surcharges. These surcharges would be absorbed
into the tariff structure whenever Brazil undertakes a
Tariff Reform. The fixed surcharges are those set forth
by Law 2410 of January 29, 1955. The law reads: "The ex-
change surcharges obtained through the auction bids shall
become the equivalent of the following percemtages of the
average auction bids in the auction held in the last 3
months: Category I, 35%; Category II, 50%; Category III,
65%; Category IV, 75%, and Category V, 100%.

The machinery of the existing auction would seem to be
maintained to operate this free market. Although there

are a mumber of techniga} questions as to how the system
would operaté (Att. #7). Besides these technical questions,
there are, however, a mmber of policy questions that come
to our minds. I would list you a few.

The staff of both ERD and our Department is working on Brezil,
We are getting ready a report on the present external and internal
position of Brazil and should & proposal come in, we should be able
to deal with it expeditiously.

I have not discussed policy considerations on the draft
Brazilian proposal within our Department, but perhaps I could
put down in paper some of my tentative thoughts.
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1. While there is some merit to the proposition that maybe
the best suited exchange system for a country with a continued
inflation (like Brazil or Chile) might be a fluctuating one, that
would automatically correct any changes in the external purchasing
power of the local currency, there is the danger that the present
exchange shortage of Brazil--and the complete absence of reserves to
smooth fluctuations in the market-—-might result in an unduly
depreciated cruzeiro, which might aggravate the inflationary situation.

2, From the point of view of exports, an undue depreciation of
the crugzeiro--particularly for coffee exports--would be labeled by
the other coffee countries as competitive, and might lead to devaluva-
tion by other coffee countries, e.g., Colombia. While some relief
might be granted to coffee exports for political reasons, there is
no clear case for a big devaluation on coffee. International coffee
prices are today the same as in October 1953, and the rate given to
coffee exports has doubled (from 18.50 cruzeiros in October 1953 to
37 cruzeiros to the dollar today); it is doubtful that costs have
doubled in less than 2 years.

A big devaluation might help minor exports, but only up to
a limited extemt. The record of our consultations discussions with
the Brazilian authorities point to more basic handicaps limiting
minor exports; transportation bottlenecks, storege facilities,
marketing problems, etc.

3. We have been told that the major difficulty of Brazil is
to remove the uncertainties concerning the exchange system (which
the Minister has created since he took office by talking about the
"exchange confiscation") to restore confidence in the coffee market
and break the present policies of buying on a "hand to mouth" basis
of all coffee traders., Is a fluctuating rate the best answer to
break these uncertainties and resistance from the buyers to buy
coffee?

During the period August-November 1954 the coffee rate was a
mixing rate with a 20% link to the free market rate, but the
authorities felt that this e . of fluctuation had contributed
to speculation in cofflee and affected the stability of coffee prices
abroad (see page 4/ of Part II, Brezil, 1955 Comsultations - SM/55/36).
This conviction led the authorities in November 1954 to substitute
the mixing system by a fixed bomus on coffee. The record of our
discussions in Rio during the consultations reads as follows:

"Mr. Bulhoes said that the reason why the export bonuses
had been fixed was that the authorities did not consider the
free market rates as having full economic significance, and
they did not want to have export retes unduly influenced by
the fluctuations of the free market rates. This was the
principal factor behind the measures taken in early 1955 to
fix the export bonuses."
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4. The market would not appear to be entirely free since
there are a number of administrative decisions (composition of the
import categories, level of the surcharges, etec. For instance,
the system would be opened with a prohibition of imports in
categories IV and V.) But even with all these complications, the
idea is to have a uniform fluctuating rate for all imports
who pay the respective surcharges. With the present exchange
shortage, the level of such rate is bound to be high, in spite of
the import prohibitions, and this might cut down the import of
essentials since importers of less essentials can stand a more
depreciated rate. There might take place then an unfavorable
change in the compogition of imports, which is now preserved by
the strict percentage allocation that the authorities follow in
allocating exchange in the various categories, with very little
exchange for the categories of less essentials.

On the whole, the system remains as complicated as it is
today, and the only tangible result, which I believe is the only
real reason for undertaking the reform, is the devaluation ex-
tended to coffee. It would seem that the same results could be
achieved by shifting coffee from Category II (37 cruzeiros per
dollar) to Category III (43 crugeiros per dollar) or Category IV
(50 cruzmeiros per dollar) without overhauling the whole system
when we are only a few weeks ahead of Brazil's electionms.

On coffee, I am attaching herewith a note of Miss Lovasy
on the effects of the recent frost in Panama on the coffee market
(Att. #8). She points to the fact that the frost does not remove
the danger of increasing surplus, but only reduces the size of
such surplue for the crop year 1955-56. These views are similar
to those of the U.S, Department of Agriculture (Att. #9). The
Ministers of Finance of Brazil and Colombia, who concluded their
talks on August 11, took a more optimistic attitude. While they
are in favor of contimuing the work done towards international
action for the stabilization of coffee prices, they do not seem
to agree on immediate action to dispose of existing stocks.
(Full text of the Vi]}g,vocu-»it;kor-talkas attachment #10.)
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The International Payments Problen of iresil

A Repari to the lﬁ_inisber of Finance

The situstion in Brezil dwring reeent months presents the paradex
- of en imprevemont in internal economie stability and a delerioration in -
the external payments position. The mometary suthorities must find a
mnqpt solution far the payments difficuliies while continuing the proe
' being uade toward interpal econamic stability. The more success-
al the monetary asthorities are in dealing with the inmternal nroblem,
the surgr they cen be that their peyments policy will be affective. At
the same time, the solution of ihe payments difficulties will strensthen
oonﬂm«b in the measures taken for internsl econcmic stability. -

le The Pregent Zconomic fituation

The econcmy of Bragzil hae been disrupted by an inflation that hasg

~eontinued with only miner and tomporary interpuption for nearly 15 years.

The inflaiion has been mainly the resnlt of the interaction of two forces:
- ‘farst, the ereation of bank eredit to finance an excessive level of ine
vwm and public expenditwre; second, massive wage inerecses (o restare
" the level of reel wages following every large rise in the cost of living.

-~ These two forces have becoms almost linked in {he pattern of belhavior of
" the Brazilieh oconomy. Beongmic stebility camnot be attained wil credit
is kept under proper resiraint, the cost of Living stops risiig, ad wage
ingreames wmre iven gsrdmlly and on the basis of greater pmducbinty.

In the riddle of 195&. Aragil was once more confrontad with a mas-
sive wace incresse, the do'bling of the minimw: wags. io eomnmtry can
possibly dovble the real wagee of 2 large segment of its working force
merely by raising money wages. Such an dingrease in wages, whieh cenmnot

be matched with an inereass 1. consumer coods, musi result in 2 sub-
gtantial rise in the cost of uvutfg‘hom April 195h to April 1955, the
eost of 1iving rose by mearly 2% per cent.  Turthermore, tie wages end
salaries of othar g s Lo whom the ineresse in the ninimun wage did
not 2pply; are still Being raised to saintain customary dAfferestials.
The price effects of tham inerease of 199k, thersfore, have not yet
“been fully wniteeted :

This waae policy could have been disasirous for monetsry stability
if bank eéredit had been expanded %o the samg ertent on the yrounds that
additional Dinde ware needed to weol the higher payrolls. Incbaad, follows
ing a first response to the new wage level, ihe monetary autherities have
succeeded in keeping commerciel bank credit guite siable.  The increase
in currency amd demand dmits between Qctober 195k and April 1955 was
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: m M}ﬂ htmm an um'em of 8.5 per cent in six nontha, all ot

it arising from the operations of the Bank of Braril, al.t.haugh 1o gome
. extent as ths !.mistumo of tre gctvment. ‘ :

m,‘w nmy W has bm made in gtabiliging the demutic
‘gconomy, the m&ml payments position hae deteriorated sharply,

- payticularvly since Hoveuher 195h. One Tactor has been the decline in the

+ dollar price of abffes from the very high levels that previcusly srevailed.
This wonld in any came have brought serious payuents problems. The offects
of the dealine in the uﬁmttu%hmmmuhdbymu‘u 7
wderteken Yo gupport {lie high price which have ¢rested uncertainty dn the
markgt and have encowrdged speculative aetivity of a harmful eharscter. ;
 Fartunately; the government is no longer sdding to its coffee stocks, and

the so-called minioue price is not being supporteds There is no farm of
investiuent that 1s lsez wseful to an underdeveloped comu-y than th& ac:-
ewaulation of larie stocks of its own export gocdas ‘

eonfmama in the exchange system of Bruil has been mim mauu-
nined. On the one Land, exportars in irazil e that the eruseiro -
 prdce of coffee will rm; on the othor havd, wters in the Uni
States expect that the dollar price of voffee will f21l. These se nely

contradietory expectations on the mrice of coffes are reconciled in the

ctmpion attitude toward the exchange rate, In Bragil and in the Undtied
States, coffes deglers believe thet a depreciation of the ¢rugeiro iz

. impending . They are fortified in this beliof by the fact that the ryte

-~ of pxchange applicebles to aoﬁ‘n axport.c i lass Javorgble then t he m.a

for other exparts.
o The government hag not been able to prevent such expectaticns lfdom.

. fpberrupting the arderly movament of Soffes to the United States merlet.,

Roasters in the Tmibed States have reduced their amn stocks at the same
tims thot Bragil has added to its stooks. The price sitwetion in the

New York market is conduedive 1o buying on & handwtow-mouth basis, Mwm
prices are substastially helow the spot price of coffess No reaster or
deglor has any resson far cerrying more than minimem inmventories when

later needs can be covered more c&up!y by buying 2 Murn contract than by

mrmrz atoeks. bt e e T
This diffioultt situation is reflocted in the actwal exparts o! cof :teo.

/ - Ageeipts from adtce exports have beer below expectations since August 1954,

Following spe , aetion of the govermment, coffee exports rose in Rovember
and Decerber . They have sirce degliped 1o ¢nite inedequate levels. .

In recent months, totel dollar expart Téceipts, irow coffee and other producis,
__hawe been sboub ‘30 million e month ingtead of the more reascnable target

" of gbout. $60 million. ~Apparently, there can be no hope that any substantial .
mmmtmmummanmmnnmmmmmam

from waiting.



Tho payments siinction has reflocted the disruption of coffes exports.
The evailable exchante resourees have been sharply drawn down, until there
1s very 1ittle laft 1o rmeet the impending doller paynerts problei, In ro-
cerd momths, the allocetions of dollar exchanpge in the auctions for privete
imparts have been cangidersbly redwed. Tais vdill lave only a ninor effect
on the immediate dollar nceds, however, as commitments on thic 120-~day
"pranises 1o gell exchange" arc slready {ixed far ths next fow momths and
caunot be affected by restrictions on imports at this time. Furthermore,
the obligations of the government tc provide dollar exchange for ebher Mgw
poses are quite large and inflexibla.

The cdollar payments problem, although urgent, camnot be diverced from
‘questions of over-all payments policy. The bilateral payments agrecrents
that Bpazil has with somo countries have undoubtedly sggravated the payments
difficulties. There have bean larga Ruropean re-axporte of coffes to the
.United Statee and of ccffec and other products tc the United Kingdom as e
consequence of dimparate cross rates. These transections have reduced
somewhat the dollar receipts and reduced very substantially the sterling
receipts of Brazil, The real cost of ihe disorderly cross-rates in dise
rupted and diverted trade and in higher prices of imports has probably
been Quite large.

ihe task confronling the monetary autharilies is to find the means of
golving promptly the urgent paymernts problem. The measwras thal must ba
taken should not interrupt the progress aiready mads in haliing inflatior,
Furthernara, the measures should be an integral part of a rogrsm aimed at
establishing & strong internatiomal sayments position at ¢ uniried and -
stable exchange rate. The broad principles that should comprise suck a
progren are set foriii in this repord, ;

2, The Urgeml Payments Problen

Tlere can be no satisfactory soliticn o Birazil's peynents problem
through Intengification of Impart resirictions. Every evidence fram =
Bragll'd Tecent experience 18 Lo Lue Tie one way Lo sulve the

ediate uroblem is to =sbsvlish & ;
\/;&%'wge == the confidance of "sxporicra in Bra and ol
her courntries. While it is especially impartant to reguare the {low

g%_ggim sxports, it is also desitabls to encowrage the genaral eXpansion
of other @zparts. The immediate objective &'?Mﬂemnﬁm
be o bresk through the barriers that impede colfes exparts to the 'Inited
Gtates, The longer run objective should be to encourage the general ex-
pansion af exports of 211 producis to all areas. There are large notentiali-
ties far export thet can be roalized through a belter’oxchange system,
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The present exchange system inevitably creates expectations that
{upede the flow of exporis., The existence of three export rates, with
the substantiel difference of 13 cruzeires per U.S. dollar between
coffee exporte and exports of some special products, leads to pressure
for egual trestment of coffee exportsra. This pressure is likely to be-
come intense 1f markets weaken, When this ocours, exports may be sharply
reduced until the exchange rate is adjusted., This is the situation in
Brazil at the present time., If exports are to be resumed on a normal
scale before a sorious payments crisis emerges, the suthorities must act
premptly to establish a new exchange system 'in which traders have con-
fidence, While there are a mumber of ways in which this could be done,
two major alternatives deserve epecial consideration,

tive exch dius t

ort t The simplest method of adjusting the exchange
system would be to raise the export rate for all products to approxi-
mately 50 %0 55 cruzeiros to the dollar, to be applied uniformly to all
exports pald for in dollars, sterling, or Western Evropesn currencies
equivalent to sterling, This would be a profitable rate for all major ex-
ports, It might be inadequate, at present coats and prices, for a mmber
of minor exports., While such exports, particularly minerals and eertain
producte of the Amazon region, do not comprise a large part of the total,
they have petentialities for expansion and their significance to the eco-
nomy of Brazil may become greater as import needs rise.

It must be moted that an export rate of 50 to 55 crumeiros to the
dollar will bring large windfall profits to some speculators who have held
back export goods, That 1s an unfortunate but inevitable by-product of
any shange in exchange rates, It may be possible to capture part of these
windfall profits from eoffee exports and to use the monsy for establishing
a coffee mstabilisation fund, Although there would be comsiderable justi-
fication for such a measure, it would risk & resumption of the same sort of
preasures for better treatment of coffee exports that have contributed to
the present difficulties.

