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I. Introduction

The 1982 Article IV consultation discussions with Brazil were held
in Rio de Janeiro and Brasilia during November 29-December 16, 1982.1/
At the same time the mission also negotiated an economic program in -
support of which Brazil requests access to Fund resources. The repre-
sentatives of the Brazilian Government included the Ministers of Plan-
ning, Finance, and Industry and Commerce; the President and several
Directors of the Central Bank; and other senior officials of various
ministries, agencies, banks, and corporations of the public sector. The
staff mission consisted of Horst Struckmeyer (Head-WHD), Thomas Reichmann
(WHD), Hans Flickenschild (ETR), Jose Fajgenbaum (WHD), Ana Maria Jul
(WHD), and Moira Sucharov (Secretary-WHD). Mr. Alexandre Kafka, Execu-
tive Director for Brazil, participated in the discussions.

In the attached letter dated January 6, 1983, signed by the Minis-
ter of Finance and the President of the Central Bamnk, the Government
of Brazil requested access to Fund resources for the equivalent of
SDR 4,488.75 million (450 per cent of Brazil's quota), of which
SDR 249.375 million under the first credit tranche, and SDR 4,239,375
million in the framework of an extended arrangement for a period of
three years. Of the amount requested under the extended arrangement,
SDR 1,396.5 million would come from ordinary resources and SDR 2,842.875
million from borrowed resources., The Brazilian authorities are also
expected to request a further purchase under the Fund's compensatory
financing facility, which will be dealt with in a separate document.

Brazil's request for an extended arrangement is in support of a
program described in the attached letter and Technical Memorandum of
Understanding, and which is analyzed below. A copy of these documents

l/ The last consultation discussions were concluded by the Executive
Board on November 13, 1981, Brazil continues to avail itself of the
transitional arrangements of Article XIV. :



and of the text of the extended arrangement was circulated to Executive
Directors on January 6, 1983 (EBS5/83/4, plus Cor. 1). The report on
recent economic developments, which will be issued shortly, provides
background and statistical information.

Under the requested extended arrangement, up to SDR 1,246,875 mil-
lion would be available to Brazil in the first year of this arrangement,
and up to SDR 1,496.25 million the second year. Purchases during the
first year would not exceed SDR 124,875 million until May 31, 1983,

SDR 498.875 million until August 31, 1983, and SDR 872.875 million until
November 30, 1983. The first credit tranche purchase of SDR 249,375
million would be effected following Board approval of the arrangement.

As of February 1, 1983, Fund holdings of Brazilian cruzeiros stood
at 100 per cent of Brazil's quota of SDR 997.5 million. Brazil has had
ten stand-by arrangements with the Fund; the last one expired in March
1973 and no purchases were made thereunder. Full use of the requested
extended arrangement, together with the requested purchase under the
first credit tranche, would raise the Fund's holdings of Brazilian
cruzeiros under tranche policy to 550 per cent of quota upon the expira-
tion of the arrangement (Table 1).

II. Béckground and Recent Economic Developments

Since the mid-1960s the Brazilian authorities have made the attain-
nent of high levels of economic growth and employment, and significant
increases in the s§§ndafd of living, their primary objectives (Chart 1).
By matching ample domestic resources with sizable imports of capital and
technology, they were highly successful in achieving these objectives
until the late 1970s. In the process, important structural changes in
the Brazilian economy were effected, resulting in extensive industriali-
zation and a substantial increase in the size and role of the public
sector as both investor and regulator. '

However, the second oil shock in 1979 forced the authorities to -
shift attention from economic growth to the need to strengthen the
external situation. The adjustment measures taken in late 1979 and
early 1980 included fiscal and monetary restraint, a major devaluation
of the cruzeiro, and a liberalization of the foreign trade systéem so
as to improve economic efficiency.l/ Rises in foreign interest rates
and -a weakening of external demand compelled the authorities to adopt
additional measures in late 1980 and in 1981 that related to monetary,
fiscal, and exchange rate policies. These initiatives met with some
success. The current account deficit, which had exceeded US$12 billion
(or about 4-1/2 per cent of GDP) in 1980, decreased to USS1ll billion
(or 3-1/2 per cent of GDP) in 1981.2/ This reduction reflected an .

1/ See SM/80/67 (3/24/80). )

2/ Throughout this paper halance of payments data will exclude rein-.
vested earnings because of the volatility of these transactions and the
delay with which reliable information on such earnings becomes available.
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Table 1. Brazil: Projection of the IMF Position 1/
Outstand- Operations Operations
ing Dec. 31, Operations in March 1983-February 1984 Mar. 1984~ Mar. 1985-
1982 Mar.-May June-Aug. Sept.-Nov. Dec.-Feb. Total Feb. 1985 Feb. 1986
(In millions of SDRs)
Purchases 498.8 840.6 374.0 438.5 374.0 2,027.1 1,496.3 1,496.3
EFF - 124.9 374.0 374.0 374.0 1,246.9 1,496.3 1,496.3
Ordinary resources (--) (62.4) (187.0) (187.0) (187.0) (623.4) (748.2) (25.0)
Enlarged access () (62.4) (187.0) (187.0) (187.0) (623.4) (748.2) (1,471.3)
First credit tranche
(ordinary resources) - 249.4 - - - 249.4 - -
Compensatory financing 498.8 466.3 - - - 466.3 - -
Buffer stock financing - —-— - 64.5 2/ - 64.5 2/ - -
Répurchases - - - - - - - il
Total holdings (end o
of period)3/ 1,236.5 2,336.9 2,710.9 3,149.4 ° 3,523.4 5,019.7 6,516.0
Excluding CFF and _ -
buffer stock 737.7 1,371.8 1,745.8 2,119.8  2,493.8 -3,990.1 5,486.4
(In per cent of quota)
Purchases - 84.3 37.5 44,0 37.5 203.2 150.0 150.0
First credit tranche - 25.0 - - - 25.0 - -
CFF and buffer stock - 46.8 —- 6.5 - 53.2 - -—
Total holdings (end
of period)37 124.0 234.3 271.8 315.7 353.2 503.2 653.2
Excluding CFF and
buffer stock 74.0 137.5 175.0 212.5 250.0 400.0

550.0

Source: International Monetary Fund.

lj Partials may not add up to totals because of rounding.
2/ Estimated on the basis of Brazil fulfilling a maximum stocking obligation of 402,000 metric tons of

Su%?r'After full use of reserve position of SDR 259,8 million on February 1, 1983.



improvement of ‘US$4 billion in the trade account (the U.S. dollar value
of exports grew by 16 per cent while imports declined by 3-1/2 per cent),
which more than offset an increase in net interest payments of almost
US$3 billion, to over USS$9 billion.

Brazil experienced no major difficulties in 1981 in obtaining suf-
ficient foreign credit to finance such a deficit on current account and
in rolling over maturing foreign debt. Confidence of foreign lenders
in Brazil's economic policy and the acceptance of higher spreads by the
authorities enabled Brazil to continue to have access to foreign capital
markets on the scale required. Net international reserves increased by
well over USS81/2 billion during 1981, and gross official reserves reached
US$7-1/2 billion at the end of that year. Brazil's external debt (in-
cluding short-term) grew from US$63 billion at the end of 1980 to US$72
billion a year later, reaching the equivalent of 24 per cent of GDP. It
should be stressed that Brazilian foreign debt statistics include both
public and private debt.

The tightening of demand policy in 1980-81 slowed econonic growth.
Real GDP, which had expanded by 8 per cent in 1980, decreased by
3-1/2 per cent in 1981,1/ mainly because of a decline in industrial
production. Rigidities in the official wage formula, as well as the
widespread indexation in the economy, prevented substantial progress
toward reducing the rate of inflation in 1981; by year-end, the 12-month
rate of price increases was 95 per cent, compared with 110 per cent in
December 1980 and a peak of 121 per cent in March 1981.

Brazil's economic performance suffered another serious setback in
1982, Output is likely to have stagnated, the rate of inflation has
remained at nearly 100 per cent, and the external situation weakened
considerably. The latter reflected the decline in international commod-
ity prices, weak foreign demand, growing international protectionism,
and economic difficulties in countries that had recently become impor-
tant buyers of Brazilian industrial products. Moreover, because 1982
was an election year,2/ domestic demand policies had also become some-
what looser in the earlier part of 1982; public sector spending rose at
practically all levels, and there were delays in implementing planned
increases in prices and reductions in subsidies.

As it became increasingly clear during the second half of 1982
that the trade surplus of US$3 billion forecast at the beginning of the
vear would not be achieved and, as the access to international capital

1/ At a later stage, industrial output was re-estimated, and this
had the effect of reducing the decline in real GDP to 1.9 per cent;
however, no breakdown of the expenditure components exists for this new
set of data.

2/ These were the first nationwide elections since 1964 and deter-
mined the composition of Congress, the leadership at the state and local
levels, and the electoral college that will elect the next President of
the Republic in 1985.




markets was reduced sharply, the Brazilian authorities proceeded to
tighten domestic demand management and exchange and trade restrictions.
In the monetary area, reserve requirements were raised on demand depos-
its and imposed for the first time on term deposits; also, access to
consumer credit was curtailed. In the fiscal area, central government
spending was tightened, which enabled the Central Administration to
make larger transfers to the monetary authorities as partial reimburse-
ment for transactions carried out on account of the Government.

With respect to the external sector, the authorities extended the
tax on exchange purchases to all travel expenses abroad and introduced
a long list of import prohibitions. They accelerated the pace of the
minidevaluations of the cruzeiro, thereby producing for the year as a
whole a small real depreciation against the U.S. dollar and reversing
most of the real appreciation that the cruzeiro had registered against
the currencies of Brazil's major international competitors during the
first eight months of 1982.

Preliminary information on Brazil's balance of payments performance
(Chart 2) reveals that the U.S. dollar value of exports fell by over

‘13 per cent, to US$20.2 billion in 1982, mostly because of a decline in

volume; last year's decrease in the nominal value of exports was the
first since 1967. The value of imports fell by more than 12 per cent

in 1982, to US$19.4 bhillion, with the oil bill decreasing by more than

6 per cent, to US$10.3 billion. The trade surplus amounted to USS$0.8
billion in 1982, compared with a surplus of US$1.2 billion in 1981 and

a deficit of USS$2.8 billion in 1980. Net service payments rose by

US$3 billion, to USS$15.2 bhillion, mainly reflecting higher payments for
interest and travel. 1In all, the current account deficit rose by almost
US$3-1/2 billion in 1982 to USS14.4 billion, equivalent to 4.5 per cent
of GDP,

Because of the tightening of international capital markets, Brazil
was able to cover only US$56.9 billion of the current account deficit
through net capital inflows, leaving an overall balance of payments
deficit of US$7.5 billion to be covered through a loss in net interna-
tional reserves. Largely because of a decline in gross disbursements
of financial loans and net repayments of suppliers' credits, net long-
term capital inflows fell by USS$3.3 billion. In addition, net short-

‘term inflows recorded a negative swing of US$1.6 billion last year. At

the end of 1982, net official international reserves were negative by a
large amount, and Brazil's external debt outstanding (including short-
term) had increased to over US$81 billion from USS$72 billion a year
earlier; in 1982, such debt was equivalent to 25 per cent of GDP. During
1982 external short-term liabilities rose by USS$2.7 billion, including

a US$2.2 billion increase in reserve liabilities.



ITI. The Adjustment Program

Brazil's present economic problems can be related not only to the
external events of the immediate past but also to the conditions under
which the country achieved rapid growth over the past 15 years or so.

In the mid-1960s Brazil launched an impressive export-led growth process
by relying increasingly on foreign borrowing to supplement domestic
savings. Even the two oil shocks of the 1970s did little to change this
growth—-cum—debt strategy; however, in the process many distortions were
introduced into the economy. The volume of investment effort and the
size of individual projects led to an increase in the scope.of the state
enterprise sector. The activities that were being stimulated, such as
exports and agriculture, received a wide range of incentives, especially
through ample and subsidized bank credit. The external tariff mechanism
has been distorted through widespread exemptions, a process that gave
rise to protection through quantitative restrictions and exchange mea-
sures. The need to placate the labor force in the inflationary environ-
ment that has prevailed led to the enactment of wage legislation which,
through its indexation provisions, became a key factor in the perpetua-
tion of inflation. The wage law contained provisions that worked to
raise real wages of certain groups faster than the growth of productiv-
ity; 1t also contributed to an increase in unemployment and a weakening
of Brazil's external situation. The need to secure a constant net inflow
of foreign funds and to manage a rapidly growing volume of external debt

has constrained the authorities in their exchange and interest rate ‘
policies. :

1. Strategy and objectives

The present state of international financial markets and prospects
for the period ahead make it clear that the economic development path
followed by Brazil in the past is no longer feasible, and that a funda-
mental change in the country's economic strategy is required. For the
coming years Brazil will no longer be able to rely, to the extent it
has in the past, on foreign resources to finance its development effort.
Rather, future investment and growth will depend mainly on.the genera-
tion of larger domestic savings. '

The economic program, which the Brazilian authorities have adopted,
aims at a very substantial adjustment in the first year and more gradual
ones in the second and third years. To effect the needed adjustment,
the economic program entails a significant reduction in domestic spend-
ing, in particular in the public sector, and a substantial strengthen-
ing of domestic savings. In order to limit the negative effect on the
standard of living, which is implied in such adjustment, the authorities
intend to raise economic efficiency through a liberalization of the
economy early in the program period. In the first year such liberaliza-
tion will relate mainly to domestic price and administrative restric-
tions; the timing of the removal of external restrictions will depend
on how quickly the foreign exchange constraint eases. During the second
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CHART 2
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and third years, the authorities intend to eliminate all remaining trade
restrictions and exchange measures and to proceed with the’ 1iberaliza—
tion of the domestic economy.

As will be evident from the description below, the economic program
adopted by the Brazilian Government foresees most of the adjustment
measures to be effective in the first year so as to bring about the
substantial reduction in the external imbalance that is required in
1983. Reflecting the tightness of international financial markets and
the low level of Brazil's international reserves, the deficit on cur-
rent account of the balance of payments is to be reduced by almost
US$7~1/2 billion in 1983, from nearly US$14-1/2 billion in 1982,
US$7-billion this year; in terms of GDP, the current account deficit
would decline from 4.5 per cent to 2,2 per cent, respectively. Further
reductions to 1-1/2 per cent of GDP in 1984 and about 1 per cent of GDP
in 1985 are envisaged.

The anticipated strengthening of the current account should greatly
reduce the need for foreign borrowing. Net disbursements of financial
loans (almost exclusively from foreign banks), which declined by US$2
billion, to US$6.7 billion, in 1982, should fall further to US$3.6 hil-
lion in 1983 and, eventually, to USS$3 billion in 1985. This development
should reduce the ratio of debt service payments to exports of goods
and services from 85 per cent in 1982 to 69 per cent in 1983 and 55 per
cent in 1985. Gross official reserves are projected to incteaée moder-
ately, and net international reserves to remain constant, in 1983; pro-
jected surpluses of USS1 billion in 1984 and USS$2 billion in 1985 in -
the overall balance of payments should further strengthen Brazil's re—
serve position.