Along with the adjustment of the export rate, it would be desirable
to place all favored imports at aFate not less than the uniform export
rate. This would require ralefng the fuport rates for rewsprint, wheat,
ecoal, some machinery, and diesel and fuel oil, There is much to be said
for allowing such imports to come in without an exchange surcharge or im-
port duty. There is nothing to be sald for subsidizing the imports of
such goods at the general cost of the ecomomy and with discouragement to
domestic producers of simllar goods, Govermment payments, and those of
the sutarchias, should alsc be made at thies rate, There is no more reason
for mainteining an artificial rate for the govermment than for any other
sector of the economy. Public finances can be better managed when the
real cost of public expenditure is properly stated, Ontstanding contracts,
of course, would be fully honored at the exchange rates at whieh they were
mada, .
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4All other imports could continue to be supplied exchange under the
present system with some minor modifications to be discussed below,
Special suctions for agricultural producers would be given up and the
special rates now applied to gasoline and certain other petroleum prod-
ucts eliminated. These producte would be assigned to the import cate-
gories whose surcharges are nearest to those applied to these special
products. Exchange for each of the five import categories would continue
to be allocated by the monetary suthorities and distributed through the
auction system. The effective import rates for dellars and other con-
vertible eurrencies and for sterling and other transferable Western Buro-
pesn currencies would be kept within ome or two per cent of each other.
The preseribed minimum bids in the import exchange auctions would need
no adjustment, as they are already far below the aetual surcharges; but
with the higher basiec exchange rate the importers would bid somewhat
lower premiums for any given amount of exchange, than they have hitherto
bid, The effective rates of exchange for imports in the five categories--
the new exchange rate plus the surcharges--would be about the same as et
present, \ :

Eree export-import exchenge merket: Another alternative would be to
abandon the present system of fixed rates for exports and fluctuating
rates for importes and institute a free market for exchange applicable ex-
clusively to exports and imports. There would be ome free export=~import
exchange market in U.S. dollars and other convertible currencies and an
independent but related free merket in sterling and certain transferable
Western European currencies equivalent to sterling. The exchange acquired
by importers in the free market would be subject te surcharges, differen~
tiated for the five import categories, The surcharges would be fixed in
accordance with the formula already prescribed by law, at levels somewhat
;g;;r than those prevailing now, These surcharges would not be subject to
variation through administrative discretion, although goods might be
shifted from one category to another at the time the new exchange system
ie put into effect, The esteblishment of such a market for export-import
exchange is already provided for under Law 2410,

The export-import exchange market would be distinct from the present
free market for invisibles, The presemi frse market has permitted foreign
capital to flow in and earninge to be remitted at fair rates and without
burdening the offiecial exchange market, The cross-rates for dollars and
certain Western European eurrencies have approximated those prevailing in
markets in other countries, This free market has been able to operate at
a dollar-cruzeiro exchange rate that has shown considerable stability in
recent montha, The free rate, which waz Cr$76 to the U.S, dellar in
December 195/ was only Crf7% te the U,S, dellar in mid-June 1955, despite
the recent deterioration in the payments poeition., To & considerable ex-
tent, this relative stability in the free market rate is due to the
stringent bank credit poliey of the past few morths,

There is a great temptation to integrate a new free export=import ex-
change market with the existing free market for invisibles, For various
reasons, this would be technieslly difficult and economically undesirable
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at the present time. The existing free market for invisibles, for ex-
ample, is a spot exchange market; a new free exporteimport exchange market
might for a time have to previde for spot sales by exporters and future
purchases by importers. Ultimately, it will be possible to integrate the
existing free market for invisibles and a new free export-import exchange
market,

Comparison of the alternativess The real differences between a free
export-import exchange market and the alternative of a fixed unified rate
for exports, ae described above, are not very great. In either system, im-
ports that now have preferential treatment and govermment payments would
be made at the basic rate-~the same rate as that applicable to exports—
which would be fixed in one case and fluctuating in another. Under the
first system, the export rate and the basic import rate would be fixed, but
ell other private importe would be subjeet to fluctuating rates, depending
upon the availability and allocation of exchange to the various categories,
Under the second system, the export rate and the basic import rate would
fluctuate, but the surcharges for the different eategories of imports would
be fixed. In both systems, the export rate would be preecisely the same and
the import surcharges would be substantially the same for dollars, sterling,
and liestern Buropeen currencies equivalent to sterling,

With internal economic stability, a free export-import exchange rate
would not differ substantially from an appropirate fixed export rate, Nor
would a free export-import exchange rate be subject to greater fluctuation
than are the present auction rates for imports, which have shown great dis-
parity between currencies and considersble instability in their inter-
category relationship, A free export-import exchange rate may even vary
les# than the dollar auction rates for imports, which have at times been
subject to considerable fluctuation. 4 tendency for the rate to weaken in
a free export-impoert exchange market might be limited by the inducement the
deprecistion would provide to expand exports and thus increase the supply
of exchange,

With any type of fluctuating exchange rate--and the presemt Brazilian
system is a type of fluctuating rate--sessonal or other movements in ex-
ports and seasonal or other movements in imports mey bring a substantial
change in the exchange rate; The-&Tmplest way for the authorities to mini-
mize fluctuations in the supply 'of and demand for exchange would be to
engage in operations designed to smooth the market-—absorbing exchange dur-
ing psriods of relative plenty and supplementing exchange during perieds of
relative scarcity, The only other method of affecting the exchange market
would be for the govermment, as the largest buyer of exchange, to time its
purchases =0 that it is an active buyer im periods of plenty and a limited
buyer in periods of relative scarcity.

Heither technique can be used to any eignificant extent at present,
There are no disposable reserves that can be used for such operationsj and
the exchange payments of the government are even less flexible than most
private payments, The difficulty of haphazard tightress in the exchange
market under conditions of inadequate export receipts and inelastie import
demand (including government payments) would be much the same under either
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syatem, The choice between the alternative exchange systeme should, there-
fore, be made on the basis of the degree of confidence that each would in-
spire and the degree of freedom each would provide for imternational trade,

A fluctuating export rate might induce some traders to withhold ex-
ports when the axchange market is expected to become weaker, If eredlt is
kept under restraint, however, a temporsry weaskness may call forth &n ex-
tra flow of exports to take advantage of the exchange rate, Omn the other
hand, with a fixed export rate, the weakening of the exchange narket,
evidenced by a steady rise in the euction rates, would widen the differ-
ences between export and import rates, This might generate the expectation
that the export rate would have to be changed and lead to a recurrence of
the present difficulties. Thus, an exchange system embodying a fixed ex-
port rate with fluctuating import rates might require frequent adjustment,
depending upon the initial suitability of the rate and the pace of domestic
inflation. A free export-import exchange system with fixed surcharges for
imports would need only occasional minor technical adjustmente until the
mone tary authorities undertake unification of the exchange system at a new
parity, ‘

Confidence in the continuity of the exchange system would be greater
with a free exporte-import rate than with a fived export rate jJeined teo
fluctuating import rates. This would be true becmuse the former would ad-
just itself to market forces while the latter would depend upon more or
less arbitrary decisions of the exchange authorities. Successive steps
toward unification of all exchange transactions at a uniform fixed rate
could be taken with less disturbance if there were a free expert-import
exchange market with fixed surcharges.

There is another advantage in & free export-import exchange systenm,
The auction system involves the allocation of exchange to different cate-
gories of imports but not to speeific import goods or to particular im-
porters., Within each category, importers compete with each other to acquire
exchange to import those types of goods that reflsct consumer preference,
Unless the present eystem is modified, aes suggested later, there can be no
competition between importers desiring to impert goods in different cate-
gories, The relative premiums bid for exchange for -dif ferent categories of
imports show that the autforitipss have not always allocated exchange in
proper preportion to consumer needs, It is too much to expect that admin-
istrative discraetion could be as effective as the price system in allocating
exchange to different categories of imports, A free exporteimport exchange
system would enable importers te compete for the entire supply of exchange,
subject to the different surcharges fixed in accordance with the law,

The surcharges on importe have provided revenue to the government and
have ap anti-inflationary effect. Whichever exchange system is put into
effect, the surcharges will have to be contimed until they can be incer-
porated in a revised tariff system and other sources of revenue found for
the Nationsl Treasury, If the internal economic situation is kept stable,
there need be no difference between the net receipts from surcharges under
the two alternative systems, In either casze, there will have to be some
shifting of imports from prevailing rates to higher rates on the initiation



of the new exchange system, These shifts can be made in such a way that
the potential anti-inflationary effect of the present exchange system would
remain virtually unchanged.

ernatives: There are obviously some attractive features
in each of these alternative exchange systems, At the same time, there are
also difficulties, perhaps only temporary ones, in operating some aspects of
a free export—import exchange market and in the allocation of exchange to
separate auction markets for five categories of imports., These considera-
tions ralse the possibility of merging within the new exchange system various
features drawn from each of the two alternatives,

One of the difficulties that the monetary authorities must contend
with in a free export-import exchange mariet is the lack of reserves to
moderate unnecessary fluctuations in the exchange rate, Another difficulty
with a free exporte-import exchange market, partioularly one whose fluctua-
tions cannot be moderated, is that a weakening of the exchange rate will
lead to expectations of further change in the same direction and induce the
withholding of exporta, This is not likely to be a= troublesome as the re-
cent withholding of coffee exports; but it can lead to temporary difficul-
ties under adverse circumstances, Because of these conaiderations the
gimplest exchange adjustment in the immediate future would seem to be to
fix a basic rate aepplicable to all exports and to preferred imports and
government payments,

On the other hand, the allocation of exchange tc different categories
and the suctioning of this exchange at variable premia have led to rerious
contradictions in the effective import rates, not only fer individual goods
but for whole categories of goods. This is inevitable in any system of
administrative allocation of exchange, The suction system underlines these
contradictions by translating them inte actual rates, Thus in the dollar
auction of April 11~17, the premium for Category IV imports was Cr$l60 to
the dollar, while the premium for Category III imports, presumebly more
essential, was Cr$200 to the dollar, To aveid such difficulties, it would
be desirable to fix the surcharges for each category of imports and then to
place the whole amount of available exchange in a combined import awction—
one such auction for dellars and conyertible.currencies and another auction
for sterling and transferatle West@rn European currencies, The premium
above the basic export-import rate would be in the nature of a uniferm
additional surcharge.

The new exchange system, even if it does not provide for a fres export-
import exchange market, should introduce some modifications in the method
of conducting the import exchange alloecations, At presemt, import e¥change
auctions are held periodically on the stock exchanges of various cities,
While there may be some linking of these auctions, they do mot constitute a
true market, For this reason, considerable variation may emerge in the bids
for exchange for different categories of imports in the separate suctions,
A free import exchange market would be far superior, since it would provide
a contimious suction. PFurthermore, instead of being confined teo a few
eities with stock exchanges, a free import exchange market could extend
throughout the ecountry-—wherever there are branches of autherized banks,
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Finally, the proper relation between the dollar rate and the rate for
transferable Western Europesn currencies could be maintained with less
difficulty through a free import exchange market operated in collaboration
with authorized banks. There should be no great technical difficulty in
eonverting the allocation of exchange from the present auction system te

a modified free import exchange merket,

Other eurrencies than the dollart Whatever form the new exchange
‘systen takes, it will be necessary to institute certain reforums in the
methods of dealing with currencies other than the dollar, At present, the
agreed exchange rate is paid to exporters for all convertible currencies
and sterling. For all other eurrencies the exchange suthorities pay the
agreed rate mims a discount of 4 per cent, Actuslly, in the exchange
auctions, some payments agreements currencies must be sold at a much
greater discount in comparison with the dollar, In a world steadily
approaching de facte convertibility, Brezil ecan have no good reason for
taking payment for i{ts experts in imconvertible and non-transferable cur-
rencies which its importers value at a great discount compared to the
dollar,

: The proper poliey for Brazil is to conduct its trdde in U,S. dellars,
sterling, or in currenciee having transfersbility equivalent to sterling,
The payments sgreements with Testern Buropean countries should, therefore,
provide for payment in currencies with the sume transferability that these
countries have with each other, and specifically for transferability te
the United Kingdom. The bilateral payments agreements with Eastern Eurcpe
and with some Latin American countries involve payment in “currencies®,
generally payment agreement dollars, whieh Brazil's importers value at a
very heavy discount, Such agreemente should be modified to provide for
peyment in U.S, dollars, transferable sterling or its equivalent; and {f
a modification of this sort cammot be secured, other safeguarde may have
to be applied in such agreements to protect Brazil's economic interests.

When the new exchange system is put into effect, it is important teo
secure closer ties between the markets for dollars, sterling and Western
European currencies equivalent to sterling, ell of which should be given
similar treatment. It is a serious defielency in the Brazilian exchange
system that it has providedTrio ste?Ting at all in the pest few months for
private imports, and that Germay currency has sold in the auctions at a
higher premium than the U.8, dollar for Category I, Il and IV imports.
The export rate should be the same for all conmvertible currencies and
Western Buropean transferable currencies, The import rates should be
within one or two per cent of each other for all categories of imports
paid for in dollars or Western EBuropean transferable currencies, The new
exchange system should provide a means by which this relatienship can be
maintained, Otherwise, there will be diversion of exchange to less imper-
tant imports and an encouragement to commodity arbitrage (om the import
side) at considersble ecost to the Brazilian economy.
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Impending payments diffioultiss

The disruption of exports resnlting from the expectation of changes ln
the axchanre srstem hag Pesulted in vayments diffienities that may resch an
acbe stage during the next menth or two. Becanse export receipbs have been
well helow tho normal level, soviibzeats to provide deller exchanga gre fer
in excess of probable svailabilitiess In June, these dollar commibtmerts
were far sontrectual payments amounting to §07 million, and pagmonts “or
curratt imports wnd invisibles/emounting to 49 million--096 million in all.
In Julys diriust and Sectember, the average morthly peyments ic be wet oub
of dollar expert receipbs will be about $6U millions. They will fall to
just nder 560 million i the last quarter of 1955 s e : ‘

Neecanse the auvction market in exchanre is a 120 «lay market, there is
a lsg between a reduction in the allocation of exchange far imporbs and the
gorresponting reduction in the com itments of the monetary suthoarities.
The mere reduction in importas would iot, in any casey be adequate to meet
the imperding eyrents difffeulties, Unless and mtil doller export veceipts
reach 2 normal level-~close to $60 million & month on the average-wobligstory
payments will excast avapileble receipbs. Tf tlo change in the exchange sys-
tan were to resuli in @ sudden increase in export receipts, the vrospective
doficiency midit not ariase., %hile this is o possibility, it is unlikely that
zoods can be moved so quickly and transfers be made so promptly as to bring
8 larce and immediste increase in exchange receipts. More likely, with 2 new
exchinge systan, Lhere would be sore immediete inerease in exchange receipts,
it the full effects would not be felt for two or three months. In any event,
the moneiery authorities cannot risk starting tho now exchange syetem in an
atmosphere -f crisis. They canmot fail to honor their commibments to sell
oxchafige withoul sericusly wndermiacing eonfidence in tho Tingncial intaprity
of the country.

prazil must, therefare, find resowrces to ueet maturing doliar come
nitwapts aring the nexh few megths. Tt is not popsible at this Yime to
determine with sny degree of precision low much nay be needsd. The Prazilian
witGorities probably hawe #noush Dasasrees to moet corwitmepts aatil the
end of July, Thereafter, their comuitments could be ret onky if dollar ece~
sort receivts i dsout $70 milidon a motbh In Anguot and Septemiier and
sbout. $60 millisn & month in the fourth quartsar. %o the extert that receipts
f£2ll short of these amourts, sumWwfmsoarnes nust be fowmd b the
Bragilian authorities. mﬂ_xeceipts should begin to reach the required
minimzs figwe by October if the exchange system is refarmed dmring Julye
In such circmistances, the Aragilisn suthorities would need approximetely
£50 willion t6 $60 million te tide them over the trarsitiom frum ths old te
the new exchange systen, \ ' '

4

The monetary awthorities must resognize frankly that it is not nossible
to conbinne Yo conduet thoir foreizn payments on a hand~to-mouth besis, walting
for each week'p receipts in ords* fo meet maturing commitments. If the
new exchange syeton 18 o operate in an opderly fashion, Brazil muet re-
achedinle its obligations §o that they mature st 2 rabe better suited to the
progpective exchange receipts, Therefore, consideration will have to be given
in the near future to an agreed refunding of long~term dollar ohligations bo

¢

the Export-Tmport Baak.
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It is indispemsable for the Brazilian authorities to begin to recon-
stitute the exchange reserves, Ainy extraordinsry receipts, either from a
sudden surge of exports er from the liquidation of the governmeni's hold-
ings of coffee, should be regarded as destined entirely to the rebuilding
of reserves, The acoumulation of at least $200 nillion in reserves during
the next two years should be ziven priority over any inerease in imports,.
Indeed, until Brazil has strengthened its net exchange position substsn-
tially, it cannot place a free export-import exchange market om a fully

3pot basis,

3. Short~Ru at oblem

The reform of the exchenge systeom, urgent though it is, camnot of
itself provide a lasting solution to the paymentes difficultiez that have
troubled Brazil, The reform of the exchange system will be successful
ouly to the extent that the mometury authorities give confidence to the
public that the progress already made in dealing with inflation will be
contimed, Aetive and forceful measuree to prevent the emergence of in-
flationary forces are all the more necessary because of an exaggerated
expectation on the part of the public that depreciation must result in
higher prices,

Provided the surplus of receipte from the eale of exchange over pay=-
mente for the purchase of exchange (the local currency import surplus) is
not reduced, there is no reason why the monetary effects of the exchange
reform should be inflationary, On the contrary, if the exchange reform
increases exports and importe, and thus ralses the local currency import
surplus, it will contribute to reducing inflationary preesures, This does .
not mean, of course, that local currency prices will not rise for export
goods and for some import goode as a consequence of Lhe axchange reform,
Obvioualy they will, and euch e rise is ome of the means through which the
exchange reform will operate to improve the paymeunts position. DBut aggre-
gate expenditure on home goods need not increase and may decrease, so that
the upward pressure on domestic prices msy be relaxed, This is more likely
to happen if the monetary authorities accompany the exchange reform by
appropriate measures to restrain nglggugxggnditure-and the expansion of
bank eredit, T -

s

expendi

From October 1954 to April 1955, credit from commercial banke has been
maintained at approximately a constant level, without any increase whatever,
_ Thie has not only helped in the stabilizatior of the econmcmy, but it has
shown that the monetary suthorities are capable of implementing monetary
policy if they are determined to do so. There is a great deal of justified
pride in thia achievement among those having supervisory responsibility for
the monetay and benking system, This marked but limited success should
enceurage them to persist in a monetary policy that will halt inflation and
lead gradually to the attainment of a stable and balanced economy.
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The recent monetary pelicy, while suited to the peried in which it
was applied, should now be modified without relaxing the over-all restraint
on the expansion of currency and demand deposits. It is undesirable to
continue to prevent entirely any increase in credit from commercial banks
to private business, Even in recent months, this was possible only becsuse
the economy as a whole was not too hard-pressed for credit. It must be
noted that private business was not entirely deprived of some zdditions to
bank credit., Between October 1954 and April 1955, aggregate credit from
commercial banks reweined unchanged, but the Bank of Brazil inercased ite
eredit to agriculture and industry by about Cr$2.8 billien,

The restriction of commercial bank eredit did not result in a cash
crisis, In fact, the public was adequately suppiied with money., This
occurred because the Bank of Brazil, in addition to its credit to private
business, extended about Cr$9.2 billion in new credit te the National
Treasury, the states and municipalities, and to the sutarchias. Thus, the
aggregats aredit created by the Bank of Brazil resulted in an increase of
about 6.5 per eent in curreney and demand deposits in the six months from
October 1954 to April 1955. With such an increase in momey, business firms
could meintain adequate liquidity by saving part of their profite in the
form of cash balances, The need for additional cash balances helped to
restrain business investment and the availability of currency and deposlts
made it possible to avoid deflationary pressures.

. This poliey should now be modified in two ways in order to contimue

the progress toward internsl stability. 4n incresse of currency and demand
deposits at an annual rate of about 13 per cent per yesr way not be too
much in the first stage of transition, the slowkng down of inflation, when
expectations of continued credit expansion are atill exaggorated. It is
too much for the second stage of transition, from inflation to stability.
FPor the next few months, the monetary authorities should limit the increase
in money to an anmual rate of about 10 per cent—say, a 5 per cent increase
during the second half of 1955, This should be accomplished, however,
through the expansion of credit by the commercial banks rather than the Bank
of Brazil, with more of the credit going to private business and leses to the
government, Specisl care will have to be taken not to inoreese bank credit
' too much if the change in the exchange rate brings an immediate inorease in
private exports and the exehange i$Fequirsd to replenish the reserves
rather than to increase imports; - :

There has recently been some relaxation in the reserves required of
commercial banks, To the extent that these reserve requirements were of
an emergency character, some relaxation may have been necessary. The re-
serves freed in thie way will ease the 1liguidity of the banks and may
encourage them to expand their loans and investment, If the progress toward
gtability is not to be brought to & halt, however, the expansion of credit
" by the commercisl banks must still be on & moderate scele and it must be
accompenied by at least an equal reduction in the credit provided by the
Bank of Brazil to the National Treasury, the states and municipalities and
the mutarchias., Such a shift in credit poliey will require a reduction in
govermment expenditures, since considerable time is necessary to increase
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taxeas. This need not entail any real hardship, for there seems to be
considerable public expenditure that ¢an be postponed without impaire
ing essential public services or impeding the normal development of
the econony.

rgmc enterprises

The auntarchias and other public emterprises have been a significant
contributing force to inflelionary pressures in the past, They draw hesvily
on the Netional Treasury, already burdensd with excassive expenditure, and

they have recourse to the Dank of Bragil for eredits. If the autarchias
would limit their expenditures, for current operations snd for new investe .
ment, to their current revenues, en imparteant breech would be closed in the
defenses against inflation., This balaneing of the financiasl accounts of
the autaprchias could be made to some oxtent by postponing expenditure for
investmert. PFar more could be done, however, toward balancing their finan-
-cial accounts by inoreesing revenues. Public mmdertakings of a business charac-
ter, like private enterprise, should charge the full cost of the services they
provide. This is desirable not only for financial ressons, but also because
it would result in z mare economic use of the resowrces at the disposal of the
autarchias. Needless to say, inefficiest public enterprises should be liguide
asted or reorganized se as to put them on a profitable basis,

There is an unreasoned prejudice ageinst raising the prices for the
services of public Wilily enterprises--those operated by the govermment and
those privately operated. This prejudice consists in regarding higher
prices far snch serviges as inflatiomary although, in fact, the reverse
is true. When prices are too low, so that goverrment enterprises are céperate
ed at & loss, the mdlic finances are burdensd and the budyst deficit is ine-
creased. Wohen prices are too low, go that normal profits are not secured
fram pvblic investment, the expansion of capacity must be financed by barrow-
ing and bank aredit may be unduly inereased. Furthermore, when prices are
too low, so that there is an excessive and wagteM™) demand for thess zervices,
new investment must be undertaken to expand capacily even though resowrces
are inedequate for rivate inwestuent of far greater social and econoric ime
‘partance. The prices charged by all government enterprises should be re~
examined and revised to place the aukarchiss on_z self-supporting bssis by
charging the full present-cost oﬂf’oaxwmg the services they provide.

In summary, the additdonal latitude that may be given to the commercial
banks to expand oredit to the private sector in the next few months should
be offset by an equal or greater reduction in the demands for credit by the
government. sector on the Bank of Bragil. Admittedly, there are diffienlties
of several kinds in earrying out such a policy. It must be borme in mind,
howgver, that to the extent the government sector iz wnable or wwilling to
curtail expenditures to offset ilie expansion of bank credit to the private
sactor, the nonotery sitwatien in the second half of 1955 may become more
inflationmry. This will make it more difficult, even with a new
dyaten, to secwre sufficiant stability in the exchange market and uhqut.

improvenent in the payments positien.
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4o ~-Run Stabilization Fo

The establishment of stability in the internal eccnomy and balance in
the externzl paymente of Brazil will require much more than an emergency
exchange reform end certain immedigte financial mea=ures, ZLconomic poliecy
in Brazil has had a blas toward inflation, This bizs must be eredicated
and the natural direction of economic poliey chanred toward stability,
Only in this wey cen a deep and strong foundation be provided for new poli-
cies dedicated to economic development with stability,

a8 es

The prineipal cause of inflation in Braril, as in some other coun-
tries, is the greet urge for rapid economic development. It is undoubtedly
true that Brazil is capable of applying modern methods of production on a
far greater scale than the resources avallable to it permit. Furthermore,
its bold and enterprising business men are eager to push forward rapidly
with development, despite the lack of resources, The urge for development
and the spirit of enterprise could be great constrpctive forces for economic
progress if they were diseiplined by socund economie policies, Unfortu-
nately, the mistake has been made of confusing the creation of credit with
the provision of real resources, The eonsequence has beesn a steady infla-
tion which has dierupted the economy and led to repested payments crises,
Economic development in Braszil has been achieved not because of inflation,
but in spite of 1t,

The scale of economic development will be determined by the amount and
the economic use of the real resources asvailable for investment, The amount
of real resources for development can be increased by glving greater en-
couragement to domestie saving ard by roviding an attractive environment
for foreign investment, The beet encouragement for increassed saving is a
stable economy in whieh the value of savings is not undermined by inflation,
The best encouragement for incressed foreign investment ie an exchange sys-
tem which provides a fair exchange rate for comverting incoming eapital into
local currency and an assured means of transferring abroad the profits from
investment, The free market for invisible transactions does provide facili-
ties for bringing in new funds and for, transferring earnings at a fair ex-
change rate, The reform of the exciffnge system, as applied to exports and
imports, should give further encouragement to foreign investors,

One of the unfortunste consequenses of inflation is the distortion inm
the direction of investment., In Brazil, as in some other countries, this
distortion is strikingly manifested in the excessive proportion ¢f total
investment that goes into construction. The recent bank eredit policy has
been accompanied by a marked decline in building, although oredit policy
has not necessarily been the sole or the principsl cause of the reduction
in comstruction. The monetary authorities should discourege the commercial
banking system from using too much of ite resources for financing reel
estate, directly er indirectly. Attention should be given to providing
better institutional facilities for directing bank ecredit and the mavings
of the public into industrial and agriecultural enterprise.

S



An important factor in the availability of resources for development
will be the policy on oil. The slow and inadequate development of the oil
industry in Grazil has kept the national income far below the level war-
ranted by its natural resources, its technical capacity, and the skill and
enterprise of its people. It is difficult to see how = strong and satis-
factory peayments position can be maintained in the future, except at an
enormous real cost, so long as Drazil excludes from iits exports the oil it
is capable of producing and includes in its imports vast quantities of
petroleum products that could be extracted from its own soil. Even Canada,
with ite far greater wealth and its far wider experience in modern tech-
nology has found it desirable to open the development of its oil resources
to foreign companies. There is no reason why Brazil could not do the same
wvithout in any way compromising its national economic interests.

Einancial reformg

In the long run, economic stability can be attained by a country only
if the monetary authoritles regard this as sn important objective of eco-
nomio polisy. Such en objective need in no way eonflict with the objective
of economic development and it will, in fact, contribute toward achieving
it. The government must be prepared Yo sacrifice the needs of the moment
whare they confliot with the longer-run purpose of economic development
with stability. The extent to which this ohjective is acileved will depend
far less on institutional arrangements than on sound policy and on a national
will for economic stability. Nevertheless, better institutional arrange-
ments can help in implementing sound economic policy. :

The budgets of the Federal Governuent and of the states and municipel-
ities present a constant threat to cconomlo stability. There is no way in
which inflation can be avoided if budgetary deficits persist on the same
scale 2s in the past. lonetary policy cannot function properly if the benk-
ing system is under constant pressure to provide credits for the Federal
Government and the states and municipalities. An authoritetive study of
public finances should be made Lo determine how the tax system of the Federal
Govermment and of the states end munieipalities could be improved to provide
larger tax revenues without discouraglng enterprise. It would be desirable
in this study to consider the possibiliiy of, reducing some public expendi-
tures without adversely aff@ct . ng @6sential government services.