The key factor in achieving these external objectives is a signif-
icant reduction in the financial imbalance of the public sector. The
program contains in its first year cumulative quarterly ceilings on
the financing requirement of the nonfinancial public sector that limit
it to 7.9 per cent of GDP in 1983 as a whole, compared with 13.8 per
cent of GDP in 1982, The public sector financing requirement is slated
to be reduced further to about 5 per cent of GDP in 1984 and some 4 per
cent in 1985.

Monetary policy will reflect these changes in the stance of fiscal
policy. The reduced need for recourse to the domestic financial system
of the public sector will mitigate the crowding—out of the private
sector that has occurred in previous years. Also, the major cutback
in credit subsidies to agriculture in 1983, and the elimination of
practically all credit subsidies over the program period, should enable
the monetary authorities to strengthen the conduct of monetary policy
by relying less on quantitative credit restrictions and more on instru-
ments affecting the pricing of financial resources.



The authorities recognize that a continuation of the past high
rates of domestic inflation would be harmful to investment and future
economic growth., Therefore, the economic program aims at a reduction
in the year—-end rate of inflation from 100 per cent in 1982 to 70 per
cent in 1983. The reduction in the rate of inflation will have to be
slower at the beginning of the program period because of corrective
price increases and the near—total indexation of the economy that can
only be reduced over time. The rate of inflation is to be brought down
further to about 40 per cent in 1984 and 20 per cent in 1985.

The economic program is designed to produce significant changes
in the structure of domestic expenditure and in the financing of in-
vestment (Table 2). From 1977 to 1982, domestic consumption outlays
grew from under 78 per cent of GDP to over 8l per cent; over this period
gross domestic investment fell from 22.7 per cent of GDP to 19.1 per
cent, and gross domestic savings fell from 20-1/2 per cent to 14~1/2 per
cent. The result was that the recourse to foreign savings rose from
2.2 per cent of GDP in 1977 to 4.6 per cent in 1982, The reduction of
2.4 percentage points of GDP in the use of foreign savings programed
for 1983 will bring the resource gap back to the level recorded in
1977; 1t will be achieved on the basis of an increase in the domestic
savings ratio of 1.3 percentage points of GDP and a decline in the in-
vestment ratio of 1.1 percentage points.

Beginning in 1984, gross domestic investment 1is expected to grow
again but, with domestic savings growing faster than investment, the
current account deficit of Brazil's balance of payments should continue
to fall. By 1985 consumption is anticipated to have fallen to 77 per
cent of GDP, domestic investment to have increased to 21 per cent of
GDP, and domestic savings to have advanced by 5-1/2 percentage points
over the program period, to 20 per cent of GDP.

Growth prospects for 1983 are rather poor. The required cutback
in domestic spending is likely to keep domestic output depressed, and
real GDP might decline by some 3~1/2 per cent.l/ It is expected that
the implementation of the program will allow a return to economic growth
in 1984; real GDP is projected to increase by 2 per cent in that year
and by 4 per cent in 1985,

n
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Table 2. Brazil: National Accounts Statistics

Prel. Projected

1977 1978 1979 1980 1981
(In billions of cruzeiros)

GDP at market prices 2,523 3,730 6,239 13,104 26,441 1/ 51,560 B8,580 134,640 179,230
Rate of change in real GDP 5.4 4.8 6.7 7.9 -3.5 1/ - -3.5 2.0 4.0
Rate of change in GDP deflator 42,4 41,1 56.8 94,6 109.1 © 95.0 78.0 49,0 28.0
Rate of change in nominal GDP 50.2 47.8 67.3 110.0 101.8 95.0 71.8 52.0 33.1
GDP in billions of US$S 178.4 206.4 231.5 283.5 301.8 320.0  322.0 341.0 372.0
Net factor payments abroad ~40 -84 ~163 =404 -1,017 -2,210 =3,320 -4,510 -5,320
GNP at market pricés 2,483 3,646 6,076 12,700 25,424 49,350 85,260 130,130 173,890
Current account deficit on

goods and services 56 127 287 686 1,107 2,350 1,920 1,970 1,900
Gross domestic expenditure 2,539 3,773 6,363 13,386 26,531 51,700 87,180 132,100 175,820
Consumption 1,965 2,996 5,129 10,617 2/ 21,380 2/ 41,870 71,220 105,150 138,000
Gross domestic investment 574 777 1,234 2,769 2/ 5,151 2/ 9,830 15,960 26,950 37,810
Gross domestic savings-éf 518 650 947 2,083 4,044 7,480 14,040 24,980 35,890

(In per cent of GDP)

Consumption : 77.9 80.3 82,2 81.0 80.9 81.2 80.4 78.1 77.0
Gross domestic investment 22.7 20.8 19.8 21.1 19.5 19.1 18.0 20.0 21.0
Nonfactor current account 0.6 -1.1 -2.0 -2.1 -0.4 ~0.3 1.6 1.9 2.0
Net use of foreign savings 4/ 2.2 3.4 4.6 5.2 4,2 4.6 2.2 1.5 1.0
Gross domestic savings 3/ 20.5 17.4 15,2 15.9 15.3 14.5 15.8 18.5 20.0

Sources: Getulio Vargas Foundation; and Fund staff estimates.

1/ A special computation for 1981 estimates GDP for that year at Cr$26,863 billion, which corresponds to a
rate of change with respect to 1980 of -1.9 per cent. No further breakdown of this revised estimate is available.

2/ Changes in stocks for 1980 and 1981 are included under consumption.

3/ Includes net transfers from abroad.

%/ 1Includes reinvested profits.
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under control., At first, these prices had been adjusted in line with
cost developments; during the election year of 1982, however, the rates
of increase in the prices for some of these goods and services had
fallen behind with respect to inflation. The result was that some

implicit subsidies emerged, and, in the case of imported products (e.g.,

wheat), foreign purchases were stimulated. To redress this situation,
the authoritigs have begun to implement the following measures:

(1) Fuel prices

d

rices of _a_sg'l_{ ne, alcohol, and diesel were a_djugted on

The price ine hol, and diesel wer
pY alco ;s and d 1 were

December 29, 1982 by 16 per cent, 17 per cent, and 21 per cent, respec-
tively; these price increases offset fully the decline in real fuel
prices that had occurred during the earlier part of 1982. Since fuel
imports account for over one half of total imports, the pricing of these
products is of particular importance. One key factor of the economic
program is the intention of the authorities to modify the prices of fuel
products as a group during 1983, at intervals of about two months and
rates that, on average, will be 1.5 percentage points a month above the
rate of inflation. For 1983 as a whole, this policy will result in a
real increase of almost 20 per cent. While the increase in the price

of gasoline will be somewhat below average, price adjustments for
diesel, fuel oil, and cooking gas will be above average.l/ This price
policy is expected to lead to a reduction in domestic consumption of

9 per cent in 1983 which, together with a moderate (2 per cent) decline
in the import unit price and a 22 per cent increase in domestic oil
output,2/ is estimated to result in a reduction of almost 15 per cent

in the oil bill. In the light of recent oil market developments, the
projected decline in oil prices may be underestimated. It is interest-
ing to note that a change in the oil price of US$1 per barrel has an
impact of about US$250 million per year on the oil bill. It is also
anticipated that this projected path of adjustments of fuel prices will
result in a contraction of the oil account in the Central Bank; this
account comprises the subsidies to oil consumption accumulated over the
past years, and at the end of 1982 it amounted to Cr$145 billion.

With respect to the program period after 1983, it is expected that
continued increases in domestic o1l output as well as a continuation of
price policies designed to encourage fuel conservation and substitution
will reduce the oil bill further in absolute nominal terms in 1984 and
1985. It is interesting to note that domestic output is covering an ever-
growing share of total fuel consumption, which is close to 30 per cent
at present and will reach some 60 per cent in the last program year.

1/ At the end of 1982 gasoline sold at the equivalent of USS$2.51 per

gallon, and diesel at US$1.53 per gallon.
E/ During 1981 and 1982, domestic output rose by 17 per cent and
22 per cent, respectively.
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(2) Nonagricultural goods and services

The prices for steel, public utilities, and transportation
were raised recently, thereby improving the financial situation of the
(mostly public) companies in those sectors. The prices of a number of
other goods and services are being adjusted. The price of electricity
was raised by almost 20 per cent in December 1982 (for a total of
103 per cent during 1982). With excess capacity already existing in
the generation of electric energy and the huge hydroelectric project
Itaipu coming on stream soon, the authorities are studying ways of
granting preferential prices for electricity consumption in certain
economic activities, such as production for export, and to those com—-
panies that convert from the use of fossil fuel to that of electricity.

(3) Wheat

Despite a reduction in real terms over the past three years or
so, a sizable subsidy (equivalent to about US$1~1/2 billion) still re-
mains on wheat consumption. This subsidy will be reduced by over 40 per
cent during 1983 and eliminated altogether during the program period.

As most of the wheat consumed in Brazil is imported, such a price policy
should have a positive impact on the balance of payments.l/

(4) Sugar

In the first year of the program the authorities intend to re-
duce by some 15 per cent the producer subsidy for sugar, which amounted
to the equivalent of about US$1 billion in 1982, reflecting the low
international prices that prevail; there will be substantial further
reductions in the second and third years. Any subsidy that might still
be in existence by the end of 1985 will be paid through the fiscal bud-
get and not, as at present, directly by the monetary authorities.

The Brazilian representatives stressed that the removal of this subsidy
had to be gradual because a 1arge part of the sugar was produced in the
economically depressed Northeast region of the country and often con-
stituted the only agricultural activity that climate and soil in that
area would tolerate,

In general over the period of the extended arrangement, the author-
ities intend to follow pricing policies that will prevent the re-
energence of subsidy payments and will eliminate practically all subsi-
dies in the economy. The authorities also intend to reduce their role
in the domestic marketing of agricultural products, which they now play
through direct purchases and extension of credit.

b. Wage policy
The Government has played an important role in the process of wage

determination. In order to protect real incomes in Brazil's inflation-
ary environment, various kinds of automatic wage adjustment formulae

1/ Wheat imports amounted to US$0.8 billion in 1981.
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‘have been applied over the years. However, as all of them tie wage and
salary adjustments overwhelmingly to past inflation, anti-inflation
policies have been seriously hampered by this rigid indexation.

From November 1979 until late January 1983 the official wage for-
mula applicable to workers and employees of the nonagricultural private
sector and the state enterprises provided for semiannual wage adjust-
ments of 110 per cent of past inflation on that portion of their remun-
eration that was equivalent to 3 minimum wages, 100 per cent for the
part equivalent to 3-10 minimum wages, 80 per cent for the part equiva-
lent to 10-15 minimum wages, and 50 per cent for the part equivalent
to 15-20 minimum wages; increases in remuneration in excess of 20 min-
imum wages were left to free negotiation. Minimum wages have heen
adjusted generally in line with inflation over the years.

In addition to the automatic wage and salary adjustments, there
were further annual adjustments for presumed increases in productivity.
These increases, which were negotiated between employers and employees,
typically were in the range of 3 to 5 per cent, irrespective of whether
advances in productivity could be documented. Although workers and
employees of the Central Administration were not subject to the official
wage formula, they were granted comparable increases.

The result of this wage policy was an upward pressure on labor
costs, which aggravated unemployment and increased the practice of labor
rotation in the private sector whereby workers are dismissed prior to
their annual wage adjustment date and rehired elsewhere at lower real
wages. While the latter practice has tended to lower labor costs, it
has also reduced labor productivity because of the inefficiencies in-
herent in such a system of high labor turnover. Labor rotation was not
practiced in the state enterprises; as a result, the wage bill of these
enterprises has shown real increases over the past years.

In late January 1983, the Brazilian Government issued a decree-
law 1/ modifying the wage formula. The new formula contains the follow-
ing new rates and brackets: an adjustment of 100 per cent of past
inflation on that portion of labor remuneration that 1is equivalent to
3 minimum wages; an adjustment of 95 per cent to the part equivalent
to 3-7 minimum wages; an adjustment of 80 per cent to the part equiva-
lent to 7-15 minimum wages; an adjustment of 50 per cent to the part
equivalent to 15-20 minimum wages; and no adjustment to the portion
above 20 minimum wages.2/ The authorities consider the latest change
in wage legislation as a first step toward the eventual introduction
of a system of collective bhargaining.

1/ This decree-law could theoretically be repealed by the new Con-
gress after it convenes in March 1983,
2/ The latter provision is interpreted as a floor, allowing higher
adjustments on incomes above 20 minimum wages through free bargaining. '
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ormula is superior to the old one in that it abolishes the
principle of adjusting incomes up to 3 minimum wages by 110 per cent

of inflation; over two thirds of the labor force covered by this wage
formula receilves remunerations of 3 minimum wages or less. Even though
the new formula will reduce significantly the rate of increase in wage
adjustments that would have resulted from an application of the old one,

al o a wri 11 cﬁ-411 4 hy -
real wages wil i1l increase by some 2-5 per cent in 1983, depending

on what path of deceleration is assumed to arrive at the targeted rate
of price increase of 70 per cent at the end of 1983, However, more
important than what happens to the calculated wage is how the real wage
bill of the economy develops. The average general wage increase (i.e.,

exclusive of individual promotions) in the Central Administration has
been limited to 65 per cent in 1983, which would imply a reduction of
7-1/2 per cent in real terms. The Brazilian representatives contend
that the wage bill of the state enterprises and the private sector will
also decline in real terms this year because: (1) a directive has been
issued to the state enterprises, limiting the annual growth rates of
their wage and salary outlays in each month to the rate of inflation
during the previous 12 months; this implies that any real increases in
individual remunerations resulting from promotions, etc., will have’

to be offset by a reduction in the payroll; (2) the Ministry of Labor
would be issuing guidelines shortly to the labor courts tying produc-
tivity adjustments in 1983 to the change in per capita income during
1982, which would result in no adjustment for productivity this year;
(3) compliance with the monetary policy as agreed in the economic pro-
gram will induce enterprises to increase labor rotation and reduce the
payroll; and (4) the national consumer price index, which is used for
wage adjustments, will be modified to exclude the effects of the accel-
eration of the currency depreciation and of corrective price increases,
so as to facilitate changes in relative prices at home and in interna-
tional transactions.

3. Fiscal policies

The largest contribution to the adjustment process will be made
by the: public sector. The borrowing requirement of the public sector l/
has been made subject to quarterly ceilings under the requested ex—
tended arrangement. That requirement had grown from the equivalent of
7.1 per cent of GDP in 1980 to 13.8 per cent in 1982, but it is to be
reduced to 7.9 per cent in 1983; this corresponds to a reduction of
45 per cent in real terms. As can be seen from Table 3, over half
(3.3 per cent of GDP) of the targeted improvement of 5.9 per cent of
GDP in the finances of the public sector is to come from the Central
Administration. Wide-ranging revenue measures, almost all of which
are already in place, should produce additional receipts equivalent to

1/ This requirement covers (1) net credit from the domestic banking
system; (2) changes in private sector holdings of public debt;
(3) changes in the floating debt of the state enterprises; and (4) net
foreign financing of the Central Administration, state enterprises, and
state and local governments.
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1.9 per cent of GDP., Reductions in expenditures are to yileld a finan-
cial improvement of 1.4 per cent of GDP; these reductions refer mainly
to outlays that the monetary authorities make on behalf of the Central
Administration and reflect the policy of eliminating subsidies.

Table 3. Brazil: Public Sector Adjustment Effort

(As per cent of GDP)

Est. ~ Proj. _
1982 . 1983 Change
Central Administration .6.4“ .1 3.3
Revenues 9.1 11.0 1.9
Expenditures 15,5 14.1 1.4
State and municipal govermments 2.7 1.9 0.8
Debt 0.7 0.5 0.2
Banking system credit 2.0 1.4 0.6
State enterprises . | 5.0 3,2 1.8
Revenues . 15.5 : 16.6 1.1
Treasury transfers 3.1 2.9 -0.2
Expenditures , 23.6 22.7 0.9
Wages (3.3) (3.4) (=0.1)
Interest payments (2.2) (2.6) (-0.4)
Capital and other (18.1) (16.7) (1.4)
Other institutions -0.3 -0.3 ==
13.8 7.9 5.9

Total

Sources: Ministry of Finance; Ministry of Planning; Cential Bank of
Brazil; and Fund staff estimates.

The adjustment effort in the state enterprises is targeted to yield
an equivalent of 1.8 per cent of GDP on the strength of improved pricing
policies and a cutback in investment outlays. The financial position
of the state and local governments, which had become particularly expan-
sionary during 1982, is to improve by the equivalent of 0.8 per cent of
GDP, mainly through a curtallment of their access to domestic bank fi-
nancing.

a. Central Administration

The improvement in the finances of the Central Administration that .
is expected can be traced in Table 4. On the strength of an increase
in revenues of 16 per cent in real terms, transfers of the Central



Administration to the menetary authorities are expected to more than
double in real terms in 1983; these transfers compensate for expendi-
tures made on behalf of the Government. Transfers to the rest of the
public sector are expected to show a moderate increase in real terms,
as existing legislation will give the state and lccal governments a
share of the new revenues that will result from recent tax measures.
However, wage and salary outlays and other expenditures will decline in

real terms, reflecting mainly tight control over personnel outlays.

Table 4. Brazil: Central Administration Accounts

(In billions of cruzeiros; and in per cent)

1981 Est. 1982 Proj. 1983
Real Per- Real Per- Real Per-
centage centage " centage

Value Change Value Change Value Change

Revenues 2,334 -8.9 4,719 3.7 9,735 15.9
Expenditures 1/ 2,009 8.0 4,084 4.3 7,365 1.3
Wages and salaries 256 -0.9 550 10.2 920 -6.0
Transfers 1,407 12.0 2,722 -0.8 4,985 2.9
To state enter- '
prises (975) (21.5) (1,802) (-5.2) (3,085) (-3.8)
To state and
municipal
governments (432) (-4.8) (920) (9.2) (1,900) (16.0)
Other expenditures 346 0.5 812 20.3 1,460 1.0

Transfers to mone-
tary authorities 325 -53.6 635 0.2 2,370 109.7

Sources: Ministry of Finance; Ministry of Planning; and Fund staff
estimates.

l/ Excludes expenditures made by the monetary authorities on behalf
of the Central Administration.

The strong incréase in Treasury revenues, after allowance for in-
flation, is based on a number of measures whose yield is estimated to
be equivalent to almost 2 per cent of GDP in 1983 (Table 5). The most
important of these new tax measures is a modification of the income tax
law approved in November 1982, which provides for the indexation for
inflation of tax liabilities as well as a reduction (from 20 months to
12 months) in the period during which corporate tax obligations have
to be paid. There were also other modifications to the income tax



legislation. These measures are to be strengthened further by specific
action to reduce tax evasion and broaden the tax base; such action is

to include an increase in personnel and in funds for the appropriate
administrative units of the Ministry of Finance. This year's projected
fiscal revenues will reflect also a surcharge of 5 percentage points

on the sales tax and an increase in the tax on diesel. Furthermore,
there has bheen an increase in the taxation of tobacco and some alcoholic
beverages, and a rise in the tax on sugar and alcohol consumption fron
20 per cent to 30 per cent., Also, tax exemptions on imports into the
free trade zone of Manaus have been eliminated, and certain fiscal
incentives have already been reduced substantially, with the remainder
being slated for complete elimination in the near future. The authori-
ties are considering further tax action, such as an increase in taxation
on non-alcoholic heverages and beer, and they also intend to submit to
Congress a tax reform bill later this year.

Table 5. Brazil: Estimated Yield of New Tax Measures

(In per cent of GDP)

Est. Proji.
1982 1983 Change
Central Administration 2;l 11.0 1.9
Tax revenues 8.6 10.5 1.9
Income tax (3.0) (3.8) (0.8)
Taxes on goods and services (4.7) (5.7) (1.0)
IPI (value-added tax) /2.2/ /2.3/ /0.1/
Energy /0.8/ /1.0/ /0.2/
Services /l.4/ /2.1/ /0.7/
Other /0.3/ /0.3/ [==/
International trade (0.6) (0.5) (-0.1)
Other (0.3) (0.5) (0.2)
Nontax revenues ' 0.5 0.5 -

Sources: Ministry of Finance; Ministry of Planning; and Fund staff
estimates.

The authorities also intend to maintain the social security system
financially self-sustainable. The finances of the system had suffered
a serious deterioration in 1981. However, an increase in the rate of
contributions and some reduction in benefits have improved significantly
the financial position of that system.. Moreover, the indexation for
inflation of benefits was scaled down recently in line with the new wage

formula. : :
L
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b. State enterprises

The budgets that were recently approved for the state enterprises
point to a dramatic improvement in their finances, as can be seen in
Table 6; the projected reduction in the overall deficit for 1983 is
equivalent to more than one third in real terms.

Table 6. Brazil: State Enterprises' Accounts

(In billions of cruzeiros; and in per cent)

1981 1982 Proj. 1983
Real Per- Real Per- Real Per-
centage centage centage

Value Change Value Change Value Change

Revenues 4,081 -0.8 8,051 1.2 14,755 3.0

Transfers from
Central Admin-

istration 823 17.0 1,585 -1.2 2,570 -8.9
Expenditures 6,027 8.2 12, 204 3.8 20, 200 -7.0
Current 3,649 2.5 7,904 11.1 14,060 -0.1

Wages and

salaries (811) (4.5) (1,707) (7.9) (3,040) (--)

Interest (366) (36.2) (1,122) (57.2) (2,320) (16.2)

Other (2,472) (-1.7) (5,075) (5.3) (8,700) (-3.7)
Capital 1,856 0.4 3,866 6.8 6,000 -12.8
Other 522 ces 434 cos 140 cee
Overall defi-

cit -1,123 21.1 -2,568 17.3 -2,875 -37.1
Financing 1,123 21.1 2,568 17.3 2,875 -37.1
Foreign (net) 111 570 1,565
Domestic (net)l/ 996 1,600 1,425
Floating debt

and other 16 398 ——

Bonds - - -115

Sources: Ministry of Planning; Central Bank of Brazil; and Fund
staff estimates.

1/ Mostly from banking system.
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Revenues of the state enterprises are projected.to increase hy
3 per cent in real terms in 1983, compared with 1 per cent in 1982 and
a decline of nearly 1 per cent in 1981.: The improvement in revenues
anticipated for 1983 reflects mainly the changes in pric1ng policies.
referred to above.

The volume of expenditures of the state enterprises is expected to
decline by 7 per cent this year, as against rates of increase of 4 per
cent in 1982 and 8 per cent in 198l. Current outlays are estimated to
decline marginally in real terms this year, despite a 16 per cent real
increase in interest payments on foreign debt. Wage outlays are not
expected to grow in real terms this year. The volume of investment
spending is projected to decline by almost 13 per cent. As was indi-
cated above, investment outlays of the state enterprises have grown
rapidly over the past years; the decline anticipated in 1983 reflects
the winding down of some big projects, such as the hydroelectric proj-
ect "Itaipu”, and a deliberate slowing of the execution of ongoing
projects. The largest reductions are programed for investments in steel
(-57 per cent), roads (-28 per cent), hydroelectricity (-23 per cent),
and nuclear electricity (-22 per cent). Also, no major new investment
projects 1/ will be initiated during 1983.

Despite the significant improvement projected in the finances of
the state enterprises, their recourse to foreign financing in 1983 is’
to nearly triple over last year's level. It is assumed that Brazil's
limited access to international capital markets will affect mostly pri-
vate borrowers; state enterprises, on the other hand, will be using
their advantage of being able to offer a better (often government)
guarantee and to tie their borrowing closer to the execution of a speci-
fic project, to pick up the slack of the private sector. In this way,
domestic resources will be freed for use by the private sector. :

The investment policy with respect to the state enterprises will
be reviewed for 1984 and beyond in the light of the progress made this.
year in adjusting Brazil's external accounts. In general, the authori-
ties intend to scale down the size of the public sector and reduce the
number of state enterprises. Except for those that have a special
social or development function to fulfill, all other state enterprises
will be treated like private companies and, therefore, will need to be-
come financially self-sustaining. h

4. Monetary policies

The Brazilian representatives said that, despite significant im—-~
provements in some areas over the past few years, monetary policy had
continued to be affected unfavorably by the existence of substantial
subsidies to interest rates (among others) and special credit programs
that were largely dependent upon funds from the monetary authorities.

_L/ {/ith the exception of parts of the Carajas complex (mining and
forestry), which are fully financed from abroad.
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In order to strengthen the conduct of monetary policy, the National
Monetary Council had adopted in late 1982 a tight monetary budget for
1983, together with several other monetary measures.

Foremost among these measures was the program of gradual increase
in interest rates on loans to agriculture, which breaks with a long
tradition of such rates having been negative (at times heavily negative)
in real terms in Brazil. The substantial subsidization of agricultural
credit has been a serious impediment to the conduct of monetary policy.
The volume of credit to that sector has been very difficult to control
and funds destined for agriculture have been diverted to other sectors.
Also, the portfolio requirements for lending to agriculture and for
other purposes at subsidized rates forced banks to charge higher rates
on loans to other sectors of the economy.

The new program of reducing the subsidization of agricultural loans
involves a detailed set of prescriptions differentiating the rate of
interest according to the type of loan (e.g., planting, investment or
commercialization), according to the region (Center-South or North-
Northeast), and according to the economic size of the recipient (small,
medium, large); a detailed description of these regulations can be found
in Section II of the recent economic developments report. Interest
rates to be applied to new agricultural credits will be determined every
six months. Those in effect for the first half of 1983 imply an annual
rate of 65 per cent for planting and investment loans; this compares
with a rate of 45 per cent in effect previously. The rate of interest
on loans for the commercialization of agricultural products will remain
unchanged at 45 per cent; somewhat lower rates of interest for all three
types of loans apply in the North and Northeast regions of the country.
However, the actual rate paid will be higher because agricultural bhor-
rowers, depending on their size, can obtain only between 40 per cent
and 90 per cent of their credit needs at subsidized rates, the remainder
having to be procured at market rates.

The authorities said that this change in policy would result in
an average nominal rate of interest on new bank loans to agriculture
as a whole equal to--or slightly above—-the rate of inflation expected
by the end of 1983, During the second and third years of the program
period, the authorities intend to subject lending to agriculture more
and more to market conditions, with special treatment continuing to be
given, however, to the economically depressed areas of the North and
Northeast of Brazil. The cost of whatever preferential treatment might
be left at the end of the program period will be covered for the most
part by the fiscal budget.

Another important element in the streangthening of monetary policy
in 1983 was to be the increase of up to 10 percentage points, to a maxi-
munm of 45 per cent, of the legal reserve requirement on sight deposits
as well as the introduction for the first time of a reserve requirement
(5 per cent) on term deposits. Also, the discount rates charged by the
Central Bank were increased from a range of 47-58 per cent to one of
105-130 per cent; the rates of the Bank of Brazil for commercial loans
were raised from a range of 60-64 per cent to one of 80-95 per cent.
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However, in early January 1983 the monetary authorities decided
to reduce the legal reserve requirement on sight deposits to the
former maximum of 35 per cent. Around the turn of the year, thev also
lowered the discount rate of the Central Bank to a range of 70-93 per
cent and the commercial loan rate of the Bank of Brazil to one of
72-78 per cent. In addition, they reduced by one third the tax on
bank loans (previously at 6.9 per cent per annum). These measures
were taken to reduce the very high real rates of interest (30 per cent
and more) that apply to industrial and commercial loans 1/ and to ease
the credit squeeze created by the near absence of foreign funds for .
on-lending.

The tightening of monetary policy entailed in the economic program
is evident in Table 7 which gives a projection for 1983 of the summary
accounts of the monetary authorities. It should be pointed out that the
data for the end of 1982 are estimates based on actuals for September
1982, and that they are subject to various elements of uncertainty,
including those stemming from the unusual external events of the last
quarter.

Table 7. Brazil: Summary Accounts of Monetary Authorities

(In billions of cruZeifos; and in per cent)

1981 Est. 1982 Proj. 1983
Real Rate Real Rate Real Rate
Value of Change Value of Change Value of Change

Net foreign assets 1,100 -9.1 832 -62.1 1,490 5.3
Net domestic

assets 1,283 39.9 3,500 36.6 5,800 -2.5
Net claims on

public sector -133 .o 201 ‘e -759 cee
Credit to private

sector : 1,966 -14.,7 3,305 -15.8 5,467 -2.7
Official capital

and surplus 102 e 899 341.5 2,918 90.9

Medium- and long-

ternm foreign

liabilities -641 3.6 -1,218 -4,8 -2,753 33.0
Other -11 .o 313 oo 927 74,2

Liabilities to
private sector 2,383 12.0 4,332 ~-9.0 7,290 -1.0

Sources: Central Bank of Brazil; and Fund staff estimates.

l/ See Appendix to the recent economic developments report.
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The projection of net foreign assets 1is consistent with the bal-
ance of payments target of equilibrium in 1983 of the economic progran.
The net domestic assets, which are subject to quarterly ceilings, are
projected to decline by 2-1/2 per cent in real terms during 1983; this
compares with a rate of increase of 37 per cent in real terms during
1982. In reflection of the tightening of fiscal policy referred to
above, the financial position of the public sector is expected to swing
from that of a debtor at the end of 1982 to one of a creditor at the
end of this year. Credit to the private sector, which had been declin-
ing by about 15 per cent in real terms in both 1981 and 1982, is pro-
jected to develop in line with net domestic assets and the pace of
economic activity.

After increasing by 12 per cent in real terms in 1981, liabilities
to the private sector declined by 9 per cent in 1982; they are projected
to fall by 1 per cent in real terms this year. The effect of the antic-
ipated decrease in real GDP is expected to be partly offset by a further
slowdown of income velocity of money because of improved confidence and
the projected reduction in the rate of inflation. Also, the equivalent
of over USS$!l billion in deposits on foreign borrowing, which form part
of these liabilities to the private sector, is expected to be withdrawn
in the course of this year.