Recent experience has shown that it is possible to put into effect a
sound credit policy if the monstary authorities are determined to do so.
It is difficult, however, toc secure proper direction of policy with the
divided responsivility and administration that prevails in the monetary and
banking system in Bresil. A commercial bank, even one largely owned by the
government, is not an ideal agency for initiating and carrying out monetary
policy. The bank may itself gonfuse the broader interest in monetary policy
and the narrower interest im its banking operations. Furthermore, an effec-
tive monetary poligy requires forceful leadership in the banking system.
It is extremely difficult for a publicly-owned commercial bank, competing
with other commercial banks, to provide such leadership. A modern central
bank esould be a powerful influence for sound monetary policy in Braszil.
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Unification of the exchange system

When further progress has been made toward economic stability and
after international payments have become reasonably well balanced, a
unified exchange system should be established, If the new exchange rates
that are to be put into effect function properly, they should provide the
basis for transition to a permanent exchange eystem, The first step
should be in the merging or eliminetion of the exchange surcharges, se that
all exchange transactionms for imports and exports are conducted at a single
rate, The exchange surcharges are in the nature of tariffs, In the short-
run they can be justified by the governmentfs need for reverme, In the
long-run they can be justified only as part of a tariff system multable for
Brazil., The existing tariff system, which is principally on a specifie
basis, ie now wholly out-of-date, 4 new tariff system should be prepared
which would absorb all exchange surcharges on imports, Needless to say,
the new tariff system should be consistent with the intermational obliga-
tions of Bragil,

By the time Brazil is ready to put a unified exchange system into
effect, the principal currencies of Western Europe may be comvertible,
If this is so, there will be no need te continue the bilateral payments
agreemente with these countries, In fact, the Government of Brazil should
have a study made of the desirability éf terminating all bilateral paymente
agreements and carrying on its trade in terms of U.S. dollers, sterling,
and currencles of equal transferability, at least when convertibility is
introduced and in some cases before,

Once Brazil has unified its import and export rates =nd terminated
the use of payments agreements currencies, it will be ready for a permanent
exchange system econforming to the objeectives of the International Monetary
Fund. 411 that would remsin to be done would be to join the two markets—-
the export-import exshange market and the free market for invisibles., The
rate prevailing in this single market could then be declared the new parity
of the cruzeiro,

o - ’

This report contains the bfoad ocutline of a program to deal with the
urgent payments problem and to prepare the way for a permanent exchange
system operating in a stable ecomomy. If the Government of Brazil finds
that this report provides a practical means of dealing with these problems,
it will wish to prepare concrete measures putting the suggestions of this
program into effect and to present such measures to the Fund for its
aprroval, The technicians of the GCovernment of Brazil are best qualified
to prepare specifiec measures conforming to the laws of the country and the
institutional errangements to which the people ere accustomed, There will
be questions of a complex character on which the Brazilian techniciane may
desire the collaboration of members of the Fund staff, The Fund will, of
course, try to make available to the Government of Brazil the technical
asgistance that it may need to implement this report.

E. M., Bernstein

-
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Comments on{thq Paper on Brazu

l. Page 28.
The 1954 baiance of payments deficit is not due to & severe decline

in coffee exports. On page 24, you say that the exports in ‘54 totaled $1.56 billion
as compared with $1.54 billion in 1963. It is correct, on the other hand, that the
directoexports to the U.3. were substantially smaller than in 1853 and that Brazil
therefore got less dollars. A lot of coffee bought for Eurcpe was, as you remem-
ber, resold to the U.3. The reason for the balance of payments difficulties with
the dollar area is thus clear but it cannot be said that a reduction lrtxigﬂee
exports ibed tothe deficit. The total deficit over and above the?deﬂcit was due to A&
WM&& too high. This ought to be brought out in the paper.

You say that the allocation for imports from the U.5.A. were reduced.

However, nothing is said about how much of the incoming dollars that had to

be used for: a) service of loans
b) for government purchases.

1 do not remember if it clearly comes out of that chapter how many dol.ars have
been used for oil‘/‘l believe that a smau table qiving the important figures both
for imports anvrf%:y/ments ahd exports ;6;ld be useful (Only the most im-
portant categories should be mentioned.)

Your memorandum about Colombia also makes the mistake of attributing
the 1954 external deficit to reduced exports. Your own figures do not show this.
I am pretty sure that Colombia’s difficulties in 1954 were mainly due to their

very high imports. I shall later on return to the Colombian paper.
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3. On page 19, it must be said that according to a statement in the
New York Times of May 14th, Mr. Whitaker has decided to discontinue at
least part of the credit restrictions ?ﬁ;d that as a consequence, Mr. Bulhoes

s
\” ’

3. You ought ot have some figures about the present arrears.

has resigned.

4, Does not the Banco do Bresil at present have any profits from the
spread between the selling and buying rates? Previously, the profits were
very big and a substantial part of the profits were, according to previous
information, used for wiping out the losses of the Banco do Bresil from
;Botton.

In the budget chapter, ther must be something more about the losses
of the Autarquias. The chapter must also be rewritten; now different figures are
given on different pages.

6. If the dollars auctioned to be delivered after 120 days were set aside at
once, the risk for extra pressure on the Banco do Bresil would be reduced. As
it is now, these payments have to be drawn on the credits given by the private
tanks. I do not know if they always see to it‘that a part of these credits is ear=-
marked for the tbtal amount/ of dollagg-sold under the 120 day scheme.

The Banco do Bresil seéms to count on the possibility of incrdasing the
swaps. Even if this should turn out to be possible, I think it is too optimistic to
base its policy thereon. I would, on the contrary, be inclined to count on the
necessity of reducing t/e swaps. This would mean another pressure on their

dollar holdings.
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You ought in the text to say something about the economic necessity
for Brazil to increase prospecting for oil. If Brazil is not able, within some
years, to increase oil production rapidly, its fore gn exchange situation will
become even worse. You should, of course, not say that they have to get
assistance from foreign companies in order to do it. This should only be
implied.

t,

i
Ye You do not say anything in your paper about the German dollars and

G\-‘—MQ—M (Y fl-Avt—cf d oee AADS .
the economic effect for Brazil of the resuli-thereoi i —
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The following notes have been prepared for you on the speech made by
Dr. Maria Whitaker, the new Minister of Finance, on taking over the
Ministry on April 13:

He returns to the Ministry after 24 years.

Most serious problem is the increase in the cost of living.

The inflation is reflected in and spurred on by note issues.

A balanced budget is not enough. There must be abstention
from new loans, investments.

Certain expenditures should be covered by the issue of govermment
obligations, up to now impossible because the interest the state can
pay is less that what individuals pay. It would be necessary to force
a reduction in interest rates in the country. This is ambitious and
difficult but he would try to show it is not impossible.

He refers to "exchange confiscation."” Sometimes the weight is
such that the export products become "gravosos.® Even when the pro-
duct is exported the "exchange confiscation" takes income away from
the exporter. This inequity must of course end. This will be easy
for most products but unfortunately very difficult for coffee in view
of the repercussions abroad of any brusque change. This must there-

fore be studied with time.

M poad e ion, &«m%
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TRANSLATTON R
August 17, 1955

The press yesterday published the following results of the conversation
held between the Brazilian Minster of Finance, Mr, Jose Maria Whitaker, and
the Colombian Minister of Finance, Mr, Carlos Villaveces:

1. The conversation between the two ministers was very profitable,
and they reached full agreement on all points discussed about
the coffee situation,

2. They agreed that the frost which affected the State of Parana /*
balanced the statistical position of coffee,

3, They agreed that if conditions in the world coffee market are
modified in the near or distant future, a study will be under-
taken to establish quotas in proportion to the production of
each country, which would be effected only through mutual accord,
to limit exports from the producer countries.

o They further favored studies in conjunction with the FEDECAME '~
countries to establish an international coffee office, taking
into consideration the report that is now under study by the
Special Coffee Commission of the Social and Economic Council of
the Pan American States and in accordance with instructions given
by the Conference of Quintandinha,

5. The National Federation of Coffee Growers and the Coffee Institute
of Brazil must maintain an interchange of statistical information
concerning the laws and by=laws of production and exportation,
For this purpose, a representative from each of these institutions
will be appeinted,

6, They agreed to the necessity of promoting coffee consumption by an
edvertising campaign to be held through the Pan American Offices
in the United States, Canada, and through special agencies in
Europe and the rest of the world., They agreed that the other coun-
tries should collaborate in this undertaking,

7. They agreed that for a world coffee agreement participation should
be extended not only to the Latin American countries, most of which
are affiliated with the FEDECAME, but-slso to—the- colonial producers.
Therefore they decided %o sepd observers to the forthcoming September
meeting of African Coffee Producers which is scheduled to be held in
Brussels,

8. They agreed that in order to promote future stability of the coffee
market, it would be necessary:

™ (a) to guaranteed adequate financing to producers in order
to régulate exports abroad; A

(b) to discourage coffee production outside the actual eco-
logical coffee belt; — :
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(c) to reduce taxes on coffee importsy "t Atveladiods

(d) to persuade consumer countries to increase their
import quotas where they have such restrictions.

9« In order to maintain stability in the world coffee market,
the main goal of both producers and consumers, they agreed to
provide ample coffee provisions for consumption,



June 15, 1955
Brazil

Notes on pages 6 to 12.

Page 6. I guess that you have to mention the rate of Cr. 50 in the
paper. I doubt if you should mention it in the 3oard.
If you feel that there is any chance of getting back part of

the windfall profits by some kind of taxation, it might be a good idea to

mention it.

Page 7. First full paragraph, The second sentence speaks of petroleum

products. Do you refer here only to diesel and fuel oils mentioned on page 67
/ I do not have any view as to whether any changes are needed in the prescribed

minima,

L

that importers would bid Would be less’, I do not understand your reasons

In the same sentence you say ‘‘although the actual premiums

for this statement I therefore cannot have any idea if it is correct.
Last paragraph. After ‘‘the exchange required by importers® add:

““in the free market.”

Is there g formula-#6Yr the Surcharges in the present law?
If it should be introduce?(% amfjuture 1a§v, I think you should substitute
ta* for “'the.”
Page 8. Are pages 8 to 11 only discussing dollar transactions?

Even if the differences between the two types you discussed

are not very great, there may be a great difference between the rates in
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the free export import market and fixed rates.

Can you say that the same rate is applicable to exports
although it is fixed in one case and fluctuating in another?

Page 8. The sentence beginning at the end of page 8 may be correct.
You should perhaps mention that there are great variations of the import
rates for the time being, even for the dollar imports.

Page 10. You say that a free exchange system would need no
adjustment until a new parity is introduced. This sentence has to be
coreected as intermediate steps will be taken, The statement in the last
sentence in the last paragraph is correct.

Page 10, last paragraph. At present there are auctions for various
currencies. Is it your idea that if a free export-import exchange system
is introduced, you should-aiready from the beginning-not have different
auctions for various currencies?

I have read with interest your proposals for changes in the
rate system. I do not know enough about the actual situation, the Brazilian
Laws, etc, to be clear in my own mind whether there are no other possi-

b iliti8s than the two that you hav;frp&eggo_r@d,_ 1 am not able at present to

o o~ .
say/which of these two I would give the preference.

Too poges Sl CrRate ) -
Can any new long-term policy be decided in Brazil before
the elections?
What kind of a promise to follow Cn?policy can this Government
give? If no general promise can be given, will the funding of the Ex-Im

obligations and the new credits be given?
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Page 5. Line 7.1 suggest that you add the word ‘‘aiming’’ or something
like it after the words ‘‘payments position.”’

Nothing is said in the paper of what the profits to the 3 of B
from the spread between selling and buying rates should be used for. Do
you intend that to begin with, they should be used for offsetting losses
perhaps already made by the B of B or that might be sustained when the
Bank has to pay the new éxport rates but is for a period, obliged to sell
at the rates previously fixed? Another possibility is, of course, that the
money be sterilized; a third that it be used for budgetary purposes; a fourth
that it be used for subsidizing agricultural prices as laid down in the law.
There are, of eourse, other possibilities.

You have not mentioned anything about the possible economic
consequences of the law passed when Gudin was Minister of Finance, to
the effect t%lt the buyer of coffee would be refunded the difference between
the price mmdex he had paid for coffee and a new lower price. I am not in
a position to have any idea of the amounts that may be involved and if thereis

a time limit to the period during which such payments have to be made.
TR e B
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Notes on pages 6 to 12.

Page 6. I guess that you have to mention the rate of Cr. 50 in the
paper. I doubt tf you should mention it in the 3oard.

If you feel that there is any chance of getting back part of
the windfall profits by some kind of taxation, it might be a good idea to
mention it.
Page 7. First full paragraph. The second sentence speaks of petroleum
products. Do you refer here only to diesel and fuel oils mentioned on page 67

% I do not have any view as to whether any changes are needed in the prescribed

minima.

In the same sentence you say ‘‘although the actual premiums
that importers would bid would be less’, I do not understand your reasons
for this statement I therefore cannot have any idea if it is correct.

Last paragraph. After ‘‘the exchange required by importers®’ add:

““in the free market.”

Is there a formula.for the surcharges in the present law?
If it should be 1ntroduced/ in a'.hfuture léw, I think you should substitute
“a” for ‘“the.”
Page 8. Are pages 8 to 1l only discussing dollar transactions?

Even if the differences between the two types you discussed

are not very great, there may be a great difference between the rates in
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the free export import market and fixed rates.

Can you say that the same rate is applicable to exports
although it is fixed in one case and fluctuating in another?

Page 8. The sentence beginning at the end of page 8 may be correct.
You should perhaps mention that there are great variations of the import
rates for the time being, even for the dollar imports.

Page 10. You say that a free exchange system would need no
adjustment until a new parity is introduced. This sentence has to be
coreected as intermediate steps will be taken, The statement in the last
sentence in the last paragraph is correct.

Page 10, last paragraph. At present there are auctions for various
currencies. Is it your idea that if a free export-import exchange system
is introduced, you should aiready from the beginning not have different
auctions for various currencies?

I have read with interest your proposals for changes in the
rate system. I do not know enough about the actual situation, the Srazilian
Laws, etc. to be clear in my own mind whether there are no other possi-

b iliti8s than the two that you hav;g;ggt*iongd._ﬁ I am not able at present to

b — .
say/which of these two I would give the preference.

To t@._ 7419--4 -;: :m: -
Can an;,J new long-term policy be decided in Brazil before
the elections?
What kind of a promise to fcuow% policy can this Governm nt
glve? If no general promise can be given, will the funding of the Ex-Im

obligations and the new credits be given’
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Page 5. Line 7.I suggest that you add the word ‘‘aiming’’ or something
like it after the words “‘payments position.”’

Nothing is said in the paper of what the profits to the 3 of B
from the spread between selling and buying rates should be used for. Do
you intend that to begin with, they should be used for offsetting losses
perhaps already made by the B of B or that might be sustained when the
Bank has to pay the new &xport rates but is for a period obliged to sell
at the rates previously fixed? Another possibility is, of course, that the
money be sterilized; a third that it be used for budgetary purposes; a fourth
that it be used for subsidizing agricultural prices as laid down in the law.
There are, of eourse, other possibilities.