A projection of monetary and credit aggregates for the entire bank-
ing system is presented in Table 8. Net bank credit to the public sec-
tor is expected to decline by some 17 per cent in real terms in 1983,
leading to a substantial reduction in the crowding out of the private
sector. The rate of credit expansion to the private sector is estimated
at over 10 per cent in real terms during 1983 as a consequence of the
deliberate support to the export sector, and-—as mentioned above--higher
recourse to domestic funds for lack of foreign funds. The projected
growth in net domestic assets and liabilities to the private sector in
1983 reflects the effect of the intended real depreciation of the ex-
change rate on the valuation of loans, other domestic assets, and
deposits denominated in foreign currency. Excluding this effect, the
real value of net domestic assets is estimated to remain constant, and
that of liabilities to the private sector to increase by some 2 per cent
in 1983.
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Table 8. Brazil: Summary Accounts of the Banking Systen;
End of Period

(In billions of cruzeiros; and in per cent)

1981 Est. 1982 ' Proj. 1983
Real Rate Real Rate Real Rate
Value of Change Value of Change Value of Change

Net foreign

assets .222 cee =291 ces ~74 e
Net domestic .

assets 8,326 62.8 18,340 10.3 31,964 2.5
Public sector -

(net) 3,216 23.1 7,351 14.5 10,401 ~ -16.8
Social security ' ' ‘

funds (net) ~2,549 ‘7.1  -5,368 5.5 -9,125 —
Private sector 10,230 -3.1 21,233 3.9 40,233 11.5

Long—-term for-

eign liabili-

ties -2,682 8.5 -=5,935 10.8 -11,900 17.9
Other 111 oo 1,059  377.7 2,355 30.8

Liabilities to
private sector 8,858 6.8 18,049 2.0 31,890 3.9

4

Sources: Central Bank of Brazil; and Fund staff estimates.

5. External policies

While most of the improvement in Brazil's external position pro-
jected for 1983 is expected to come from a reduction in imports of goods
and services, the further decline in the current account deficit tar-
geted for 1984 and 1985 is based mainly on the assumption of a growth
rate of exports, which is modest by past Brazilian standards (Table 9).

The U.S. dollar value of exports is projected to increase by less
than 9 per cent in 1983 on the strength of an estimated 4 per cent rise
in export prices and a 5 per cent advance in volume. Among the products
whose foreign prices are expected to register increases are coffee,
meat, orange juice, paper pulp, and various types of manufactures. The
programed real effective depreciation of the cruzeiro, slack domestic
demand conditions, and particular attention to exports (e.g., special
domestic credit facilities) should help increase export volume. A
continuation of appropriate exchange rate policies and some recovery
of the world economy are the principal factors behind the projected
average growth rate of about 14 per cent a year in the value of exports
in 1984 and 1985. '
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Brazil:
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Balance of Payments

(In billions of U.S, dollars)

Actual

1981

Projected
1983 1984 1985

Trade balance
Exports

0il1

Other
Imports

0il

Other

Services and transfers

1.2

6.0 8.0 9,2

23.3

(1.3)
(22.0)
-22.1

(-11.0)
(-11.1)

—12.2

22.0 25.7 28.8
(1.8) (2.0) (2.3)
(20.2) (23.7) (26.5)
-16.0 -17.7 -19.6
(-8.8) (-7.9) (-7.3)
(-7.2) (-9.8) (-12.3)

-13.0 -13.0 -13.2

Interest (net)
Other

Current account 1/
(In per cent of GDP)

Capital account

Direct investment

Financial loans
Disbursements
Amortization

Other long-term (net)

Brazilian lending
abroad (net)

Short-term and errors

and omissions (net)

Overall balance

Change in net official
Teserves (increase —)

_902
-3.0

_ll .0

(3.6)

— 00 WV =W

Assets 2/

Liabilities
IMF

Other

N

-9.5 -9.0 -8.7
3.5 -4.0  ~4.5
-7.0 -5.0 =4.0
(2.2) (1.5) (1.1
7.0 6.0 6.0
1.5 106 1.8
3.6 3.4 3.0
(8.4) (8.8) (9.7)
2.1 1.5 1.7
-1.1 -0.5 -0.5
0.9 - -
— Lo 2.0
: —1.0 -2a0
-0.8 -2.6 -3.6
0.8 1.6 1.6

(2.2) (1.6) (1.6)
(1.6) (=) (=)

Sources: Central Bank of Brazil; and Fund staff estimates.

1/ Excludes reinvested earnings.
2/ Adjusted for valuation changes and gold monetization.
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The U.S. dollar value of merchandise imports is estimated to de- .
cline by 17-1/2 per ceant in 1983. The value of o0il imports should fall
by 14-1/2 per cent as a result of ‘a 2 per cent reduction in prices and
an almost 13 per cent reduction in volume. The latter reflects the
change in the pricing policy for petroleum products referred to above,
and a continued increase in domestic oil output. The value of non-oil
imports is projected to decline by 21 per cent this year on the basis .
of the tightening of demand management that is programed, the modifica-
tion of the exchange rate policy, and the substantial quantitative im—
port restrictions that were introduced in late 1982. However, it is
assumed that imports will begin to grow!again toward the end of this
year, as an easing of the foreign exchange situation should make it
possible to start to loosen the controls over imports.

The U.S. dollar value of total imports is projected to grow by
11 per cent a year in 1984 and 1985, Increased conservation and
domestic output should reduce the oil bill by 10 per cent in 1984 and -
7-1/2 per cent in 1985, despite estimated increases of 5 per cent and
4.5 per cent, -respectively, in the price of imported oil. On this
basis, there could be a significant recovery of non-oil imports in 1984
and 1985, in line with the expected domestic economic recovery and the
need to replenish inventories. Reflecting the new pricing policy for
fuels and the increase in domestic o0il output, the net oil bill (imports
less exports) is estimated to decline from nearly USS$10 billion in 1981
to US$7 billion in 1983; a further reduction to US$5 billion is foreseen
by 1985. '

The deficit on service and transfer account, which amounted to over
US$15 billion in 1982, is expected to decline to USS$13 billion in 1983
and to remain at that level in 1984 and 1985. Net interest payments
are projected to decrease by USS1-1/2 billion, to US$9-1/2 billion, in
1983. With over 80 per cent of Brazil's external debt estimated to
carry flexible interest rates, a change in LIBOR of 1 percentage point
results in a change in interest payments of more than US$1/2 billion a
year in interest payments, with a time lag of about one-half year. The
effective LIBOR applicable to the variable rate element of Brazil's
external debt, which amounted to 16 per cent in 1982, is estimated at
11 per cent for the first and 10 per cent for the second semester of
1983. For 1984 these rates were estimated at 10 per cent and 9 per
cent, and for 1985 at 9 per cent and 7-1/2 per cent, respectively.
These anticipated declines in international interest rates as well as
receipts from a buildup in gross official reserves explain the continu-
ing decline in net interest payments projected for 1983-85, Other ser-
vice payments are heavily influenced by the payments of freight and
insurance on imports.

In all, the current account deficit is expected to be reduced from
about US$14-1/2 billion in 1982 to USS$7-billion in 1983, USS5 billion in
1984, and USS4 billion in 1985.




- 25 -

Capital account projections involve various elements of uncer-
tainty. Direct investment, which is estimated to have declined to just
over USS$L billion in 1982, is expected to receive a boost in 1983 from
a recent measure which provides special tax advantages for conversions
of foreign financial loans into direct investment. It is expected that
the level of foreign direct investment can be increased moderately in
1984 and 1985 as foreign confidence in Brazil is strengthened and export
competitiveness is improved.

The item "financial loans” of Table 9 refers mostly to credits
from international banks and to a minor extent to lending by Brazilian
banks abroad and intercompany loans. The projected net disbursement
of US$3.6 billion, which is about one half the amount recorded in 1982,
assumes——among other transactions—-bank disbursements of USS$1.2 billion
on loans committed in 1982 and of US$4.4 billion on loans to be commit-
ted in 1983, as well as rolling over US$4 billion of amortizations that
become due in the course of 1983.1/ Brazil is working closely with
several large international banks to secure the required new loans,
roll over of amortizations (both short— and long-term), and maintain
the access to the international money markets that Brazilian banks
abroad had in mid-1982. In 1984 and 1985 it is expected that, with
the anticipated improvement in the current account, there will be fur-
ther reductions in the reliance on loans from the international banking
community.

Other long-term capital inflows comprise those from international
development organizations, foreign governments, and suppliers. The
projected increase in net disbursements from an exceptionally low
USS$0.1 billion in 1982 to USS$2.1 billion in 1983 reflects mainly accel-
erated disbursements under existing loans and new quick-disbursing
facilities in support of the Brazilian economic program by foreign
governments and the World Bank. During 1984 and 1985 such capital
flows are expected to return to the more normal levels recorded in
previous years. )

The more than doubling to US$1.1 billion that is anticipated in
net Brazilian lending abroad during 1983 is directly connected with the
increased export effort this year. Net short-term capital inflows are
estimated at just under USS1 billion in 1983, mainly on the strength
of a lengthening of the financing terms of oil imports from the present
30-40 days to 70-80 days. This projection of short-term capital mnove-
ments in 1983 is heavily predicated on the assumption that short-term;
trade-related credits to Brazilian banks and enterprises will show
little or no change from 1982,

1/ To facilitate the orderly and equitable implementation of the
requested rollover of amortization payments, the Brazilian monetary
authorities required debtors in Brazil to make amortization payments
falling due from the start of 1983 into an account maintained at the
Central Bank.
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b. Exchange and trade policies

The Brazilian representatives noted the real appreciation of the -
cruzeiro that had taken place during part of 1982 (Chart 3). Staff cal-
culations show that this real appreciation amounted to over 6 per cent
with respect to the U,S5. dollar during the first six months of 1982 and
to 18-1/2 per cent with respect to the currencies of Brazil's principal
export markets 1/ during the first eight months of last year. However,
an acceleration of the rate of nominal depreciation of the cruzeiro dur-
ing the second half of 1982 has not only fully offset the earlier appre-
ciation vis—a-vis the U.S. dollar -but has resulted in a real deprecia-
tion of 3 per cent for all of 1982, Also, in view of the decline in
the external value of the U.S. dollar in late 1982, most of the real
appreciation of the cruzeiro with respect to the currencies of major
export markets had been erased by the end of 1982,

For 1983 the Brazilian authorities have adopted a policy that
calls for a rate of depreciation of the cruzeiro with respect to the
U.S. dollar that--on average—-will be the equivalent of 1 percentage
point above the rate of domestic inflation. This commitment is a
minimum quarterly performance criterion under the requested extended
arrangement., For 1983 as a whole, this exchange rate policy will
result in a real depreciation of the cruzeiro in terms of the U.S.
dollar of almost 13 per cent, exclusive of any allowance for U.S,
inflation. The real effective depreciation of the cruzeiro against
the currencies of other countries, of course, will depend on the behav-
ior of the U.S. dollar in international currency markets.

Brazil's trade apnd payments system is highly complex and features
many distortions and restrictions. As exemptions and reductions have
weakened the tariff mechanism, protection has been effected by quanti~-
tative and exchange restrictions. To stem the rapidly deteriorating
balance of payments situation, in September 1982 the authorities prohib-
ited a substantial number of imports, tightened regulations on certain
invisible payments, and subjected tourist expenditures abroad to the -
financial transactions tax. In October 1982 these measures were supple-
mented by a tightening of the requirement that import payments be made
on improved financing terms. Moreover, the practice of negotiating im-
port programs between the Government 2/ and importers, which has been
in effect with varying degrees of stringency since 1981, has been tight-
ened since late 1982,

Changes in exchange practices subject to Fund approval under
Article VIII since the last consultation include: (1) the extension of
the scope and duration of the export tax credit system (credito premio),

1/ These countries absorbed two thirds of Brazilian exports in '1981.
For more details, see Section VII of the recent economic developments -
report.

2/ Through the foreign department of the state-owned Bank of Brazil,
CACEX.
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CHART 3
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along with the imposition of offsetting export taxes on selected exports
receiving such tax credits if shipped to the United States; (2) the
extension of the financial transactions tax to exchange purchases for
travel abroad; (3) the reduction of the export taxes on beef cattle
hides and, on a temporary basis, on orange and tangerine juice; and

(4) the reclassification of Brazil's bilateral payments agreement with
Hungary as requiring Fund approval under Article VIII following Hungary's
accession to Fund membership in May 1982.

In view of the tight payments situation and the large adjustment
required in the external current account in 1983, the authorities
stated that they needed to retain temporarily the system of export tax
credits and the financial transactions tax on certain current payments
(hereafter called "major exchange measures”). As Brazil's external
situation improves, the authorities intend to give priority to a relax-
ation of the quantitative import restrictions in order to stimulate
growth and economic efficiency. Consequently, it is possible that
little progress will be made in 1983 to reduce reliance on the major
exchange measures. However, in the letter of intent the authorities
have stated that, should there be a significant decline in the external
value of the U.S. dollar during 1983, the resulting real effective
depreciation of the cruzeiro with respect to the currencies of Brazil's
major trading partners will be used to reduce the scope of these ex-
change measures after review with the Fund. In addition, the authori-
ties intend to eliminate during the first year of the arrangement a
number of minor exchange restrictions and multiple currency practices
(items 1-3c below), and--as a first step—--they recently abolished the
supplementary graduated income tax on remittances of dividends of in-
vestment companies. In any case, they have stated that all exchange
measures will be eliminated by the end of the program period.

The following exchange practices remain subject to Fund approval
under Article VIII: (1) limits on the availability of foreign exchange
for outward remittances in respect of technical assistance fees and
royalty payments; (2) bilateral payments agreements with Hungary and
Romania; (3) multiple currency practices arising from (a) the applica-
tion of contribution quotas to exports of coffee, cocoa, and wild animal
hides, (b) the export taxes on cornmeal, beef cattle hides, and--after
expiry of the temporary exemption-—orange and tangerine juice, (c¢) the
imposition of a graduated supplementary tax on outward remittances of
profits and dividends on direct investment when such remittances average
more than 12 per cent of nonresident capital over a three—year period,
(d) the imposition of the financial transactions tax on specified im-
ports of goods and services, and (e) the tax credits given to exporters
of manufactured goods; and (4) a discriminating multiple currency prac-
tice arising from the taxes on the export of certain manufactured goods

-to the United States.
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C. ‘External debt policies

In order to honor Brazil's external debt obligations, given the
extreme tightness of foreign financial markets, the authorities had to
use a substantial part of their official international reserves in the
second half of 1982. The Brazilian representatives pointed to the good
maturity structure of Brazil's external debt, which includes also pri-
vate foreign debt, and underscored that only a relatively small por-
tion of total disbursed debt was contracted at short-term maturities
(Table 10).

The Brazilian representatives stated that Brazil intends to con-
tinue to service the country's external debt as scheduled. 1In line
with this objective, the economic program for 1983-85 has as its prin-
cipal objective the substantial reduction in the deficit on current
account of the balance of payments. However, even a reduction of this
magnitude would not be sufficient to allow an orderly discharge of the
scheduled debt service, in light of the conditions in international
financial markets. Therefore, the Brazilian authorities requested from
the international banking community collaboration on four separate proj-
ects; achievement of the targets of these projects is indispensable for
the success of the economic program: (1) provision of new long-term
financial loans of USS$4.4 billion in 1983; (2) rollover of USS$4 billion
of amortizations falling due in 1983; (3) rollover of some USS$9 billion
in trade-related short-term lines of credit; and (4) maintenance of
money market facilities to Brazilian banks abroad at the level recorded
in mid-1982 or end of 1982, whichever is higher (estimated at about
USS$10 billion).

As of this writing, the response to the Brazilian request has been
generally positive. Practically all of the required new long-term
funds have been pledged and agreement on the rollover of short- and
long-term debt falling due is near. It has been more difficult to re-
establish access by Brazilian bank agencies abroad to money markets;
however, a satisfactory solution to this problem, consistent with the
objectives of the economic program, is expected to be found soon.