You have not mentioned anything about the possible economic
consequences of the law passed when Gudin was Minister of Finance, to
the effect &;t the buyer of coffee would be refunded the difference between
the price madex he had paid for coffee and a new lower price. I am not in
a position to have any idea of the amounts that may be involved and if thereis
a time limit to the period during which such payments have to be made.
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Comments on the Paper on Brazil. \j

1. Page 28.

The 1954 balance of payments deficit is not due to & severe decline
in coffee exports. On page 24, you say that the exports in ‘54 totaled $1.56 billion
as compared with $1.54 billion in 1953. It is correct, on the other hand, that the
direct exports to the U.S. were substantially smaller than in 1953 and that Brazil
therefore got less dollars. A lot of coffee bought for Europe was, as you remem-
ber, resold to the U.S. The reason for the balance of payments difficulties with
the dollar area is thus clear but it cannot be said that a reduction inj?:offee
exports led tothe deficit. The total deficit over and above the$ /deficit was due to H‘L

{Lwd; W\mre too high. This ought to be brought out in the paper.

You say that the allocation for imports from the U.S.A. were reduced.

However, nothing is said about how much of the incoming dollars that had to

be used for: a) service of loans
b) for government purchases.

I do not remember if it clearly comes out of that chapter how many dol.ars have
been used for oilﬁbelieve that a small table giving the important figures both
T e i -
for imports agg%gyments arﬁ{#@ekpor(tys would be useful. (Only the most im-
portant categories should be rrientioned.)
Your memorandum about Colombia also makes the mistake of attributing
the 1954 external deficit to reduced exports. Your own figures do not show this.

I am pretty sure that Colombia’s difficulties in 1954 were mainly due to their

very high imports. I shall later on return to the Colombian paper.
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D On page 19, it must be said that according to a statement in the
New York Times of May 14th, Mr. Whitaker has decided to discontinue at
least part of the credit restrictions and that as a consequence, Mr. Bulhoes
has resigned.

3. You oughtghave some figures about the present arrears.

4, Does not the Banco do Bresil at present have any profits fromthe
spread between the selling and buying rates? Previously, the profits were
very big and a substantial part of the profits were, according to previous
information, used for wiping out the losses of the Banco do Bresil from
botton.

In the budget chapter, ther must be something more about the losses
of the Autarquias. The chapter must also be rewritten; now different figures are
given on different pages.

6. If the dollars auctioned to be delivered after 120 days were set aside at
once, the risk for extra pressure on the Banco do Bresil would be reduced. As
it is now, these payments have to be drawn on the credits given by the private
anks. I do not know if they always see to iﬁhat a part of these credits is ear-
marked for the tbtal amount /of' /dollar&s‘f s;gld*un,der the 120 day scheme.

The Banco do Bresil /seé"r'ns to count on the possibility of increasing the
swaps. Even if this should turn out to be possible, I think it is too optimistic to
base its policy thereon. I would, on the contrary, be inclined to count on the
necessity of reducing the swaps. This would mean another pressure on their

dollar holdings.



Brazil "

You ought in the text to say something about the economic necessity
for Brazil to increase prospecting for oil. If Brazil is not able, within some
years, to increase oil production rapidly, its foreign exchange situation will
become even worse. You should, of course, not say that they have to get
assistance from foreign companies in order to do it. This should only be
implied.

Y "
T You do not say anything in your paper about the German dollars and

hatarime va snds S Uaro
the economic effect for Brazil of the\pesuit—éhe*‘-eei.
)
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Some Aspects of the Srasilian Provlem,

The pessibility of doing anything sensible with the Srazilian
foreign exchange rates depends, of course, upon the possibility of
bringing the economy in balance. We know that Gudin and his associates
have tried hard to reduce the inflationary effects of the present Brazilian
economy policy. Ii goes without saying that everything cannot be done at
once. As other countries in a similar situation, Brazil will, of course,
have to take one step after another along as many lines as posslble. Too
sharp a policy might, of course, lead to an economic erisis. Two banks
in 8a0 Paulo have been forced to close. Is it correct that it has been
impossible to merge them with other commercial banks and that the
Hanco do Brasil has been obliged to intervene: What is now happening to
these banks? Is there any £b&scm for further bank failures?

L. In the loag run, the only way to avoid currency crises as often
as at present is to develop oll with foreign assistance. Gudin has tried to
convince the 3razilian people of the necessity of doing so. He still seems to
be optimistic that something can be done with oil this year; others including
Paranagua, have no hope for a change in the law until after the new presidfjst
has taken over in I'ebruary, 18656, Unfortunately, the military alde-de-camp
to the president, the previous chairman of the Petrobras, General Tavora,
has been delivering speeches in the country against Gudin, General 7. is said
to be nationalistic and against changes in the law, Paranagua says, however,
that he is a sensible man and that his main point has been that as long as the
present law is on the books, it should be followed. General I. has been spoken
of as a possible successor to Gudin.

It will no doubt take at least three years after an agreement is
made with foreign companies before a substantial production from new wells
can be expected. e ] LR G

2. It will be lmpoulbh to solve the oreign exchange problem as
long as coffee and other products are not moviag and inflation is continuing.

3. a) At present the producers and exporters can get credit from the
commercial banks and
b) from the Banco do Brasil
¢) The Coffee Export Institute is buying coffee
d) The Banco do 3rasil 18 buying coffee and certain minor
export goods. ( 1 have not seen the list.)
e) The Production ¥inancing Commission is also buying coffee.



It is not known to what extent the organizations under (¢), (d),
and (e) have bought export goods nor is it known how long the Banco do Brasil
azm have to continue advancing money against coffee under Lhe present rules
(6).

4. Many things have to be done in order to have ezport goods moving.
For the time being, I am not dealing with(the unfortunate effects of the payments
sgreements with certaln countries, that divert export goods from the regular
channels and lead to shunting of the goods.

6. Cther decisions that have (o be taken or contemplated seem io
me to be the following:

a) The policies must be flexible.
b) How long will it be necessary, for political or other Hessni

for the authorities to buy coffee’ There should only be one orq.ammml;w
export goods, if that is considered necessary, and not three as al present.

¢) The Sanco do Brasil and the commercial banks should alm
at reducing their advances on cofiee.

d) I the commodities are not exported by the exporters, I
belleve that e.g. the following things should also be contemplated:

i) Export from stocks owned by the Banco do Brasil
or governmeni authorities.

ii) The limit for credits on new export goods should be
reduced. It should also be discussed whether credits already
glven on such export goods could be reduced.

1) The rate of interest should be increased both for
old loans aad new Iofns. s

-~

iv) The cost for warehousing should be increased.

8. It is said that the Banco do Srasil is aiming at a reduction
of both direct credits and rediscounts, Have the comamercial banks so far
stopped increasing thelr credits or reduced them;, or are they still rising?

% Gudin is said to be aiming to cut expenditures both for the
goverament and the Autarchias., Any results so far?

It is said that the federal vudget for 1966 has been approved
with income of Cr.$ 53.6 billion and of Cr.§ 58.7 billion. {he
deficit would thus be Cr.§ 5.2 billion. Is this really the overall deficit for
the government and its agencies? Cudin sald sometime ago that the receipts
had been over-estimated and that tiere were deficits in the state enterprises
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Q‘M Some Aspects of the Brazilian Problem.

The pessibility of doing anything sensible with the Brazilian
foreign exchange rates depends, of course, upon the possibility of
bringing the economy in balance. We know that Gudin and his associates
have tried hard to reduce the inflationary effects of the present Brazilian
economy policy. It goes without saying that everything cannot be done at
once. As other countries in a similar situation, Brazil will, of course,
have to take one step after another along as many lines as possible. Too
sharp a policy might, of course, lead to an economic crisis. Two banks
in Sao Paulo have been forced to close. Is it correct that it has been
impossible to merge them with other commercial banks and that the
Banco do Brasil has been obliged to intervene? What is now happening to
these banks? Is there any for further bank failures?

s In the long run, the only way to avoid currency crises as often
as at present is to develop oil with foreign assistance. Gudin has tried to
convince the Brazilian people of the necessity of doing so. He still seems to
be optimistic that something can be done with oil this year; others including v
Paranagua, have no hope for a change in the law until after the new president
has taken over in February, 1956. Unfortunately, the military aide-de-camp
to the president, the previous chairman of the Petrobras, General Tavora,
has been delivering speeches in the country against Gudin. General T. is said
to be nationalistic and against changes in the law. Paranagua says, however,
that he is a sensible man and that his main point has been that as long as the
present law is on the books, it should be followed. General T. has been spoken
of as a possgible successor to Gudin.

It will no doubt take at least three years after an agreement is
made with foreign companies before a substant1al productlon from new wells

can be expected. ) i

e
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2. It will be impossible to solve the ﬁ’oreign exchange problem as Vv
long as coffee and other products are not moving and inflation is continuing.

3s a) At present the producers and exporters can get credit from the
commercial banks and o
b) from the Banco do Brasil oA & &

c) The Coffee Export Institute is buymg coffee M jwm IS D) ‘
d) The Banco do Brasil is buymg coffee’and certain mor By ,,«eg g Al
export goods. ( I have not seen the list. ) own N
e) The ?roductlon Fmancmg COIl’ll’IllSSlOl’l is also buying coffee.:
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It is not known to what extent the organizations under (c), (d),
and (e) have bought export goods nor is it known how long the Banco do Brasil
V\le have to continue advancing money against coffee under the present rules

(

4, Many things have to be done in order to have export goods moving.
For the time being, I am not dealing With[the unfortunate effects of the payments
agreements with certain countries, that divert export goods from the regular
channels and lead to shunting of %8 goods.

D. Other decisions that have to be taken or contemplated seem to
me to be the following:

a) The policies must be flexible. |/

b) How long will it be necessary, for political or other reasosns,
for the authorities to buy coffee? There should only be one organization buying
export goods, if that is considered necessary, and not three as at present.

¢) The Banco do Brasil and the commercial banks should aim
at reducing their advances on coffee.

d) If the commodities are not exported by the exporters, I
believe that e.g. the following things should also be contemplated:

i) Export from stocks owned by the Banco do Brasil
or government authorities.

ii) The limit for credits on new export goods should be
reduced. It should also be discussed whether credits already
given on such export goods could be reduced.

i1i) The rate of igteresi should be increased both for

old loans and-mnew lpaféfm Aadn W .
iv) The cost for warehousing should be increased. \"4

£, It is said that the Banco do Brasil is aiming at a reduction
of both direct credits and rediscounts. Have the commercial banks so far
stopped increasing their credits or reduced them;, or are they still rising?

P Gudin is said to be aiming to cut expenditures both for the
government and the Autarchias. Any results so far?

It is said that the federal budget for 1955 has been approved
with income of Cr.$ 53.5 billion and expenditures of Cr.$ 56.7 billion. The
deficit would thus be Cr.$ 3.2 billion. Is this really the overall deficit for
the government and its agencies? Gudin said sometime ago that the receipts
had been over-estimated and that there were deficits in the state enterprises
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that had, at the previous stage, not been taken into consideration. Is
this approved budget not too optimistic? %)

8e What was the total amount of the increased taxes that the
Government had asked fore

How much did the Government eXpect to get through improved
tax collections?

How much of these increases were approved by Parliament?

9e Is there any possibility of financing the deficit or part of
it by borrowing in Brazil without any inflationary effects on the economy?

10, The wage problem and the wage-cost—of-living relationship will,
of course, be dangerous to the stability which Gudin is aiming ate There-
fore we should try to get information on this point.

11i. T understand that Gudin has tried to reduce the issuing of new
paper currency. What economic effects of such a measure are expected and
is there any result so far?

12, It is believed that approximately $50 million in arrears
remain unpaid. There is also a float of dollar certificates for future
exchange delivery which have beenauctioned, estimated at between $00 to
$100 millione. ‘

It is important that Brazil should try to see to it that the prompt
payment system is not sacrificed.

During the first part of 1954 Brazil had a swrplus of $67 million in
its trade in inconvertible currencies., This was more than offset by a
negative balance of $100 million in trade with convertible currenciese

13s Tt is reported in the press that Brazil is having discussions .
with the U.S, Government about a, say;-5-year loan- from the Exim Bank for
financing exports of vafious goods to Brazile If such an agreement is reached,
it will ease the situation during the period when the goods otherwise should
have been paid, The Exim Bank can probably only give credits for capital
goods exported to Brazil.

Brazil is also believed to discuss purchasing wheat from the U.S. for -
payment in Cruzeiros to be used later on for purchases of strategic materials. §

Brazilian needs of wheat are, according to Paranagua, about 2, million
tons for 1955, Brazil hopes to get 1.2 million tons from Argentina out of
its bumper crop. There seem, however, to be some difficulties in that agree- Qf)
ment which are not yet solved. The Brazilian crop is optimistically expected
to be some 600,000 tons. It is said that the negotiations with the U.S. at
present concern 200,000 tons of a vdlue of about $18 million. Brazil will
probably have to ask for more wheat from the U.S. Argentina seem to fear
that these purchases from the U.S. may upset its sales of wheate

QWM&LAMM&MW@ V.
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1. Paranagua has told me that Brazil is not contemplating any
drawing on the Fund for the time being but is intending to use this
possibility as a last resort.

15. Brazil may also try to negotiate temporary credits from U.S.
commercial banks dwring the coming year. I think such credits should
have no collateral, I think it was a mistake to offer collateral for
more of the credits given by the U.S. and commercial banks than the $160
million that had to be repaid to the Federal Reserve Bank of New Yorke.

o e s Tk Bl Aot Lo god
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January 12, 1965

BRAZIL

Paranagua asked for some help by the staff for a memorandum
on certain of the Brazilian problems. He told me that the President had
asked him for his view and that he had told the President that one of the
most important things in Brazil was to stop inflation. As coffee could be
sold now, Paranagua did not feel it was of first necessity to withhold the
foreign exchange system. The reason for taking a decision on the
exchange now had, by some Brazilians, been stated to be the following:
In order to reconquer markets that Brazil had lost, something
had to be done. Paranagua, on the other hand, felt that there was not
enough reason to make a devaluation only in order to increase the e2‘<port
of some certain marginal products.
What Paranagua was anxious to have in the memorandum was:
1) The inflationary developments in Brazil.
2) Would a real floating buying rate combined with auctions i
to a distortion of production? If, for instance, a certain quantity of cotton
is sold at Cr. 43 per US$ but the auction rate is about Cr. 70, everybody will
try to sell at the auction rate. The result will be that more coﬂ&wﬂl be grown
than can be sold and that there will be pressure on the Government to buy
the crop. This will be a case where the producer looking for as many cruzeiros
as possible, will follow one line whereas the economy of thé country as such

which is interested in getting dollars, will lose.
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Summary of a note, for official use only,
by Knoke and deBeers on their visit to Rio
in October - Noveuber, 195

The foreign exchange budget for 1955 was computed/coffee exports of
$60 million monthly, However, they believed that this figure was too high
and that a likelier figure was something between $30 and $50 million,

The dollar needs during the first half of 1955 was $520 million but
dollar proceeds less than $300 million, The deficit from lst November, when
they got the last figures, until the end of June, 1955, might be as high as
$350 million, Their minimum figure would be $200 million,

The outsiding amount of swaps was $110 million, of which $37 million
had to be reduced before July lst, 1955,

Cocoa had been sold to Germany for reshipment to the United States
and Switzerland, That was one of the reasons why the dollar receipts had
been low,

E[t was not mentioned in the report, but I have been told that previously
substantial quantities of coffee had been sold first to Holland and then to
France that was being trans-shipped to the United States and Switzerland.
Commodity shunting should be avoidedZ]

The tight credit situation had led to increased swaps, from April
through September by $50 million, Only after the return of Knoke and deBeers
has Brazil decided not to permit any new swapse

EThe swaps were an easy way for U.S. concerns working in Brazil to get
credits for cruzeiros and, at the same time, hedge against appreciation of
the cruzeiro rate.

The Banco do Brasil reduced the rate of interest on swaps from 6% to
3%. No reason has been given for ite
> i S “"'7 sl i
The Banco do Brasil is no longer supporting the free market. From
June 20 to November 1953 the Bank, however, sold L2 million dollars on the
free market,

They stress the pressure on the free rate from the auctions. On
November 9th, dollars had been auctioned at rates from 85 to 250, The free
market is thin, Even a fairly small demand will raise the price,

Duri ng 1955 Brazil hopes to be able to sell ten million bags of coffee
to the United States, which would give them $660 million, Other goods should,
according to the Brazilians' calculation, give them another $150 million,



The coffee year begins on July Ist, For the present coffee year,
estimates for registering for export are the following:

million bags

'The United States Embassy 15 (for next coffee year 16 million)
The Brazilian Coffee Institute 13.5 (the President of the Institute -
13.0 million)

195h

The coffee stocks for export on June lstf amounting to 3.3 billion bags
were the lowest stocks since 1949,

The exports to the United States from

1lst July to December 31,1953 were: 3,12 million bags
During the same period, 195)1: 1,236 " u
Exports to other countries from lst

July to end October, 195k: 1.6 " "

The stocks at the ports were 3.8 million bags on September 30, 195ke

The Brazilian coffee stocks in the United States are below normal,
both with the dealers and roasterse.

The market expects lower coffee prices next summers,

Knoke and deBeers said that it was necessary to further stimulate minor
exports, with the exception of cocoae The rate then prevailing of 36,5 was
considered to be inadequate.

The Banco do Brasil buys and sells some of these minor export goods,
mentioned in a list which is limited. It is not known how much of these
goods have been bought by the Banco do Brasile.

They tried to find out, if and when there should be a strain on the
economy, if the messsismwy imports would be continued at the low figure of $10
million per months Some people jedd themthat difficulties may come within
three months, others meAtioned six to nine months,

They expected that the need for dollars for oil would be 20 million a
monthe When the new refineries start working at full capacity the dollar
amount may be reduced $2.,5 million monthly., If Brazil could buy oil for -
sterling, the amount might be further reduced, (3 A¥0 o o~ $ 210 M‘H

ot
vf-sw»f)
The Brazilian authorities mﬁscmsing the oil import

with the oil companies. They wanted to pay for the oil within 120 days.d If,
however, they would have to pay, as at present within L5 to 55 days, the need
for dollars for oil payments would be $50 million more during 1955 than cal-
culated by the Brazilians,

They mentioned that less oil was nceded in Sao Paulo as they had lately
increased the electricity supplye

The Brazilians were discussing an increase of the price for petrol by

é «A/g F\Wa ﬁa;:% r:a.’o:i.oni"n;g\’\1‘)::.::,‘1?':]0Z;..¢7 = ;A . s (‘e"&
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The Government exchange budget allotted $4 million a month for
Government imports. The previous rate for Govermment imports was 26; now
the Government has to pay the minimum premiums for the various categories.
For newspapers, movies and books the figure is $2 million a month. The
rate of exchange for newspapers was slightly below 19; the rate for books
was then 26 and for movies 35, These rates are very favourable,

Gudin hoped that it should be possible to have the oil law changed in
1955 when the new Parliament begins. Others (including Paranagua) were
afraid that nothing could be done until the new President had taken over in
February 1956,

Brazil is trying to get a contract from the American oil companies
for developing the Brazilian oil interests in Bolivia, Such a contract
might later be suggested for the development of the Brazilian oil,

The reserve requirements for the banks have been increased for sight
deposits from L% to 14%; for time deposits from 3% to 7%, In addition
commercial banks, except the Banco do Brasil,must maintain reserves of 15%
on sight and short-term deposits and 10% on long-term deposits,

The rediscount rate on promissory notes is now 104 instead of 8%.

The rate for commercial loans against collateral is still 8%, The
Banco do Brasil had, however, rejected some loans lately.,

The Banco do Brasil was aiming at the reduction of both the direct vV
credits and the rediscounts,

On July 31, the Banco do Brasil had given loans of 3.4 billion cruzeiros
on 2,2 million bags of coffee,

They were given no figures about how much coffee the Banco do Brasil
had bought under the programme instituted July 22,

Nor did they get any information about how much had been purchased by
the Production Financing Ccnmﬁ.ssggn,q;-,-ﬂ .
P - 4
Lower maximum rates of interest for time deposits had been introduced,
Previously the rate had been 8%; the new rate is 7%, The reason given was
that they wanted to compensate the banks for the higher reserve requirements,

Gudin was aiming at cutting expenditures both by the Government and N
by the Autarchias,

The Government had introduced new taxes and improved tax collections. \'4
The laws had not been passed when the mission left, It was said that a
decision should be taken by Parliament before the end of Novenmber., One
tax proposal was on undistributed profit., Excise taxes should also be
increasede



Gudin had reduced the issue of paper cwrencye.

Prices had risen partly because previously they had had too low
price ceilings, and partly because of the higher rate for imported goods.

Annexes: Part of the report dealing with coffee prices and dollar
receipts 1950-5l.

IR :d1lr
Jan. 17 '55
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Excerpt from a report on Visit to Rio de Janeiro by L. Werner Knoke

and John S. deBeers. R (67&‘%
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The failure of the coffee to move into export channels in normal volume
is generally attributed to the minimum price policy of the Brazilian govern-
ment. Decree No. 35,612 of June 3, 1954 guaranteed a minimum price of 87
cents a pound for coffee processed in Brazil. SUMOC Instruction No. 99 of
August 14, 1954 modified this decree to put the minimum at 20.32 cruzeiros

e e

per pound, which was the same as the previous cruzeiro equivalent of 87 U.S.

S——

cents per pound. However, Instruction No. 99 changed the effective exchange
rate so that the present cruzeiro minimum price, converted into dollars
at a time when the free market rate for dollars is 70 cruzeiros per dollar,
gives an equivalent in U.S. cents per pound at 62.1 cents per pound, f.0.b.
Santos, for Santos type 4 coffee. Allowing about 2.5¢ per pound for shipping
costs, this works out at a New York price of a little less than 65 cents per
pound.* '

Article 1 (b) of Decree 35,6i2 authorized a program of financing by
the government of 80% of the valuerct the cbffee on'the basis of the minimum
price, and article 3 of the sarr'lqé decree-authorizes the Productionﬁlancing
Commission of the Ministry of Fiinance to buy coffee, preferably from growers,

at prices equivalent to the minimum price.

On July 22, 1954, the Bank of Brazil announced another program un der
e — e —a O ——

which special loans would be extended to exporters who agreed to purchase
—-——""—'_-’r”

from producers on the basis of the minimum price. Details have not been

* The New York Times of NM@& reported that on Nov, [2 the SUMOC again
changed the coffee exchange rate, fixing it at 31,50 cruzeiros per dollar.
This makes the minimum price equivalent to approximately 67 cents per pound,
in New York. o ) =%
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published regarding the operation of this program, but it is understood
that it has been put into effect with several of the leading exporters under
terms which permit the exporter to surrender/his coffee to the Bank in pay-
ment of the loan and the costs involved, or, at his option, to pay the loan
and have the coffee available for sale abroad.

A further factor in making effective the minimum price is the require-

ment of an export permit to be issued by the Brazilian Coffee Institute.

Although nominally this is simply to assure that the exporter is registering
the full value of his coffee, in practice it means that any applications

for licenses to export coffee at less than the minimum price are rejected
by the Institute. We are informed that there is some small margin of flexi-

bility in-these matters. In practice most coffee is deelared at a grade

—

inferior to its true grade, which permits a sale at slightly less than the

———

minimum price or permits the exporter to retain part of the ddlar proceeds
——— —

for disposal through the free market at an exchange ratemore than double

—

the reqular effective exchange rate for coffee.

In practice the minimum price program has become effective largely
through the special credits extended by the Bank of Brazil to exporters.
small at the beginning but are understood to have picked up in recent weeks.
Information on the exact purchases is kept confidential.

In addition to the financing of coffee by special loans, the regular

—_—

loan program of the General Credit Department of the Bank of Brazil is in

operation and had financed approximately 2.2 million bags as of July 31,
1954 -- an amount which we were told has increased substantially since that

date. Loans on the pledge of this coffee by the General Credit Department



of the Bank of Brazil totalled 3.4 billion cruzeiros as of that date. We

e

were informed that the private banks also finance a large amount of coffee,

e et

perhaps equal in amount to the coffee stocks financed by the Bank of Brazil.
Exact figures are not available on this part of coffee financing, but it

may be noted that Finance Minister Gudin, in a press interview on October 26

estimated that 7 million bags of coffee were being financed by the banking

system, such loans aggregating abeut 14 billion cruzeiros. Undoubtedly

the large amount of loans on coffee represents the major reason for the

continued expansion of bank loans in Brazil in the last two montls.

e
Jes— ,/,
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$60 million monthly, However, they believed that this fipure was too high
end that a likelier figure was something between §30 and million,

The dollar needs dwing the first half of 1955 wae §520 million bub
dollar proceeds less than $300 million, The deficit from lot November, when
they got the last figwres, until the end of June, 1955, might be as high as
$350 mlllion, Their mimimum figwe would be $200 million,

The outsimding amount of swaps was $110 million, of which $37 million
had to be reduced before July lst, 1955,

Cocoa had been gold to Cermany for reshipment to the United States
and Switserland, That was one of the reasons why the dollar receipts had
been low, ,

[t was not memtioned in the report, but I have been told that previously
substantial quantities of coffee had been sold first to Holland and then to
France that was being trans-shipped to the United States and Switserland,
Conmodity shunting should be avoided]

The tight credit situation had led to inoreased swaps, from April
through Beptember by $50 million, Only after the return of Knoke and defeers
has Brazil decided mot to permit any new swaps,

Ehemmmwwrwv.s. concerns working in Brasil to get
eredits for cruseiros amd, at the same time, hedge against appreciation of

The Banco do Brasgil reduced the rate of interest on swaps from 6% to
3%, Uo reason has been given for it,

= ¥ il
The Banco do Brasil iz no

anungmn«mm. From
szou“nomwsamm,m,nmmxmnmdomumm
t’umk L

They stress the pressuwre on the free rate from the avctions, On
November 9th, dollars had been auctioned at rates from 85 to 250, The free
market is thine, Iven a fairly small demand will raise the price,

Dwd ng 1955 Brasil hopes to be able to sell ten million bags of coffee
to the United States, which would give them $660 million, Other goods should,
according to the Brazilians' caleulation, give them another $150 million,
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The coffee yoar begins on July Bt, For the present coffee year,
estimates for registering far export are the following:

Millon bege

The Umited States Mubassy ie5 éfw next coffee year 16 million)
The Brasilian Coffee Institute 13.5 the President of the Institute -~
N 13.0 million)
9

mwum’rwmmmdamﬁngtoBJmebm
were the lowest stocks since 1949

The exports to the United States from
1st July to December 31,1953 ware: 3.12 mulionb:gn

Durdng the same period, ' 1,236 "
Exports to othar couatries from lst
July to end October, 195h: 1.6 " "

. The shocks at the ports were 3,8 million bags on Septerber 30, 195k,

The Brazilian coffee stocks in the United States are below normal,
both with the dealars and roasters,

The mrket expects lower coffee prices next suumer,

Knoke and deBeers said that it was necessary to {wther stimdate minor
exparts, with the exception of cocoss The rate then prevailing of 36,5 was
considered to be inadequate,

The Banco do Brasil buys and sells some of these minor export goods,
mentioned in a list which is limited, It is not known how much of these
goods have been bought by the Banco do Brasil.

They tried to find out, if and when there should be a strain on the
cconomy, if the memsbass importe would be continued at the low figure of §10
sillion per month, Some people joldd then thet difficulties may come within
three months, others m@ritioned ®ix to nine months,

They expected that the nced for dollars for oil would be 20 million a
month, "hen the new refineries start working at full capacity the dellar
amount may be reduced 2,5 million monthly, If could buy oil for
sterling, the amount might be further Mwed.( Yo fzmm.i?pq'ul y

4'.’" 0‘5

The Brasilisn suthoritdes in Novesber wure discussing the 611 imports 1L
with the ol companies, mewmrwmmntmmmﬁ/n,
however, they would have to pay, as at present within L5 to 55 days, the need
for doliars for oil paymente would be $50 million more during 1955 than cale
culated by the Brasilians,

They mentioned that less oil was nceded in Sao Paulo as they had lately
inereased the electricity supply.

The Bragilians were discussing an increase of the price far petrol by
a tax or rationing petrols ,

/”/'fw%n 1773 B0 G A M 1958 -owwoér,oopa
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The Govermment exchange budget allotted §L4 million a month fer
Government imports, The previous rate for Covermsent imports was 26§ now
e Govermment has to pay the minimum premiums for the various categories,
S&mp&u,mﬂuuﬁbo&ht&ﬁmu&uﬂhﬂam The
rate of exchange for newspapers was slightly below 19; the rate for books
was thén 26 and for movies 35, These rates are very favourable,

Gudin hoped that it & ould be possible to have the oil law changed in
1955 when the new Parliament begins, Others (including Paranagua) were
afraid that nothing could be done until the new President had taken over in
February 1956,

Brazil is trying to get a contract from the American oil companies
for developing the Braszilian o0il inberests in Bolivia, Such a contract
might later be suggested for the development of the Brazilian oile

The reserve requirements for the banks have been increased for sight
deposits from 4% to 1i¥; for time deposits from 3% to 7%, In addition
commercial banks, except the Banco do Brasil,must maintain reserves of 15§
on sight and shorteterm deposits and 10% on ern deposits,

The rediscount rate on promlssory nobtes is now 10f instead of 8%,

The rate for comsercial loans against collateral is still 8%, The
Banco do PBrasil had, however, rejected some loans lately.