Implementation of the economic program should result in much lower
growth rates in Brazil's external debt during 1983-85. SpecificaNy,
bank exposure, which had grown by 20-1/2 per cent in 1981 and almost
15 per cent in 1982, should increase by less than 6 per cent in 1983,
less than 5 per cent in 1984, and about 4 per cent in 1985. The debt
servicing is expected to decline from 85 per cent of exports of goods
and services in 1982 to 69 per cent in 1983, 59 per cent in 1984, and
55 per cent in 1985.

6. Cooperation with the World Bank

Prior to the recent negotiation of the economic program with Brazil,
Fund staff requested and received information on the nature and scope
of the present and prospective lending programs of the Bank vis-a-vis .
Brazil to ensure as much as possible the compatibility hetween Bank and




Table 10.

Brazil: External Debt

(In billions of U.S. dollars)

June 30  Prel. Projected 1/
1980 1981 1982 1982 1983 1984 1985 1986 1987

Total debt 62.8 72.0 75.3 81.3 85.6 90.5 95.2 99.7 104,11
(In per cent of GDP) (22.1) (23.8) (23.5) (25.4) (26.6) (26.5) (25.6) (24.6) (23.5)
Bank loans 47.8 57.6 61.6 66.1 69.9 73.3 76.3 79.4 82.3
Other sources 15.0 14.4 13.7 15.2 15.7 17.2 18.9 20.3 21.8
Medium—- and long-term debt 53.8 61.4 64 .4 68.0 76.0 80.9 85.6 90.1 94.5
Bank loans 38.8 47.0 50.7 54,2 60.3 63.7 66.7 69.8 72.7

Foreign banks (34.6) (41.0) (44.0) (47.5) (53.5) (56.9) (59.9) (ens) (ves)

Brazilian banks (4.2) (6.0) (6.7) (6.7) (6.8) (6.8) (6.8) (ves) (..
Other sources 15.0 14,4 13.7 13.8 15.7 17.2 18.9 20.3 21.8
Short-term debt 9.0 10.6 10.9 13.3 9.6 9.6 9.6 9.6 9.6
Bank loans 9.0 10.6 10.9 11.9 9.6 9.6 9.6 9.6 9.6

Foreign banks (aed) (9.8 (10.0) (11.7) (9.4) (9.4) (9.4) (o) (.0

Brazilian banks (ees) (0.8) (0.9) (0.2) (n0.2) (0.2) (n.2) (ees) (aed)
Other sources - - - 1.4 -— - - - -
Memorandum items
Use of Fund resources - - - 0.5 2.8 4.4 6.1 5.4 4.6
Interest payments 2/ 7.5 10.3 6.1 12,2 10,7 10.6 10.2 10.2 1n.5
Amortization 3/ 6.7 7.5 3.8 7.9 7.2 4/ 7.5 8.6 13.4 15.9
Debt service 14.2 17.8 9.9 20.1 17.9 18.1 18.8 23.6 26.4

(In per cent of exports of

goods and services) (60.9) (66.2) (86.0) (BS.A) (68.8) (59.7) (55.1) (61.5) (6l.1)

Increase in bank exposure 5/

(in per cent) e 20.5 e 14.8 5.7 4,9 4.1 4.1 3.7

Of which: foreign banks (ees) (eoe) (ees) (16.5) (6.3) (5.4) (4.5) (eeo) (o)

Sources: Central Bank of Brazil; and Fund staff estimates.

lj Besides the assumptions specified in the text, the projections incorporate the following additional
(1) debt contracted in 1983 and beyond has a maturity of eight yvears, including a three-year grace

ones:

period; (2) spreads over LIBOR are 2.25 per cent for 1983, 2.0 per cent for 1984-~85, and 1.8 per cent for
1986 and 1987; (3) LIBOR remains at 7.5 per cent during 1986-87; (4) the interest rate on fixed-rate loans
is 10 per cent for loans disbursed in 1983, 9 per cent for loans disbursed in 1984-85, and 8 per cent for
loans disbursed in 1986-87; (5) GDP in terms of the U.S. dollar grows by 9 per cent in 1986 and 1987; and
(6) exports of goods and services grow by 12.5 per cent in 1986 and 1987.

2/ Includes IMF charges and interest on short-term debt.

3/ Includes IMF repurchases in 1986 and 1987,

%/ Includes US$4.0 billion to be refinanced.

E] In relation to bank loans to Brazil outstanding at the beginning of each year.




- 30 -

Fund supported programs, and to learn about the possible contribution

of the Bank over the period of the requested extended arrangement. Upon
return to headquarters, further staff contacts took place between the
two institutions to discuss the Brazilian economic program and to review
the need for additional financial support from the Bank to Brazil.

The Bank supports the economic program of the Brazilian Government
and recently sent a mission to Brazil to determine, among other things,
how it can best assist the Brazilian efforts of re-establishing exter-—
nal and domestic balance with adequate economic growth. As a short-term
response, the Bank 1s considering operations that are quick disbursing
and do not unduly increase claims on public sector resources. Discus-
sions have been initiated on sector loans to industry and agriculture,
and some other operations consistent with the above criteria are under
consideration.

With respect to the medium and long term, the Bank intends to
assist Brazil in the development of plans that take account of the pros=
pects of lower economic growth rates and reduced availability of exter-
nal resources.,

7. Performance criteria and review clause l/

The program, in support of which Brazil is requesting an extended.
arrangement, -contains the following performance criteria: (1) a set of "
cumulative quarterly ceilings on the change of the net international.
reserve position of the monetary authorities, which requires equilibrium
in the balance of payments for 1983 but allows for seasonal variations
(paragraph 1 of the Technical Memorandum of Understanding attached to
the letter of intent, Attachment III); (2) a set of cumulative quarterly
limits on the global borrowing requirement of the nonfinancial public
sector (paragraph 2 of the Technical Memorandum); (3) a set of cumula-
tive quarterly ceilings on the net domestic assets of the monetary
authorities, consistent with the balance of payments targets (para-
graph 3 of the Technical Memorandum); (4) a set of cumulative quarterly
limits on net disbursement of medium— and long-term external debt of
both the public and private sectors, plus changes in theé net position
of certain types of short-term indebtedness (paragraph 4 of the Techni-
cal Memorandum); (5) a set of cumulative quarterly minimum requirements
in respect of the rate of real depreciation of the cruzeiro with respect
to the U.S. dollar (paragraph 5 of the Technical Memorandum); and (6) a
special review clause requiring consultation with the Fund prior to
August 30, 1983, i.e., before the third purchase can be effected, as
well as annual reviews to reach understandings with the Fund before
the beginning of the second and third years of the program on suitable
performance clauses for those years of the extended arrangement (para-
graph 29 of the letter of intent, Attachment II).

The program contains also the customary injunctions against the
introduction and intensification of exchange and trade restrictions.

1/ Quantitative performance criteria are presented in Table 11.




Table 11. Brazil: Extended Arrangement, Quantitative Performance Criteria for the
Period through December 1983 -

Actual Est. Targets and Limits for 1983

Sept. 1982 Dec. 1982 Jan.-March Apr.-June  July-Sept. Oct .-Dec.

(In billions of cruzeiros)

Iimit on borrowing requirement’
of nonfinancial public sector ces 7,140 1,200 3,200 5,000 7,000

Linit on expansion of net domestic
assets of monetary authorities = 2,415 3,500 4,050 4,650 5,150 5,800

(In millions of U.S. dollars)

Cumulative change in net inter-
national reserves of monetary
authorities cee o -1,500 -1,500 -700 -—

Limit on net disbursements of
medium—-, long—-, and selected
short—-term external debt of the _
public and private sectors e cee 2,000 3,000 4,000 6,000

(In per cent)
Cumulative minimum requirement for

real depreciation of cruzeiro
against the U.S. dollar o o 3.0 6.2 9.4 12.7

Source: Fund staff estimates.

_'[s._
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IV, Staff Appraisal and Proposed Decision

After some 15 years of rapid economic growth, which was aided by
sizable imports of capital and technology, it has become evident that
‘there has to be a change in Brazil's economic strategy, including a
reduction in the reliance on forelgn borrowing and the need for more
domestic saving. The substantial adjustment measures, which started
to be taken in late 1979, produced by 1981 a moderate reduction in the
rate of inflation and in the current account of Brazil's balance of
payments, but at the same time they reduced the pace of economic growth.
Because of the marked increase in international interest rates, the

deterioration of the terms of trade, and the weakening of external

demand, these adjustment measures were insufficient to bring the current
account deficit down to a level that could be sustained over the medium
term. When the attitude of international financial markets toward.
Brazil changed in the second half of 1982, the authorities had to use

a substantial part of their international reserves in order to service
the country's external debt on schedule.

The Brazilian authorities have adopted a comprehensive medium-
term economic program, in support of which they have requested maximun
access to Fund resources in the first credit tranche and under the ex-
tended Fund facility.. The staff believes that this program fully war-
rants such support from the Fund.

In the external area, the principal objective of the program is a
reduction in the deficit in the current account of Brazil's balance of
payments, from 4.5 per.cent of GDP in 1982 to 2.2 per cent in 1983 and,
eventually, 1 per cent of GDP in 1985, This cutback in the use of
foreign credits should lead to a decline in the debt service ratio over
the program period. It also should permit a buildup in international
reserves, following their.substantial drop during 1982,

Domestically, the program calls for a reduction in inflation from
100 per cent during 1982 to 70 per cent during 1983, and it is expected
that 1t will be brought down to 20 per cent by the end of 1985. Because
of the magnitude of the adjustment required in the short term, the econ-
omy is unlikely to stage a recovery in 1983; however, a return to a more
normal growth pattern is projected for 1984 and 1985.

The achievement of these external and internal objectives will
require -substantial structural changes in the economy. Consumption
outlays are to be scaled down, and gross domestic savings are expected
to rise by the equivalent of 5-1/2 percentage points of GDP during
1983-85. This should make it possible to raise the ratio of investment
to GDP, despite a major reduction in the dependence on foreign savings.
To help create the conditions for economic growth in 1984 and beyond,
the authorities intend to complement the investment effort with neasures
aimed at making the economy more efficient. Such measures include a
reduction in the size of the public sector, and the strengthening of
the price mechanism through the elimination of subsidies and restric-
tions, including those applying to the external sector.
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The economic program adopted by the Brazilian Government envisages
a substantial reduction in the external imbalance right away. The staff
notes with satisfaction that most .of the measures that are needed have
already been implemented and will therefore yield their full effect
right from the beginning of the program. Foremost among these are
measures to strengthen revenues and reduce expenditures of the public
sectorj as a result, the public sector borrowing requirement is to de-
cline from 13.8 per cent of GDP in 1982 to 7.9 per cent in 1983, Of
particular importance in this connection are the recently introduced
indexation for inflation of income tax liabilities, the increases in
tax rates on a number of goods and transactions, and the sizable cutback
in expenditures of the Central Administration and in investment outlays
of the state enterprises,

The staff welcomes the intention of the authorities to tighten
monetary policy in 1983, The current high real rates of interest on
commercial and industrial credit reflect--among other factors-—-the sub-
sidies to agriculture and exports. The authorities are, lherefore, to
be commended for their recent action in reducing substantially the
long-standing subsidies to agricultural bank credit. This measure
should go a long way not only toward lowering interest rates on indus-
trial credit but also toward improving the control of the monetary
_authorities over domestic bank credit expansion and its allocation.
Also, the reduced borrowing requirement of the public sector should
enhance access of the private sector to domestic credit.

However, in January 1983, legal reserve requirements and the cost
of domestic bank borrowing were lowered. These actions run the risk
of generating effects that might weaken the economic program. As long
as substantial external and internal imbalances exist, domestic rates
of interest need to be geared to the tasks of stimulating financial
savings, controlling the demand for credit, and fostering continued
capital inflows from abroad. In connection with the latter, the intended
pace of real depreciation of the cruzeiro will have implications for
domestic interest rate policy. It should be stressed that any measure
that would keep interest rates artificially low will increase the diffi-
culty of complying with the ceilings on the net domestic assets of the
requested extended arrangement.

As a part of the economic program, the Brazilian authorities have
made significant changes in pricing policles so as to strengthen the
financial situation of the state enterprises and, more bhroadly, to im-
prove the allocation of resources. Of particular importance in this
respect are the various corrective price adjustments that were intro-
duced recently and the plan of the authorities to raise the prices of
fuels, taken together, by some 20 per cent in real terms during 1983.
The staff welcomes the intention of the authorities to eliminate. all sub-
sidies in the economy during the program period, with the exception of
special treatment that will continue to be required by economically de-
pressed areas.
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The recent modification of the official wage formula represented a
particularly difficult policy decision on the part of the authorities.
While this change in the formula is certain to reduce the pressures on
costs as compared with the previous formula, the new formula, nonethe-—
less, will continue to yileld real wage increases in 1983 under the in-
flation assumptions of the economic program. How the wage bill of the
economy develops will be of crucial importance to the program. The
staff notes the measures taken to limit the growth of the wage bill in
the public sector as well as the intention of the authorities to achieve
a similar result in the private sector through adherence to tight
credit and monetary policies. The result, in these circumstances, is
likely to be the creation of additional slack in the economy and in-
creased labor rotation. Therefore, the staff welcomes the intention
of the authorities to work toward a return to a system in which wages
are determined by collective bargaining.

The projected improvement in the trade and current accounts of
Brazil's balance of payments during the first year is substantial and
will depend on the pursuit of appropriate exchange rate and domestic
demand policies; it is also assumed that several major trade and ex-
change restrictions and multiple currency practices will be maintained.
In the second half of 1982, the authorities began to accelerate the
rate of depreciation of the cruzeiro and they intend to continue this
policy during 1983, by depreciating at a rate that on average will be:
the equivalent of at least 1 percentage point a month above the rate
of domestic inflation. After allowing for inflation abroad, this
policy may result in a real effective depreciation of the cruzeiro of
some 20 per cent during 1983,

Brazil's trade and payments system is highly complex and involves
many distortions and restrictions. As the external situation improves,
the authorities inteund~-at first-—-to relax quantitative import restric-
tions in the interests of growth and economic efficiency. In any case,
existing trade restrictions will not be intensified or new restrictions
on imports introduced. The staff also notes that the authorities intend
to eliminate a number of minor exchange restrictions and multiple cur-
rency practices during the first year of the arrangement and that one
of these has already been abolished. Progress toward elimination of
existing exchange measures will be reviewed before August 30, 1983.

The authorities have undertaken to eliminate the measures listed
above under (1), (2), (3a), (3b), and (3c¢) in the course of 1983, and
may begin eliminating the remaining ones in 1983. At any rate, all ex-
change restrictions and multiple currency practices will be eliminated
by the end of the program. In these circumstances, the staff proposes
to give temporary approval for measures (1) through (3e). Approval is
not recommended for the discriminatory multiple currency practice aris-
ing from the taxation of certain manufactured exports to the United
States.
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Brazil is working closely with the international banking community
to secure not only new loans and a rollover of amortizations on long-
and short—-term debt, but also to maintaln adequate access to money
markets by Brazilian banks abroad. Full success in these endeavors
is required to make Brazil's economic program viable.