The Banco do Brasil was aiming at the reduction of both the direct
credits and the rediscounts,

On July 31, the Banco do Brasil had given loans of 3.4 billion cruzeiros
on 2,2 million bage of coffee.

They were given no figwres about how much coffee the Banco do Brasil
had bought under the programme instituted July 22,

Nor did they get any informstion about how much had been purchased by
the Production Financing W#, pems
A !

Lower maximm rates of interest for time deposits had been introduced,
Previously the rate had been 8%; the new rate is 7%, The reason given was
that they wanted to compensate the banks for the higher reserve requirements,

Cudin was aiming at cutting expenditures both by the Government and
by the Aubtarchias,

The Government had introduced new taxes and improved tax collections,
The laws had not been passed when the mission left, It was said that a
decision should be taken by Parliament before the end of November, One
tax proposal was on undistributed profit, Ixcise taxes should also be
increased,



Gudin had reduced the issue of paper currencys

Prices had risen partly because previously they bad had too low
price ¢edlings, and partly because of the higher rate for imported goods,

Annexesy Part of the vepert dealing with eoffee prices and dollar
: receipts 195051,

IRedlr
Jan, 1T 155



October 5, 1954 a/\/v\,vt,(
CONFIDENTIAL _

If Brazil should ask for a credit, I would like to have a statement
along e.g. the following lines:

It is the decision of the President

a) Not to change his Government even if the results of the election
should be that there is a majority against him.

b) That until the next President begins his term of office, he will
carry on the following policies:

L The Government’s aim is to stop inflation. To obtain this:-

a) The deficits will eventmally be eliminated in the budgets of the
Government and those Government branches that have separate budgets, such
as the railways, the ports, the shipping, and packing houses. The changes in
the personel set-up necessary to reach this goal, will be made, {Fi==s=e.

Inflation will be gradually reduced.

Increased income will be achieved by new taxes and better tax col-
lections.

Rates for railways, etc. will also be increased.
b) The Government will also try to obtain external balance.
¢) The demand for credit will be curtailed and credit will in various
ways be restricted. The Banco de Bresil will be permitted to give only temporary
credits to the Government, its organizations, the States, and the municipalities.
2. When that price increase which is a consequence of the higher

minimum wage decided by the last Government has taken place, the Government
will aim at stability of prices andaaéeS' '

3. The foreign exchange system will be simplified step by step.
4. Arrears will be avoided,
o, The oil policy will be changed in order to have internal oil production

increased as soon and as much as is politically and economically possible.

6. The Government will aim at having the export goods sold regularly
in order to avoid such crises as have been experienced several times during
the last few years when cottaqy coffee, and other products have been withheld.
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7/ Present rules for minimum prices for coffee and other products
will be changed.

8. The bottlenecks in the economic situation such as lack of electricity,
deficiencies of the railways, etc. will be gradually eased partly by foreigm
loans.

9. The Government is interested in creating a central bank.

In order to give the Fund the true picture of the economic situation,
the Government, the Banco do Bresil, and/or Sumoc will give the Fund informa-
tion:

a) On the present situation®

Copies of the information given to the U.S. Government, the
Exim Bank, and the IBRD. Statements of Brazil’s present foreign indebted-
ness, the amounts of interest and amortization - separately. The amounts
of dollars (and other currencies if any) sold by the Banco do Bresil to be
delivered after a certain period -- 4 to 6 months, with the amount given
separately for each month. Tt W banlis and U(»#WVL'/\A

We understand that during September the Banco do Bresil had to
pay out $86 million previously sold by the Banco do Bresil for delivery in
September. A corresponding figure for October is said to be about $57 million.
So far it is not yet known how much is sold for delivery during the following
months.

‘ TP LM ; The amount issued in bonds payable in dolla,r.'s or cruzeiros of the
) o consolidation loan authorized during the Aranha régime.l Are holders of the
"6 d.x 0ld internal loans still authorized to exchange them for the new loans?

"7\\;\7;&" W ‘-‘wa’""‘" b) Regular information along the lines indicated in the memorandum
) given by Mr. Rooth to Mr. Gudin gp@cteber- Ist:-
- -

o)

Ny
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Notes for further talks about the Brazilian drawing.

Brazil’s quota is $150 million. At present Brazil has drawn:

March 1953 $ 18.75 million
August 1953 18.75 ~
December 1953 28. °

$ 66.0

Repayment should take place as follows:

/Y57 $ 10 million
12/30/57 15
7/1/58 20.25 *
12/31/58 20.25 *

$ 66.5

Brazil has protably a repurchase obligation to the Fund, as of April 30,
1953 of $34 million. There may also be a repurchase obligation on
April 30, 1954

Brazil needs more foreign help than they have got through the new
loan of $80 million from the Federal Reserve Bank, . "

U Artd haon wpo S-che rgunas st Hiven dbvako,

On Annex A, I have laid down’some conditions for new credits by the
Fund or by the Americans.

I think the Bragzilian Government should try to have a postponement of
certain of its indebtedness during 1954 and 1955. The amount due in 1955
seems to be about $55 million. I am not sure if the interest on its foreign
loans is included in that amount.

g ”(i?’-'"' &=
- -

Brazil should also fix its-repurchase obligation or obligations with the Fund

at the same time as it discusses the new drawing.

Brazil should first negotiate with the New York bankers about credits
before approaching us.

The maximum amount of reditsl’_that the Fund could give to Brazil would
be baempmetaed $150 million. Brazil ought to propose dates for the repayments
of the new credits, if it is not repaid previously by repurchases.

In its loan contracts with the IBRD, Brazil&é given the usual negative pledge.
Therefore the Fund cannot consider a credit to Brazil with collateral without the
approval of the Bank.
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Confidertial

October 4, 1954

Brazil

The Gudins dined with us Saturday evening, October 2, 1954. When
talking gs=ms8 about the Brazilian situafion, I said that I understood
that the Foreign Exchange budget had a figure of $76 million as the
average proceeds of coffee sales to the U.S. Almost $200 million less
had been obtained during May to August. Gudin agreed that they had got much
less than expected. In the present foreign exchange budget, the monthly
dollar figures for coffee was only $60, not $76 as before.

The Banco de Bresil was expected, during September, to obtain between
$60 and $70 million from exports. He hoped that they would be able to
continue to increase the proceeds from coffee sales during the coming months.
However, there was no reason to try to push the sales too much and thereby
press the price of coffee. That would not give them more dollars. He was,
however, fully aware of the importance of selling coffee regularly.

I asked him about cotton and sisal stocks. I asked the question because
Kafka had said on Friday that the Banco de Bresil still held cotton and
sisal which they had purchased at the price of about 1.5 billion cruzeiros.
Kafka said that the quality of the cotton was not good and that the value of
these goods was probably not much more thanil/2 billion cruzeiros. Gudin
said he thought that the cotton was practically sold and that he knew that
there was some sisal left but that he did not know its value. He agreed that they
should try to sell it.

Gudin was very-worried about the dollars to be delivered at future dates
that the Banco de Bresil had been selling. During September for instance,
they had such maturities of $86 million that had heen met. The maturities
for October were slightly below $60 million. I did not get any more figures
from him. - e o

o~ ~

On Friday he had spoken to General Edgerton of the EXIM Bank. He also
got the official American reply through Messrs. Waugh and Overby to the
effect that the U.S. could not do anything more than ask the Federal Reserve
to give them a new loan of $80 millipn against gold collateral. He had asked
for about $200 million new money from the U.S. but thought that he could have
nmanaged fairly well even if he only got $100 million from the Exim Bank.
Postponement for some months of the mownly repayments of $4.2 to the Eximbank
would also have been of some help to him.

‘The World Bank had not promised him any loan but was willing to study
the situation. However, Black had declared himself willing to try to do
something for him.
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Gudin stressed the bottleneck that they still had because of the
shortage of electricity. Many factories in Sau Paulo could not get power for
more than four days a week. It was a must to solve this problem. The
railway problem had also to be solved. They could not do either without
some financial assistance from abroad.

On Friday, he had given the order to Brazil to cut down the sales
of dollars offered at auctions from $20 to $10 million a month. I asked him
if this would not affect the raw material supply for the Brazilian industry
and thus stop part of the industrial machine. He believed, however, that for a
short period, there would be enough new materials for keeping the indaistry

going.

He spoke about the necessity of stopping the infladition by a) cutting
down Government expenditure and thus balancing the budget for the Govern-
nment and for the government organizations with separate budgets,and b) by
cutting down the demand for credit and by restricting credit. He was
anxious that the banks should not give as much credits as was done previously.
He was going to see to it that the Banco de Bresil did not any more extend big
direct credits and that it was much more careful with rediscounting that it had been
so far. I said that of course this was excellent. I asked, however, to what
extent it would be possible to reduce credits and wondered if he could get the
Brazilian banks to cooperate wholeheartedly in his new policy of not giving
credits except for good reasons. I told him that I had already, when I was
in Rio, discussed this problem affmong others with Maciel and that I had told
Maciel that to me it was important to try to reduce the possibilities of the
banks for giving credits; e.g. by increasing the 6% of their deposits that the
commercial banks now had to degposit with the Banco de Bresil. However,
this increase in reserve requirements would be of no help if the Banco de
Bresil continuéd as hitherto to use thefmoney for new credits either to the
Government, to the States, or to the banks. Therefore, I asked him to try
to find out if there was any possibility of really sterilizing this money. When
discussing the matter with Maciel, I had asked if it was possible to sterilize
the money until Brazil had a real gertt¥al bank. Maciel had said that it was
possible but that he did not telk. me how it could be done. I suggested that he
should look into the problem. He agreed that something ought to be done. My
suggestion should be discussed. Another possibility was, of course, to relate
the increased reserve requirements to the ircimesed deposits that the banks
may get. ( We discussed shortly the consolitlation loan that had been issued
payable in dollars. He said he regretted it. I told him I hadtried to dissuade
the authorities from doing it.

He was leaving Sunday morning to have lunch with Mr. Milton Eisenhower.
He told me that he was anxious to have the assistance of Bernstein far
two or three weeks sometime during the autumn when they were working on
some of their economic problems. He also renewed his request that we should
see if we could do something for Kafka next year.

I. Rooth



T TFRE

October 5, 1904

On October 5, 1954 at 10:45, Paranagua
Gouvea
Foz
came to see Cochran and me.

Foz had a chart of the payments to be made and the credits needed.
Supposing that the $90 million drawn from the New York banks had to be
repaid in December, if a new credit arrangement should be made with them,
the conclusion was that a new credit of $110 million would be needed. He
had reckoned with repayments of thelcredit until October, 1955, and repay-
ments of the credit from the New York banks (secured by collateral in gold)
to be repaid in 36 installments. This would lead to a maximum of the credit d}t
amownt $290 million in August 1955} that would leave $30 million of the
present $320 million gold of the Banco de Bresil unpledged, in August, 195%.
In reality, it would be slightly more as the Brazilian gold production which
is bought by the Banco de Bresil is about $3 million a year.

I told Paranagua that I did not think that a gold collateral loan to Brazil
from the Fumd could be considered until he had got a reply from the New
York banks about the amount of credit he could get from them against gold
collateral. I also told him that I cauld not think of the Fund discussing a
figure of the magnitude he had indicated. He said that he was going to
New York today and should get in touch with me after his return.

I stressed that if the Fund, later on, should give Brazil a loan against
gold collateral, we would have to get the clearancg from the World Bank
as the Bank in its loan contract with Brazil has E& usual negative pledge.



October b5, 1954

Southard and Hooker saw Cochran and me on October 5th, 1954 at

nine o’clock. Hoar . " =

Southard said that the opinion on the American side was that the Fund WJ'Q’ :
should not compete with private banks as far as gold collateral loans were
concerened. Paranagua ought therefore first to find out what resources
may be available in the New York market, including a higher or a longer
loan from the Federal Reserve Bank.

When Gudin first approached the Americans, he had asked for a loan
of $300 million, of which $80 million should have been used for repaying
the loan to the Federal Reserve Bank. On Friday evening last week, Waugh,
Overby, and Woodward met with Gudin and told him that for the time being,
the American Government could not do anything. However, they were
willing, if necessary to sit down with the Brazilians before the Rio meeting
in November to see if something could be done.

I told Southard and Hooker that I caild not see any possibility of
discussing a loan of the magnitude suggested by Paranagua. The total
amount that the Fund could give to Brazil would be, according to my
view, the quota.

I thought that Brazil ought to have started by trying to postpone some
payments on its debts such as to the Exim Bank. I felt thati would be diff-
cult to ask the Fund to put up money for these repayments. For the time
being, Brazil also needed money to pay for American exports. I was thinking
of the amount that the Banco de Bresil had sold to be delivered after from four
to six months. During September, these payments had been in the magnitude
of $85 million. Gudin had told me that in October they would probably be
somewhat below $60 million. The money needed for these payments ought to
come from the American market and not from the Fund.

Hooker said that Brazil oughbdorfigve started the thing by defaulting on all
its payments, both to the U.S..Government and the World Bank, and also on the
payments from the Banco de Bresil. Frank Southard and I reacted and sald
that it is impossible for a ceuntry to have its central bank default on its
contractual obligations.

I told them that I would give Paranagua the advice to try to get as much
as possible from the New York market before approaching us.

I. Rooth
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There is too much liquidityon the money and credit market
in Brazil., This is a consequence of the credits given by (2) the
Banco do Brasil, and (b) the commercial banks,

The Banco do Brasil is not a proper central bank, but the biggest
commercial bank with some central banking functions. P;rt of the
authority that 1s, as a rule, invested in the central bank is, in
Brazil, invested in SUMDC.

The other commercial banks are obliged to pay to the Ban% of
Brazil the reserve requirements, at present %e - This, Qf éburse,
increases the liquidity of’the Bank of Brazil, The Bank of Brazil is
not itself obliged to gé;e similar reserves against deposits.

The liquidity would be reduced if some means could be found
whereby both the amount paid by the commercial banks and the reserve
requirements for the Bank of Brazil could be sterﬂized.

The direct credits by the Bank of Brazil to inmezsta%e commerce
and agﬁiculture seems to be fairly cautious. The increased money
supply é;;;£;:the”Bank of Brazil credits are mainly those credits
given to the federal governments, the states, the municipalities,
and the actions teggp a cggplg,b£-yeerS‘ago when the Bank of Brazil
bought the cottong ' '

As a re-discounting authority the Bank of Bra,il has to follow
the lines laid down by SUMOC,

The representatives of the staff got the impression that the

re-~discount facilities could be reduced. The most important thing, 1. 7w ¢

fu&@[however,fi;\@hat the credits to the Govermment authorities be reduced

to a minimume

!
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There is too much liquidity on the money and credit market
in Brazil. This is a consequence of the credits given by (a) the Banco
do Brasil, and (b) the commercial banks.