To conclude, the Brazilian authorities have begun to implement a
medium-term program designed to reduce the external and internal imbal-
ance which, together with important structural changes in the economy,
should set the stage for a resumption of sustained growth of output
and employment. Undoubtedly, the successful implementation of this
ambitious program will be difficult and will require major efforts on
the part of the authorities. The staff believes that the program is
approprlate to achieve the objectives described above.
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Accordingly, the following draft decisions are proposed for adop-
by the Executive Board:

1. First Credit Tranche Purchase

1. Brazil has requested a purchase equivélent to

SDR 249.375 million, which is the amount equivalént to its

first credit tranche.

2, The Fuﬁd approves the requested purchase.

1I. Extended Arrangement.

1. The Government of Brazil has requested an extended
arrangement for a period of three years from March 1, 1983
for an amount equivalent to SDR 4,239,375 million.

2. The Fund approves the extended arrangement attached
to EBS/83/33. b

3. The Fund waives the limitation in Article V,
Section 3(b)(iii).

IIT, Article IV Consultation

1. The Fund takes this decision relating to Brazil's
exchange measures subject to Article VIII, Sections 2 and 3,
and, in concluding the 1982 Article XIV consﬁltation with
Brazil, in the light of the 1982 Article IV consultation with
Brazil conducted under Decision No. 5392-(77/63), adopted
April 29, 1977 (Surveillance over Exchange Rate Policies).

2, The Fund urges Brazil to eliminate at the earliest
possible date the tax on certain industrial exports to a
Fund member. In view of the circumstances of Brazil, the

Fund grants approval of the multiple currency practices and
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exchange restrictions that are described under points 1, 2,
and 3 on page 27 in EBS/83/33 (2/11/83) until
August 30, 1983, or the completion of the first review

under the extended arrangement, whichever is earlier.
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Fund Relations with Brazil

Status: ' Article XIV
Quota: : ' SDR 997.5 million
As of ' Millions Per Cent
February 1, 1983 of SDRs of Quota
Fund holdings of Total 1,496.3 150.0
Brazilian cruzeiros: 0f which:
Compensatory
financing 498,8 50.0
As of
February 1, 1983 Millions Per Cent of
of SDRs Allocation
SDR Department: Net cumulative
allocation 358.7 100,0
Holdings 3.2 0.9
Gold distribution: Brazil has acquired 376,565.569 ounces

of fine gold in four distributions.

Direct distribution of

profits from gold sales: US$69.9 million.

Exchange rate Cr$278.70 per U.S. dollar buying and
(February 3,1983): Cr$280.09 per U.S. dollar selling.

Last consultation August-September 1981, completed by the

(Article IV): Executive Board on November 13, 1981,
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Brazil--Rasic Data

Area and population

Area

Population (mid-1982)

Annual rate of population increase (1978-82)

GNP per capita (1982)

Origin of GNP

Agriculture

Industry

Commerce

Transport and communications
Other

Ratios to GDP

Exports of goods and services

Imports of goods and services

Current account deficit 1/

Central Administration revenues
Central Administration expenditures 2/
Registered external debt (end of yea;)
Total external debt service payments
Saving

Investment

Money and quasi-money ﬁ/ (end of year)

Annual changes in selected economic indicators

Real GDP per capita

Real GDP

GDP at current prices

Domestic expenditures (at current prices)
Gross fixed investment
Consumption 5/

GDP deflator
Wholesale prices (annual averages)
Cost of living (annual averages)

Central Administration revenues
Central Administration expenditures z/

Money and quasi-money 4/
Money -
Quasi-money

Net domestic bank assets 4/
Credit to public sector (net)
Credit to private sector

Merchandise exports (f.o.b., in U.S. dollars)
Merchandise imports (f.o.b., in U.S. dollars)

APPENDIX IT

8,512,000 sq. kilometers

125 million
2.5 per cent

SPR 2,220
Proj.

1980 1981 1982
(per cent)

13.0 12.1 .o
34.0 31.9 e
16.1 Ceee ees
5.1 cee .es
31.8 ce e
8.2 8.9 7.3
13.5 13.2 12.0
5.1 4,0 4.5
9,3 8.8 9.1
6.8 7.6 7.9 3/
19.0 20.3 21.3
5.0 5.9 6.3
15.9 15.3 14.5
21.1 19.5 19.1
21.3 22.5 24,5
5.3 -5.9 -2.4
7.9 -3.5 -

110.0 101.8 95.0
110.4 98.2 94.9
(118.2) (86.0) (90.8)
(108.4) (101.4) (95.8)

94.6 109.1 95.0
109.2 113.0 94.0
82.8 105.6 98.0

124.2 91.3 102.2
86.8 126.7 103.3 3/

72.0 112.9 115.1
(71.6) (67.6) (70.8)
(72.9) (149.1) (133.9)

85.9 128.9 116.6

(eee) (299.9) (176.4)
(72.7) (103.9) (107.6)

32.1 15.7 -13.4
27.0 -3.8 -12.2
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Central Administration finances _ 1980 1981 1982
(billions of cruzeiros)
Revenues 1,220.1 2,334.2 4,719.3
Expenditures 2/ 886.4 2,009.2 4,084.0 3/
Overall surplus or deficit (=) 333.7 325.0 635.3
Internal financing (net) . -333.7 -325.0 -635.3
Balance of payments (nillions of SDRs)
Merchandise exports (f.0.b.) 15,459 19,784 18,283
Merchandise imports (f.o.b.) -17,633 -18,765 -17,581
Investment income (net) -5,087 -8,083 -10,441
Other services and transfers (net) -2,325 =-2,260 -3,300
Balance on current and transfer accounts -9,586 =9,324 -13,039
Long-term capital (net)é/ 4,905 9,040 6,567
Short-term capital (net) 2,392 1,357 =903
Errors and omissions =313 -354 512
Change 1n net official international
reserves (increase -)7/ -2,602 719 -6,863
Dec. 31 Dec. 31 Dec. 31
International reserve position 1980 1981 1982
(millions of SDRs)
Monetary authorities (gross) 5,419 6,450 2,992
Monetary authorities (net) 4,068 4,904 -1,360

1/ Excludes reinvested profits.
zj Does not include interest and monetary correction on the public
debt, nor transfers to the monetary authorities which amounted to
?;g;31.3 billion in 1980, Cr$250 billion in 1981, and Cr$635 billion in
2/ Includes an unknown amount of unused appropriations.
4/ Banking system.
5/ Includes changes in stocks.
6/ Includes allocation of SDRs.

_7_/ Excludes changes in valuation of gold holdings and acquisition of .




- 41 - APPENDIX III

A
\ 4 Brazil: Selected Economic and Financial Indicators
Est. Program Period
1981 1982 1983 1984 1985
(Annual per cent chaﬁges, unless otherwise specified)

National income aﬁd prices
GDP at constant prices . -3.5 ~  -- -3.5 2.0 4,0
GDP deflator 109.1 95.0 78.0 49.0 28,0
Consumer prices (end of period) 95,2 99.7 70.0 40.0 20.0

External sector :

Exports, f.o.b. 15.7 -13.4 8.9 16.8 12.1
Imports, f.o.b. -3.8 -12.2 -18.5 10.6 10.7
Non—-oil imports, f.o.b. -15.3 -18.0 -20.9 36.1 25.5
Private and public external debt 1/ 14.1 11.4 11.7 6.4 5.8

Central Administration .

Revemes 91.3 102.2 106.3 o e
Expenditures 2/ 126.7 103.3 2/ 80.3 ces eee
Money and credit
Domestic credit 4/ 128.9 116.6 74.3 .o cee
. Public sector (299.9) (176.4) (-37.5) (...) (.o0)
Private sector (103.9) (107.6) (89.5) (e0e) (e0d)
Money and quasi-money (M2) 112.9 115.1 76.7 ces .
Velocity (GDP relative to M2) 4.4 4.1 3.9 o cee
Interest rate é/ 97.2 114,7 ees cee cee
(In per cent of GDP, unless otherwise specified)

Public sector borrowing requirement 12,1 13.8 7.9 5.0 4.0
Domestic financing (11.0) (12.7) (6.1) (4.0) (3.2)
Direct foreign financing (1.1) (1.1) (1.8) (1.0) (0.8)

Current account deficit 4.0 4.5 2.2 1.5 1.1

Private and public external debt é/ 23.9 25.3 26.5 26.4 25.5

Debt service ratio 7/ 66.2 84.5 69.2 59.4 54.8

Interest payments 77 38.3 51.9 41,5 34,7 29.6

Overall balance of payments
(billions of U.S. dollars) 0.8 -7.5 - 1.0 1.0

Usable gross official reserves
(months of merchandise imports) 1.9 - 1.8 3.7 5.4

1/ Medium~ and long-term debt.
27 Excludes transfers to monetary aurthorities and interest and monetary
correction on the public debt.
. 3/ 1Includes an unknown amount of unused appropriations.
%/ Net domestic assets of the banking system.
5/ End-of-period annual rate, 91-day Treasury bills.
6/ TIncludes short-term debt and use of Fund credit.
7/ 1In per cent of exports of goods and services.
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Brazil: Summary of the Economic Program 1983-85

I. Targets

1. An improvement in domestic savings from 14-1/2 per cent of
GDP in 1982 to almost 16 per cent in 1983, 18-1/2 per cent in 1984, and
20 per cent in 1985 is targeted. This would allow a reduction in the

current account deficit from 4.5 per cent of GDP in 1982 to 2.2 per cent
in 1983, 1-1/2 per cent in 1984, and 1 per cent in 1985.

2, The rate of inflation is expected to decline substantially
over the program period. The 12-month rate of inflation at the end of
the period is projected to fall from 100 per cent in 1982 to 70 per
cent in 1983, 40 per cent in 1984, and 20 per cent in 1985. Average
annual rates of inflation will be somewhat higher.

- 3. The overall balance of payments is programed to show a turn-
around from a deficit of USS$7.5 billion in 1982 to equilibrium in 1983
and surpluses of US$1 billion and US$2 billion in 1984 and 1985, re-
spectively. Such an improvement would bring about a reduction in the
debt service ratio from 85 per cent in 1982 to 55 per cent in 1985, a
decline in the rate of increase of bank exposure from almost 15 per
cent in 1982 to about 4 per cent in 1985, and an increase in net inter-
national reserves from a provisionally estimated negative USS$1.5 billion
at the end of 1982 to a positive US$1.5 billion at the end of 1985.

ITI. Assumptions

1. Real GDP is projected to decline by 3-1/2 per cent in 1983,
reflecting mainly the scaling down of domestic consumption and public
sector investment. A resumption of economic growth is expected in 1984
(2 per cent) and 1985 (4 per cent),

2. The U.S. dollar value of exports is projected to increase by
8.9 per cent in 1983, on the strength of a 4 per cent increase in export
prices and a 5 per cent advance in volume. A stronger recovery of the
world economy and the continuation of adequate domestic policies should
produce an average annual growth rate of some 14 per cent in the value
of exports in 1984 and 1985.

3. The U.S. dollar value of imports is projected to fall by
17-1/2 per cent in 1983. 0il imports (about one half of total imports)
are expected to decline by 14-1/2 per cent in value as a result of a
reduction of 2 per cent in prices and of 13 per cent in volume. In
1984 and 1985 the value of total imports should grow by about 11 per
cent per year. The oil bill is projected to decline by 10 per cent in
1984 and 7-1/2 per cent in 1985, despite price increases of 5 per cent
and 4-1/2 per cent, respectively. Over the program period, domestic
0oil output is expected to continue to expand at an average annual rate
of more than 20 per cent.
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4, The effective LIBOR applicable to the variable-rate element
of Brazil's external debt is estimated at 11 per cent for the first
half of 1983 and at 10 per cent for the second half. For 1984 these
rates were assumed (by half years) to be 10 per cent and 9 per cent,
and for 1985 to be 9 per cent and 7-1/2 _per cent.

5. Net capital inflows during 1983 will depend crucially on for-
eign banks (1) disbursing USS1.2 billion of loans committed in 1982,
and US$4.4 billion of loans to be committed in 1983; (2) fully rolling
over debt repayments falling due in 1983; and (3) re-establishing depos—
its in Brazilian banks abroad to the levels prevailing in mid-1982,

I1I. Principal Elements of the Program

1. Public sector policies

a. Quarterly ceilings have been established on the financing
requirement of the nonfinancial public sector, limiting it to Cr$7 tril-
lion in 1983, the equivalent of 7.9 per cent of GDP; in contrast, this
requirement had amounted to 13.8 per cent of GDP in 1982. The require-
ment is to decline to 5 per cent of GDP in 1984 and 4 per cent in 1985,
The definition of the public sector includes the Central Administration,
special funds and programs operated through the banking system, decen-
tralized agencies, social security system, the state enterprises, and
the state and municipal governments. The ceilings cover net credit
from the domestic banking system, private sector holdings of public
debt, floating debt of the state enterprises, and foreign financing.

b. Central Administration revenues are to increase by 16 per cent
in real terms on the strength of new tax measures that are expected to
yield the equivalent of almost 2 per cent of GDP. Together with utmost
spending austerity, the improvement in revenue should produce a decrease
in the Central Administration's borrowing requirement equivalent to
3.3 per cent of GDP.

C. Similarly, the overall deficit of the state enterprises is
assumed to decline by 37 per cent in real terms, to Cr$2.9 trillion in
1983. Revenues of the enterprises are expected to rise by 3 per cent
in real terms because of increases in the prices of goods and services
provided by the state enterprises. Expenditures should decline by 7 per
cent in real terms, mainly because of a cutback in investment outlays.

2. Money and credit

a. The net domestic assets of the monetary authorities are to be
subject to quarterly ceilings as a performance criterion. These assets
are expected to decline by almost 3 per cent in real terms in 1983.
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b. The improved financial situation of the »ublic sector should
reduce substantially the crowding out of the private sector that has
occurred in the past.

Ce. Despite a recent downward modification, subsidized interest
rates were increased significantly since late 1982, and subsidies to
agricultural credit are to be all but eliminated by the end of 1983.
There were also reductions 1in other subsidies, such as to wheat and
petroleum products. Subsidies to export credit will remain in effect
for the time being., With minor exceptions, all subsidies are to be
eliminated by the end of the program period.

3. Prices and wages

a. The prices for the relatively few goods and services that
still remain subject to price control were increased substantially
around- the turn of the year. The prices of fuel products as a group
will be adjusted during 1983 at a monthly rate that is 1.5 percentage
points above the rate of domestic inflation. All explicit or implicit
subsidies are to be eliminated over the program period.

b. The modifications to the official wage formula that were
decreed recently will reduce the rate of increase in real wages, given
the price projections of the program. The wage bill of the economy
will not necessarily increase in real terms in 1983 because of rising
labor rotation and unemployment.,

4, External sector

a. The system of frequent and small devaluations of the cruzeiro*?
will be continued. A quarterly performance criterion has been estab-
lished that calls for a rate of depreciation of the cruzeiro against
the U.S5. dollar that on average will be the equivalent of at least
1 percentage point per month above the domestic rate of inflation.

b. The restrictiveness of the trade and exchange system will be -
reduced. Priority will be given to the removal of quantitative import :
restrictions so as to facilitate efficiency and economic growth., A
number of multiple currency practices and minor exchange restrictions
will be eliminated during the first year of the program. All exchange '
measures will be removed before the end of the program period. "

5. Review

There will be a consultation on all aspects of the program with
the Fund prior to August 30, 1983.
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Brazil: Extended Arrangement

Attached hereto are a letter with attached memorandum dated
January 6, 1983, from the Minister of Finance and the President of the
Central Bank of Brazil, requesting an extended arrangement and setting
forth:

(a) the objectives and policies that the authorities of Brazil
intend to pursue for the period of this extended arrangement;

(b) the policies and measures that the authoriﬁies of Brazil in-
tend to pursue during the first year of this extended arrangement; and

(¢) understandings of Brazil with the Fund regarding reviews that
will be made of progress in realizing the objectives of the program and
of the policies and measures that the authorities of Brazil will pursue
for the second and third years of the extended arrangement.

To support these objectives and policies, the International Mone-
tary Fund grants this extended arrangement in accordance with the fol-
lowing provisions:

1. For a period of three years from February » 1983, Brazil will
have the right to make purchases from the Fund in an amount equivalent
to SDR 4,239.375 million, subject to paragraphs 2, 3, 4, and 5 below,

without further review by the Fund.

2. (a) Until February , 1984, purchases under this extended arrange-
ment shall not, without the consent of the Fund, exceed the equivalent

of SDR 1,246,875 million, provided that purchases shall not exceed the
equivalent of SDR 124.875 million until May 31, 1983, the equivalent

of SDR 498.875 million until August 31, 1983, and the equivalent of

SDR 872.875 million until November 30, 1983.

(b) Until February ,» 1985, purchases under this extended arrange-
ment shall not, without the consent of the Fund, exceed the equivalent
of SDR 2,743,125 million.

(¢) The right of Brazil to make purchases during the second and
third years of the extended arrangement shall be subject to such phasing
as shall be determined.

3. Purchases under this extended arrangement shall be made from ordi-
nary and borrowed resources in the ratio of one to one until purchases
under this arrangement reach the equivalent of SDR 2,793.0 million and
then each purchase shall be made from borrowed resources, provided that
any modification by the Fund of the proportion of ordinary and borrowed
resources shall apply to amounts that may be purchased after the date
of modification.
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4, Brazil will not make purchases under this arrangement:

(a) (1) during any period in which the data at the end of the
preceding period indicate that the target for the net

international reserves of the Brazilian Monetary
Authorities, as specified in paragraph 1 of the

attached Technical Memorandum, is not observed, or

(11) during any period in which the limit on the public
sector borrowing requirement, as specified in para-
graph 2 of the attached Technical Memorandum, is not
observed, or

(iii) during any 'period in which the limit on the net domes-
tic assets of the Brazilian Monetary Authorities, as

specified in paragraph 3 of the attached Technical
Memorandum, is not observed, or

(iv) during any period in which the data at the end of the
preceding period indicate that the -1imit on the use of
external credit, as specified in paragraph 4 of the
attached Technical Memorandum, is not observed, or

(v) 1if the cumulative quarterly target on the depreciation
of the cruzeiro, as specified in paragraph 5 of the

attached Technical Memorandum, is not observed or,

(b) if the review contemplated in paragraph 29 of the attached
letter has not been completed before August 30, 1983, or if any perfor-
mance clauses, having been established pursuant to that review, are not

observed, or

(c) for the second and third year of this arrangement, if before
February 15, 1984 and February 15, 1985, respectively, suitable perfor-

mance clauses have not been established in consultation with the Fund as
contemplated in paragraph 29 of the attached letter, or if such clauses,
having been established, are not observed; or

(d) throughout the duration of the extended arrangement, if
Brazil

(1) 1imposes new or intensifies existing restrictions on
payments and transfers for current international trans-
actions, or '

(ii) dintroduces or modifies multiple currency practices, or

(ii1i) concludes bilateral payments agreements which are
' inconsistent with Article VIII, or

(iv) 1imposes new or intensifies existing restrictions on
imports for balance of payments reasons.
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When Brazil is prevented from purchases under this extended arrange-
ment because of this paragraph 4, purchases will be resumed only after
consultation has taken place between the Fund and Brazil and understand-
ings have been reached regarding the circumstances 1in which such pur-
chases can be resumed.

5. Brazil's right to engage in the transactions covered by this ex-
tended arrangement can be suspended only with respect to requests
received by the Fund after (a) a formal ineligibility, or (b) a decision
of the Executive Board to suspend transactions, either generally or in
order to consider a proposal, made by an Executive Director of the
Managing Director, formally to suppress or to limit the eligibility of
Brazil. When notice of a decision of formal ineligibility or of a
decision to comnsider a proposal is given pursuant to this paragraph 5,
purchases under this arrangement will be resumed only after consultation
has taken place between the Fund and Brazil and understandings have been
reached regarding the circumstances in which such purchases can be re-
sumed.

6. Purchases under this extended arrangement will be made in the cur-
rencies of other members selected in accordance with the policies and
procedures of the Fund, and may be made in SDRs if, on the request of
Brazil, the Fund agrees to provide them at the time of the purchase.

7. The value date of a purchase under this extended arrangement in-
volving borrowed resources will be normally either the 15th day or the
last day of the month, or the next business day if the selected day is
not a business day. Brazil will consult the Fund on the timing of pur-
chases involving borrowed resources.

8. Brazil shall pay a charge for this extended arrangement in accor-
dance with the decisions of the Fund.

9. (a) Brazil shall repurchase the amount of its currency that re-
sults from a purchase under this extended arrangement in accordance
with® the provisions of the Articles of Agreement and Decisions of the
Fund including those relating to repurchase as Brazil's balance of pay-
ments and reserve position improves.

(b) Any reductions in Brazil's currency held by the Fund shall
reduce the amounts subject to repurchase under (a) above in accordance
with the principles applied by the Fund for this purpose at the time of
the reduction.

(c) The value date of a repurchase in respect of a purchase fi-
nanced with borrowed resources under this extended arrangement will be
normally either the 6th day or the 22nd day of the month, or the next
business day if the selected day is not a business day, provided that
repurchase will be completed not later than seven years from the date
of purchase.
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10. During the period of the extended arrangement Brazil shall remain
in close consultation with the Fund. These consultations may include
correspondence and visits of officials of the Fund to Brazil or of
representatives of Brazil to the Fund. Brazil shall provide the Fund,
through reports at intervals or dates requested by the Fund, with such
information as the Fund requests in connection with the progress of
Brazil in achieving the objectives and policies set forth in the at-
tached letter and annexed memorandum.

11. 1In accordance with paragraph 29 of the attached letter, Brazil will
consult the Fund on the adoption of any measures that may be appropriate
at the initiative of the Government or whenever the Managing Director
requests consultation because any of the criteria under paragraph 4
above have not been observed or because he considers that consultation
on the program is desirable. In addition, after the period of the ex-—
tended arrangement and while Brazil has outstanding purchases under

this extended arrangement, the Government will consult with the Fund
from time to time, at the initiative of the Government or at the request
of the Managing Director, concerning Brazil's balance—of-payments poli-
cies.
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Brasilia, January 6, 1982

Mr. Jacques de Larosiere
Managing Director
International Monetary Fund
700 19th Street, N.W.
Washington, D.C. 20431

Dear Mr. de Larosiere:

1. Over the past 15 years or so, Brazil has been following economic
policies that aimed at high rates of domestic growth, the absorption of
a rapidly growing labor force, and an appreciable increase in the stan-
dard of living of all Brazilians. Matching abundant domestic resources
with sizable imports of capital and technology, the Brazilian economy
was transformed during this period from a largely agricultural to a
highly industrialized one, This transformation, which greatly expanded
the size and role of the public sector, also .affected the structure of
Brazil's external trade. While formerly a few agricultural products
like coffee and sugar dominated exports, today industrial products ac-
count for over one half of the total export value. Similarly the exis-
tence of a domestic market in excess of 100 million people has permit-
ted a successful policy of import substitution; today, Brazil's imports
consist overwhelmingly of oil, other raw materials, and investment goods.

2, Brazil's economic and financial policies since 1974 have been domi-
nated by the need to adjust to the steep increase in the price of oil
during the period. The substantial progress achieved in that effort suf-
fered a severe setback with the second sharp oil price increase in 1979.
The authorities responded by adopting, in late 1979 and early 1980, a
comprehensive package of measures that included a major devaluation of
the cruzeiro, fiscal and monetary restraint, and a liberalization of the
foreign trade system. As the difficult external situation was further
compounded by rising interest rates and weakening external demand, the
authorities adopted additional measures in late 1980 and in 1981, in-
cluding the partial freeing of interest rates, improved credit alloca-
tion, greater buoyancy of the tax system, tightened control over public
spending, especially by state enterprises, and depreciation of the
cruzeiro in line with the actual rather than projected rate of domestic
inflation. Despite their scope, these measures did not restore domestic
and external equilibrium. As a result, Brazil had to resort to consid-
erable amounts of foreign borrowing.

3. The intention of the authorities of reducing the external and
internal imbalances and of freeing the economy from restrictions in a
gradual way suffered another setback in 1982, when Brazil's external
situation weakened considerably. The decline in international commod-
ity prices, the slowdown in the pace of world economic activity, an
increase in protectionist policies, economic difficulties in countries
that recently had become important buyers of Brazilian products, and
the temporary appreciation of the cruzeiro, resulted in a decline in

the value of exports that is estimated to reach 14 per cent in 1982.
In contrast, the value of exports had grown by almost one third in 1980
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and 16 per cent in 1981. Although imports have also declined apprecia- .
bly this year, the 1982 trade surplus is expected to be no more than
US$3/4 billion, compared with an original estimate of USS$S3 billion, and
a surplus of over US$1 billion in 1981. Continued high international
interest rates caused an increase of over US$l billion in Brazil's net
interest payments abroad; this factor, the decline in the trade surplus,
and an increase in other service payments are likely to result in a

"~ sharp rise in the deficit on current account of the balance—of -payments
(exclusive of reinvested earnings) from USS$11 billion (equivalent to
nearly 4 per cent of GDP) in 1981 to some USS$15 billion (almost 5 per

cent of GDP) in 1982.

4, In order to deal speedily and decisively with this situation, the
Government has developed an economic program which, in the short run,
will reduce substantially the external and internal imbalances and,

the medium term, will bring about structural changes in the economy that
permit a return to high and sustainable rates of growth and employment.
The basic strategy of this program is to raise significantly domestic
savings, especially in the public sector, and to make the economy more
efficient; the latter will be achieved through improvements in relative
prices between the various sectors of the economy, an elimination of
subsidies, and a reduction in reéstrictions and direct government inter-
vention into the economic process.

5. In support of this economic policy program, which will be described ‘
in more detail below, the Government of Brazil hereby requests access

to the financial resources of the International Monetary Fund for the

equivalent of 450 per cent of Brazil's quota, under the first credit

tranche and in the framework of an extended arrangement, for a period (

of three years. The Government of Brazil also intends to request the

naximum amounts of assistance it can obtain under the Fund's -compensa-

tory financing facility for export shortfalls and the buffer stock

financing facility.

6. To assure the success of this e€conomic program, it will be essen-
tial that Brazil can continue to count on the financial support of for-
eign commercial banks, international organizations and governments.
Such financial support will be of particular importance at the begin-
ning of 1983 when the full adjustment effect of the measures has not
yet materialized. :

7. In October of 1982, the National Monetary Council approved the
Foreign Sector Program for 1983 which aimed at a reduction in the defi-
cit on current account of Brazil's balance of payments to about USS$7
billion (some 2 per cent of GDP) and at equilibrium in the overall
balance of payments. Such a significant improvement in Brazil's exter-
nal accounts, together with the requested use of Fund resources, will
strengthen considerably Brazil's international reserve position.

8. For the second and third year of the extended arrangement the
Brazilian authorities will be aiming at a further strengthening of
Brazil's external position. The deficit on current account is to be
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reduced to about 1-1/2 per cent of GDP in 1984 and 1 per cent in 1985;

the deficit in the latter year would be equivalent to some USS4 billion.
Such an improvement would reduce substantially the growth of Brazil's
external debt and allow for moderate surpluses in the overall balance of

payments that would go to rebuilding Brazil's foreign exchange reserves
even further.

9. The economic program also aims at a substantial reduction in the
domestic imbalance. Because of the price effect of the intended reduc-
tion in restrictions and controls, the decline in the rate of inflation
will necessarily have to be slower in 1983 than in the following two
years. The average annual rate of inflation should decline from 95 per
cent in 1982 to 78 per cent in 1983; the rate of price increases during
the year is projected to decline from 99.7 per cent in 1982 to 70 per
cent in 1983.

10. Recognizing the harmful effects that inflation has on investment
and future economic growth, the authorities intend to formulate policies
for 1984 and 1985 that will be directed toward major reductions in the
annual rate of increase of domestic prices.

11, High foreign interest rates, the prolonged world recession, the
tightness of foreign capital markets and other factors beyond the con-
trol of the authorities have made it increasingly difficult to follow
policies geared to high rates of economic growth and employment. In
order to ease the serious social hardships that the combination of high
population growth with a stagnating pace of domestic economic activity
has created, the authorities intend to stimulate ecounomic activity and

employment in 1983 and beyond by:

(1) an all-out effort to raise output for export through an appro-

priate exchange rate policy, and financial and technical assistance to
the export sector;

(2) continued support to agriculture geared to raising investment
and productivity in that sector;

(3) strengthening business confidence through this economic pro-
gram which should stimulate industrial investment;

(4) a wage policy designed to increase employment; and
(5) price policies designed to stimulate output.

The authorities expect higher and sustainable growth during the second
and third year of the extended arrangement, as the foreign constraint
eases and the structural changes take hold.

12. Despite the wide-ranging price liberalization measures of 1980-381,

the prices of some agricultural products and those of certain goods and
services provided by the public sector have remained controlled and,
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over the past year or so, were not adjusted in line with cost develop-
ments. To redress this situation, the authorities have adopted, or
will be adopting, the following measures:

(1) the prices of fuel products will be increased shortly by sub-
stantial margins; in general, fuel products will be priced during 1983
in such a way as to lower fuel consumption and therefore oil imports
(thus freeing foreign exchange for additional imports of other raw
materials and investment goods); to stimulate oil substitution; and to
reduce substantially the oil account, which reflects past and present
subsidies to these products; '

(2) ‘the selling price of wheat will also be raised shortly; the

remalining subsidy will be reduced significantly during 1983 and should
be eliminated completely by the end of 1985;

(3) the subsidy to sugar producers, which is particularly large
at this point in time because of the low international prices, will
also be reduced during 1983 and the remainder of the program period;
any subsidy that might still be in existence by the end of 1985, depend-
ing on the development of international prices for sugar, will be trans-
ferred from the accounts of the monetary authorities into those of the
Central Government; :

(4) the prices of nonagricultural goods and services provided by
the public sector were also reviewed and increases were decreed for
steel, public utilities and transportation. The prices of a number of
other goods and services_ére being adjusted, taking into account not
only the financial situation of the public sector but also supply and
demand conditions as in the case of hydroelectricity for which excess
capacity exists.