The Banco do Brasil is not a proper central bank, but the biggest
commercial bank with some central banking functions. Part of the authority
that, as a rule, is invested in the central bank is, in Brazil, invested in SUMOC.

The other commercial banks are obliged to pay to the Bank of
Brazil the reserve requirements, at present % of their deposits.
This, of course, increases the liquidity of the Bank of Brazil. The Bank of Brazil
is not itself obliged to hold similar reserves against deposits.

A The liquidity would be reduced if some means could be fourd
whereby both the amount paid by the commercial banks and the reserve re-
quirements for the Bank of Brazil could be sterilized.

The direct credits by the Bank of Brazil to industry, commerce,
and agriculture seems to be fairly cautious. The increased money supply
because of Bank of Brazil credits are mainly those credits given to the
federal governmen , the states, the g;ugic;pgllti_es, and the actions taken
a couple of years ago ;I;en -th/eé;a’ﬁk of Brazil bought the cotton crop.

As a re-discounting authority the Bank of Brazil has to follow
the lines laid down by SUMOC.

The representatives of the staff got the impression that the
re-discount facilities could be reduced. The most important thing, in the
credit field, is, however, that the credits to the Govearnment authorities

be reduced to a minimum.
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There is too much liquidity on the money and credit market
in Brazil. This is a consequence of the credits given by (a) the Banco
do Brasil, and (b) the commercial banks.

The Banco do Brasil is not a proper central bank, but the biggest
commercial bank with some central banking functions. Part of the authority
that, as a rule, is invested in the central bank is, in Brazil, invested in SUMOC.

The other commercial banks are oliged to pay to the Bank of
Brazil the reserve requirements, at present % of their deposits.,

This, of course, increases the liquidity of the Bank of Brazil. The Bank of Brazil
is not itself obliged to hold similar reserves against deposits.

| The liquidity would be reduced if séme means could be found
whereby both the amount paid by the commercial banks and the reserve re-
quirements for the Bank of Brazil could be sterilized.

The direct credits by the Bank of Brazil to industry, commerce,
and agriculture seems to be fairly cautious. The increased money supply
because of Bank of Brazil credits are mainly those credits given to the

federal governmen &, the states, the municipalities, and the actions taken

> il i
a couple of years ago when the Bank of Brazil bought the cotton crop.

As a re~discounting authority the Bank of Brazil has to follow
the lines laid down by SUMOC.

The representatives of the staff got the impression that the
re-discount facilities could be reduced. The most important thing, in the
credit field, is, however, that the credits to the Government authorities

be reduced to a minimum.
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1) Aranha was worried by the fact that the law prescribed a note cover in
gold of 25% whereas the present cover was only 11%.

2) I feel strongly that something must be done to tighten the credit
market, At present the banks had to pay _/___C % of their sight and __Z_Q___ %
of their time deposits to the Banco de Bresil. The maximum limits

laid down in the law were __.Z__j_)__ % and 20 %. To raise the limits to the
maximum will lead to difficulties for some of the banks.

The money paid to the Banco de Bresil is not sterilized. The
Banco de Bresil is not only the central bank but also the biggest commercial
bank.

Most of those in leading positions in the bank were not central
bankers but good commercial bankers. The head of the rediscount department
did not have any feeling of the necessity of curbing bank credit. I got the
impression that either the general rules for rediscouj ting, laid down by the
Superintendencia, were too liberal or they were not followdd.

The rediscount limits seemed in reality to be fixed in relation to the
state bank had increased its capital and had the intention of increasing it

again,

3) - For these reasons, I wonder if it would not be better to try to

.
.

restrict the credit by either.



38) (continued)

a) having all the banks including the Bde B pay the amounts

of the reserve requirements to someone else than the Bde B,

and h ave them effectively sterilized and/or

b) let the bulk of the Government accounts be held in that way.

It may be that such a step or steps might have a too deflationary
effect on the credit market for the time being. In such a case, to begin with,
only part of the maney should be sterilized.

The question is also: how can you sterilize itv Bulhoes said

it had been doma before. I do not know in which way it was done.



1) Aranha was worried by the fact that the law prescribed a note cover in
gold of 25% whereas the present cover was only 11%.

2) I feel strongly that something must be done to tighten the credit
market. At present the banks had to pay _15__ % of their sight and _LQ__ %
of their time deposits to the Banco de Bresil. The maximum limits

laid down in the law were A,Q_ % and _-2_&__ %. To raise the limits to the
maximum will lead to difficulties for some of the banks.

The money paid to the Banco de Bresil is not sterilized. The
Banco de Bresil is not only the central bank but also the biggest commercial
bank.

Most of those in leading positions in the bank were not central
bankers but good commercial bankers. The head of the rediscount department
did not have any feeling of the necessity of curbing bank credit. I got the
impression that either the general rules for rediscounting, laid down by the
Superintendencia, were too liberal or they were not followed.

The rediscount limits seemed in reality to be fixed in relation to the
capital and the reserves-ofa ban‘K’f 7T‘hére?ore :';t least one weak
state bank had increased its capital and had the intention of increasing it
again.
¥ For these reasons, I wonder if it would not be better to try to

restrict the credit by either.:-



3) (continued)

a) having all the banks including the Bde B pay the amounts

of the reserve requirements to someone else than the Bde B,

and h ave them effectively sterilized and/or

b) let the bulk of the Government accounts be held in that way.

It may be that such a step or steps might have a too deflationary
effect on the credit market for' the time being. In such a case, to begin with,
only part of the maney should be sterilized.

The question is also: how can you sterilize it? Bulhoes said

it had been done before. I do not know in which way it was done.
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Brazil is still in the lﬂ.dat; ‘ot an inflation., The most
fundamental thing is to stop it. It is impossible, at least this
year, to take effective measwres to reduce Government expenditure
and investments and to curtail credit as there will be elections
for the Congress in 195k, —‘ﬂu majority of the Governors will also
be elected this year, The Presidential election takes place in
October 1955, The Brazilian Constitution prevents the re-election
of the President immediately after his four-year perioed,

The Budget deficit for 1953 was estimated at L.S5.billion
erugeiros, Over and above there were deficits in some of the
states, The economic situation in the state of Sac Paulo was
Dapfaimily precarious; the Bank of Brasil had been forced to advance
substantial amounts to help the state., I got the impression that
'some more financing ef Sao Paulo night have to be made during this
year,

Most of the coffee had been sold., Europe had taken greater
quantities than previously, Part of it was now being shipped and
the Bank of Braszil got substantial dollar amounts from coffee evary
day, The frost in Parans would lubcunﬁaily redmu"‘niﬁ yur'of

crop in that statey < e o)

All the cot;ton bought by the Bank of Brazil had been sold
except 35,000 tons of long staple cotton from the north, The
authorities hoped te be able to sell it fairly soon, Most of the
other minor export goods that previously had been held by the Bank
of Brazil have also been sold, All this had improved the situvation
considerably,

Brazil would need §270 million dollars for the import of

petroleum during 1954, The authorities were still hopeful that there



-2-

would be a possibility of msking a contract with the foreign companies
for the exploration of the oil fields. Whether this will be feasible
is still an open question,

The northern part of Brasil is suffering from drought and under-
development, The sugar industry in that part of Brazil is losing money,
whereas sugar in the southern part is a prosperous industry. I was
told that the main reason for the distress of the northern sugar industry
and the backwardness of the sugar districts was due to the fact that
this sugar industry is in the hands of old families that have not under-
stood the necessity for technical improvements and have done less for
their workers than in other parts of the country. As a consequence of
the distress of the north there was a migration of people to the southern
and western states. Sao Paulo, Parana, L&/tto-afoue‘f and some other
states were therefore roughly in the same situati on as the mid-west and
west of the United States when the frontier was moving westward,

A great muwber of apartments and business houses and factories
were being built in Rio and Sao Paulo. I was told that last year 62L new
factories had been started in the city of Sac Paulo, Iy friends told
me that similar dmlo/p_-pntn ,%phomosin -other parts of the State
of Sao Paulo and in other states in the middle and the south, among
them Minas Cerais and Parana,

The aspects of the inflstionary situation have been analyzed
in various staff reports and will be brought up to date in the report
that the stalf mission to Rio will soon submit,

The super-abundance of money and credit is realized only by a
few, Also these people consider it necessary to proceed with caution to

avoid turning the boom into a erisis. A return to more normal financial
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and monetary conditions is overdue, Most of the savings, both
voluntary and forced, and they are substantial, are invested in

real estate, not for reasons of yield, but in erder to pretect the
capital against progressive depreciation, An ordinary capital

market is non-existent. People are not interested either in buying
bonds or shares. OShares of a company, as a rule, are held by the
family and a few friends and are not actively dealt in on the exchanges,

Credit controls have in some respects been tightened., Certain
itm are being made to curdb speculation. The building boom has
not yet come to an end, although the market in Rio seems to be reaching
the saturation point., However, this does not mean that the situation
is presently under control.

While I was there the Army took an initiative that led to the
firing of the Minister of Labor who had proposed to double the minimum
wage, An inerease in the minimum wage was opasidoud necessary, A
raise from 1200 te 1500 or 1700 omu’r’oahinatud of 2400 as had been
proposed by the former Minister was expected, When this happens it
will react on prices and will have an impact on the budgets of the
CGovernment, the Stlto:’/arnd twnpunm. .

There are serious bottle necks in the economy, the most important
of which are the great shortage of electricity and the lack of transporta-
tion. The urban development has been too rapid. Too little has previously
been done to help agriculture. One of the advantages of the Aranha plan
for imports and exports is the following:

Previously importers were the favoured ones. They made big
profits that were invested mai nly in buildings in the cities, Now the
importers have to pay much higher prices and make less profit. The
exporters make more money., Thereby money is being transferred from the
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cities to the interior of the country,

The old system of import licensing at the then over-val ued
import rate for the cruseiro, gave rise to serious misuse, The present
auction system has, as I said, reduced the profit of the importers. It
yields considerable exchange profit<which so far hu materially contri-
buted towards curbing inflation. The auction technique is still compli-
cated, The rates vary greatly for every currency, even in the course of
the same auction for goods of the same category., This multiplicity
needs to be reduced, We found certain intarest for improving the rules,

At present Brazil is making a very serious effort to eliminate
the backlog of import payments accumulated in the past. This means,

1

however, that imports for the time being have had to be severe ted,

No sterling or Belgian francs had been auctioned mben we we Loy
The currency amounts that are auctioned are probably below the needs
of the country., Ve were told that estimates in the budget for the
incoming foreign exchange had been careful, The Bank of Brazil hoped
after some time to be able to increase thz‘“ million that at present
is offered weekly at the auctions. So far a substantial part of the
incoming foreign exchange had be:g, ?’f'_,".’.;f”. Government needs,

The montcr{o;(un’ﬁ reduced, We were told that in a few
industries there were stocks for perhaps a couple of years, On the
whole new raw materials, etc, would probably have to be bought after half
a year, The authorities hope that the auction system will help to keep
the currency situation under control and, given time, allow them to return
to a simplified rate structure reflecting the economic realities of the
economy, This hope, as so many others,presupposes that inflation will be
brought under control.

Brazil had, for the time being, no trade or payments agreement
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with Argentina, They had been trying to negotiate a new one for several
months, Brazil had not bought wheat from Argentina as the price that
Argenting wanted to charge was about $100, whereas they can buy from
Canada for $73.

A lot of low cost houses were built. They were partly for
people belonging to the pension schemes and partly aimed at taking
care of the very great number of squatters (more than 300,000) that
were living on the slopes and on the outskirts of Rio, It was cone
sidered a necessary thing in order to combat Communism, |

It was felt strongly in certain quarters that the publie
service had to be reoorganized, The President had ordered a study on
the subject to be completed within six months, :

Mr. Aranha told us that he was interested um
balance sheet for the Bank of Bruil.r They had made some studies on
the subject both in the Bank of Brazil and in the Superintendencia,
He wanted advice on the matter, They should send us their proposals
and if necessary we should send someone down to help them,

The Covernment has sent a bill to Congress proposing to
authorisze the executi¥e 'to_diif\,;:ia;-e;i;;t;, 3} percent bonds up to
60 billion cruzeires, This new issue should be used for the consolidation
of all the government (federal a;d:-uto /municipal| public debts}, At
present the Federal internal issues amount only to ten dbillion cruzeiros.

The old bond issves should be exchanged for the new ones. The states
and municipalities will not be able to take part in the transaction

unless they pass lavs preventing them from contracting new debts during
a ten-year period without the approval of the federal xomiu-nt.
There 18 no interest for the time being in Brazil for investing



in new bonds. In order o make these bonds more attractive, it has
been proposed that the interest on the bonds should be paid either

in dollar checks on New York or in cruszeiros at the free market rate
for dollars, To meet these dollar payments it is proposed that those
who export goods *c Brazil will have to pcy a fee of 31 in foreign
exchange bcfero the consular invoice is innod (lbont 70% of the new
bonds /mmud_tnqbo held by the social insurance funds, insurance
companies and other organizations, that would collect the interest in
cruzeiros. The loss of dollars for Brazil was not expected to be more
than, at the maximum, 30%,

I tried to polnt out to the Brasilian smthorities tl.t they were
deluding themselves if they believed that these exporting goods to Brazil
would take care of the foreign exchange part of the payment, One: all
those exporters would not pay the 3% in dollars but also in other
ewrrencies, Two: when goods were shipped to Bragzil, the cost of the
goods would be increased by at least the 3% tax, Three: as the Brazilian
importer does not have dollars, he will have to buyy them from the Bance
do Brazil., This means that he will pay cruuiroa to the Banco do Brazil
for that part of the T plymnﬁ{r;;l;on}d:irﬁ to the 3% paid for the
consular invoice, That means a2 loss of exchange for the Banco do Brazil
and will consequently reduce imporis to Brazil to that extent, I found
that only a few Brazilians were aware of this consequence, I told them
that I doubted whether such a btond should be issued and that I felt
strongly that it would be a mistake to do it as long as the inflation
continues,

I was told that there wss hardly any possibility that certain
depaptmentes of the Banco do Brazil could in the near future be merged



-

with the Superintendencia into a real central bank, A bill for intro=
ducing a central bank had also been sent to Parliament.
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