13. During the period of the extended arrangement, the authorities
intend to follow a price policy that will prevent the re—emergence of
subsidies that have been eliminated on the above—-mentioned products
and, in general, will be designed to reduce other explicit and implicit
subsidies in the economy. In this regard, the authorities also intend
to improve transport and storage facilities in agriculture so as to
enable the Government to reduce its role in the domestic marketing of
.agricultural products. '

14, Central government revenues will be strengthened considerably dur-
ing 1983 because:

(1) the income tax law was modified receuntly providing for an ia-
dexation for inflation of tax liabilities and a reduction in the period
during which tax obligations have to be paid; this wmeasure alone is
expected to yield additional revenues during 1983 equivalent to almost
1 per cent or GDP;
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(2) the increase in the taxation of diesel, that was introduced
around the middle of this year, w111 now produce a full year's effect
on revenues;
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begin to yield results already in 1983; and

(4) certain fiscal incentives have been reduced substantially and
additional action will be taken to further reduce or even eliminate
them altogether except in the North and Northeast; also, a number of
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tax rates and tariffs will be adjusted before the beginning o
quested arrangement.

15. The authorities intend to apply strict austerity in spending. This
will apply in particular to personnel outlays and transfers to the state
enterprises. - Tight control over other outlays of the Central Government
will result in economies with respect to budgetary appropriations.

16. Over the past years, it has become evident that the efficiency and
equity of the Brazilian tax system could be further improved. Such
improvements refer to revenue distribution between states, shifting the
incidence of taxes from wage goods to luxury goods, and to the necessity
to stimulate savings, investment and exports. The authorities are pres-
ently preparing a tax reform bill that will be submitted to Congress in
the course of 1983,

17. A significant amount of government expenditures is currently being
carried out directly by the monetary authorities without reimbursement
from the Central Government. This practice will be all but eliminated
by the end of the extended arrangement through a substantial reduction
in the transactions involved and a gradual transfer of the remaining
expenditures to the budget of the Central Government.

18. The finances of the social security system suffered a serious
deterioration during 198l1. However, an increase in the rate of contri-
bution and some rationalization in benefits have improved significantly
the financial position of the system. The authorities will continue

to follow policies that ensure the financial viability of the social
security system.

19. A substantial part of the adjustment burden will have to be borne
by the state enterprises. Irrespective of the more adequate pricing
policy that was referred to above, a substantial cutback in the volume
of their expenditures will be required during 1983 and beyond. Capital
outlays are to decline considerably in real terms, as no major new
investment projects (with the exception  of Carajas, which is fully
financed from abroad) are to be undertaken in 1983 and the execution
of ongoing projects is being slowed. The projected decline in the
volume of current spending will be much less, as a sizable increase

in the cruzeiro value of interest payments on foreign debt is likely
to offset to a large extent the spending economies arising from utmost
austerity and restrictive hiring practices.
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20. Over the medium term, the authorities will continue to hold to
thelr current policies of reducing the number of public sector enter-
prises and of subjecting the remaining enterprises to the same market
conditions that apply to private sector companies. This implies that,
except for those entities that have a special social or development
function to fulfill, this sector will have to be financially self-
sustaining before long.

21. As a result of the measures described above, the borrowing require-
ment of the nonfinancial public sector is projected to decline signifi-
cantly. This borrowing requirement, which had risen from 12.2 per cent
of GDP in 1981 to an estimated 13.8 per cent in 1982, is expected to
decline to 7.9 per cent in 1983. The Government intends to follow pub-
lic sector policies in 1984 and 1985 that are consistent with the exter-—
nal objectives.

22. Despite significant improvements in some areas during the past few
years, monetary control continues to be unfavorably affected by the
existence of interest rate subsidies, and special programs which are
largely dependent upon access to Central Bank credit, among others.

In order to reduce the present high real rates of interest applicable
to nonsubsidized credit operations, the National Monetary Council ap-
proved on December 16, 1982 a program of gradual increases in interest
rates on loans to agriculture; the average nominal interest rate on
such loans should be equal to or slightly above the expected rate of
inflation by the end of 1983. However, loans to farmers in the North
and Northeast and to small farmers in other parts of the country will
still retain some implicit subsidy, which will be covered overwhelmingly
by the fiscal budget. These changes are reflected in the Monetary Bud-
get (also approved by the National Monetary Council) which specifies
targets for monetary and credit expansion that are consistent with the
balance-of-payments and inflation objectives.

23, Over the program period the authorities intend to proceed with the
liberalization of the financial system both in terms of interest rates
and quantitative restrictions, regulating the amount of domestic liquid-
ity through such instruments as reserve requirements, rediscounting,

and open market operations.

24, It will be of utmost importance to achieve a substantial strength-
ening of Brazil's external position in 1983. In order to compensate
for some real appreciation of the cruzeiro that occurred during 1982
with respect to the currencies of Brazil's major trading partners and
to set the stage for a reduction in trade and payments restrictionms,
the Government has decided to continue to depreciate the exchange rate
of the cruzeiro vis-a-vis the U.S. dollar at a monthly rate that on
average will be one percentage point above the rate of domestic infla-
tion.

25. The export subsidy (credito-premio) was.recently extended through
April 1985 at its current level of 11 per cent. Certain services and
goods equivalent to.less than one half of the total value of imports
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are subject to an exchange tax of 25 per cent; also, a wide range of
quantitative import restrictions and prohibitions were introduced re-
u:m_iy to stem the rapidly Wlaenlng Daiance—or—paymeﬂts deficit. As
the economy begins to adjust, the authorities intend to reduce substan-—
tially the quantitative import restrictions. In-the present circum-
stances, it is impossible to foresee whether the significant exchange
restrictions on exports and importa u.lc'ﬁt.iOﬁEd at the ucgiﬁﬁiﬁg of this
paragraph can be reduced during the first year of the extended arrange-~
ment ; however, should there be a significant decline in the external
value of the U.S. dollar, the resulting real effective-depreciation
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partners will not lead to a modification of the exchange rate policy
described in paragraph 24, but will be used to reduce these exchange

restrictions.

26. During the first year of the requested arrangement, the authorities
also intend to eliminate a number of minor exchange restrictions in an
effort to facilitate international payments and transactions, and re-
place them, where necessary, with measures outside the exchange system.

27. During the second and third year of the arrangement the authorities
intend to maintain the policy of minidevaluations of the cruzeiro in
such a way that it will ensure the competitiveness of Brazilian exports
and allow for the elimination of the remaining exchange restrictions,
The authorities also intend to introduce during the period of the ar--
rangement a trade system that would provide protection to domestic
activity through tariffs rather than through quantitative restrictions.

28. Given the size of Brazil's public and private external debt, the
authorities intend to limit new external net indebtedness, both short
and long term to amounts that are consistent with the current account
and the overall balance of payments targets.

29, The Brazilian authorities believe that the policies and measures
described are adequate to achieve the objectives of the program, but
will take any additional measures that may become appropriate for this
purpose. During the period of the requested arrangement Brazil and

the Fund will consult periodically, in accordance with the policies on
such consultations, to examine progress being made in implementing the
program and achieving 1ts objectives. With respect to the program for
the first year, the Brazilian authorities will consult with the Fund
before August 30, 1983 on the progress made in implementing the program.
Moreover, before February 15, 1984 and February 15, 1985 the Brazilian’
authorities will consult with the Fund on the policies, measures and '
performance criteria for the second and third year of the requested -

arrangenent.
Sincerely yours,

/s/ : : : /s/

Carlos Geraldo Langoni : Ernane Galveas
President of the Central Minister of Finance

Bank of Brazil
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Brasilia, January 6, 1983

Technical Memorandum of Understanding

This technical memorandum defines the concepts used in quantifying
certain variables of the Economic Program described in the letter dated

January 6, 1983, and sets out models for periodic reporting.

1. The overall balance-of-payments target for calendar year 1983 as
described in paragraph 7 of that letter is at least equilibrium. The
intermediate targets are a deficit of no more than USS$1.5 billion for
the three-month period ending March 31, 1983; a deficit of no more than
US$1.5 billion for the six-month period ending June 30, 1983; and a
deficit of no more than US$0.7 billion for the nine-month period ending
September 30, 1983. For the purpose of these targets, the balance-of-
payments performance will be measured by changes in the net interna-
tional reserve position of the Monetary Authorities (the Central Bank
of Brazil and the Banco do Brasil), that is shown in the attached

Table 1. However, in order to measure balance-of-payments performance,
the change in the net international reserve position will be adjusted
for net gold monetization. Furthermore, gold, SDRs, and nondollar as-
sets and liabilities will be valued at the prices and exchange rates

in effect on December 31, 1982. In addition, any reduction in the
short-term liabilities of the Monetary Authorities that results from
the refinancing of bridge operations from the U.S. Treasury, the BIS
and foreign banks obtained until December 31, 1982 will not be consid-
ered for purposes of these targets.

2, The borrowing requirement of the nonfinancial public sector refer-
red to in paragraph 21 of the letter will be defined as the sum of the
net increases in the items described in the attached Table 2 above
their respective stocks on December 31, 1982. These cumulative financ-—
ing needs will not exceed Cr$l,200 billion during the three-month
period ending March 31, 1983; Cr$3,200 billion during the three-month
period ending June 30, 1983; Cr$5,000 billion during the three-month
period ending September 30, 1983; and Cr$7,000 billion during the
three-month period ending December 31, 1983,

3. The monetary policy targets for 1983 mentioned in paragraph 22 of
the letter translate for the purpose of this program into a set of
limits on the net domestic assets of the Monetary Authorities; these
assets are defined as the difference between the liabilities to the
private sector and the net foreign assets of the Monetary Authorities
as shown in the attached Table 3. For the purpose of this definition
the U.S. dollar value of the net foreign assets position attained on
December 31, 1982 will be converted at all times into cruzeiros at

the exchange rate of December 31, 1982; and for each of the three-month
periods ending March 31, 1983, June 30, 1983, September 30, 1983, and
December 31, 1983, the U.S. dollar value of the changes in the net for-
eign assets position occurring during these three-month periods will

be converted into cruzeiros at the average exchange rates corresponding .

to these periods. The net domestic assets so defined, which on Septem-
ber 30, 1982 amounted to Cr$2,415 billion, and are projected to amount
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to Cr$3,500 billion by December 31, 1982 will not exceed Cr$4,050 bil-
lion during the three-month period ending March 31, 1983; Cr$4,650 bil-
lion during the three-month period ending June 30, 1983; Cr$5,150 bil-
lion during the three-month period ending September 30, 1983; and
Cr$5,800 billion during the three-month period ending December 31, 1983.
The limits o

graph 28 of the letter will be defined as the difference between dis-
bursements and amortizations of medium— and long—term external debt of
both the public and private sector, plus changes in the net position of
certain types of short—-term indebtedness, as described in the attached
Table 4. The new net external indebtedness so defined will not exceed
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lion on September 30, 1983; and USb6 billion on December 31, 1983. Any
loans obtained to refinance short—-term liabilities of the monetary
authorities resulting from bridge operations carried out before Decem-—
ber 31, 1982 will not be counted against the net external indebtedness
limits.
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5. Allowing for the lag in publication of the relevant price index,
the exchange rate policy described in paragraph 24 of the letter will

be measured as follows: the percentage change in the cruzeiro value

of the U.S. dollar on April 15, 1983 over its value on January 15, 1983
will be no less than the cumulative percentage change in the General
Price Index—-Domestic Supply (IGP-DI) during the three-month period
ending March 31, 1983 plus 3 percentage points; the percentage change

in the cruzeiro value of the U.S. dollar on July.1l5, 1983 over its

value on January 15, 1983 will be no less than the cumulative percentage
change in the IGP-DI during the six-month period ending June 30, 1983
plus 6.2 percentage points; the percentage change in the cruzeiro value
of the U.S. dollar on October 15, 1983 over its value on January 15,
1983 will be no less than the cumulative percentage change in the IGP-DI
in the nine-month period ending September 30, 1983 plus 9.4 percentage
points; and the percentage change in the cruzeiro value of the U.S.
dollar on January 15, 1984 over its value on January 15, 1983 will be

no less than the cumulative percentage change of the IGP-DI in the 12-
month period ending December 31, 1983 plus 12.7 percentage points.

6. The minor exchange restrictions referred to in paragraph 26 of the
letter are (i) limits on outward remittances of technical assistance
fees and royalties; (ii) contribution quotas on coffee, cocoa, and wild
animal hides; (iii) exchange taxes on exports of orange and tangerine
juice, corn bran, and hides of beef cattle; (iv) a graduated supplemen-
tary tax on outward remittances of profits and dividends; and (v) bi-
lateral payments agreements with Hungary and Romania.

Attachments (4)
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Table 1. Net International Reserves of the Monetary Authorities 1/

(In millions of U.S. dollars)

Sept. 30

1982

I. Assets _ 4,352,1
A. Haveres prontos 1,386.1

B. Haveres a curto prazo 2,617.4

C. Haveres a medio e longo prazo 348.6

II. Liabilities 3,303.7
A. Obrigacoes prontas - -

B. Obrigacoes a curto prazo 3,303.7

C. Obrigacoes a medio prazo (FMI)E/ -

III. Net international reserves (I-II) 1,048.4

1/ Central Bank and Banco do Brasil.

2/ Includes all repurchase obligations arising from the use of Fund
resources in the first credit tranche, under the extended arrangement,
the compensatory financing facility, and the buffer stock financing
facility. :
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Table 2, Public Sector Borrowing Requirements

(In billions of cruzeiros)

1981 1/
1. Net credit from banking system 1,923
Monetary authorities - (-188)
Commercial banks : : ' (881)
Rest of banking system (1,230)
2, Private sector holdings of public debt 867
3. Private sector holdings of state and municipal debt 146
4. Floating debt of state enterprises 2/ 23
5. Total domestic financing (1+2+3+4) 2,959
6. Foreign financing 280
7. Total public sector financing (5+6) 3,239
(As per cent of GDP) (12.2)

1/ Change in stocks between December 1980 and December 1981 as

per annexed tables.
2/ To "enpreteiros e fornecedores”.
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Net Domestic Assets of the Monetary Authorities

of September 30, 1982

(In billions of cruzeiros)

A'

c.

Liabilities to private sector 3,419.05
Monetary liabilities 1,002.57
1. Papel moeda (656.71)
Papel moeda emitido /772.30/
Caixa das autoridades monetarias /-15.37/
Caixa dos bancos comerciais /-100,21/
2. Depositos a vista (345.85)
Depositos a vista do setor privado 1/ /345.,85/
Time and savings deposits - 162,32
Depositos a prazo no Banco do Brasil (162.32)
Other liabilities 2,254,15
1. Depositos sobre importacoes (7.20)
Depositos diversos restit. s/import. (Res.331 e 443) (0.08)
Depositos diversos restit. s/import. (GECAM 31) (7.12)
2., OQutros (2,246.95)
Depositos diversos setor privado 2/ /75.07/
Depositos diversos restit. s/viagem exter. (Res. 380) /0.16/
Depositos diversos restit. s/oleo combust. (Res. 413)
Depositos diversos restit. s/empr. compuls. (DL 1782)
Depositos diversos restit. en moedas estrangeiras 3/ /2,171.66/
Net foreign assets 1,078.80
Net international reserves (see Table 1) 216.18
Net other foreign assets 862.64
1. Haveres 863.53
BB cambiais em cobranca 256.41
Saldo convenios ativos (inconv.) (1.59)
Exportacoes financiadas (144,24)
Outras contas inconversiveis (0.60)
Export financ. Finex (280.12)
Export financ. Convenios Bilat.-NP (180.57)
2. Obrigacoes -0.89
Saldo de convenlos ativos (~=)
Outras contas (0.89)
Net domestic assets (A-B) 2,340.25

autoridades monetarias.

autoridades monetarias.

l/ Conta 60.25.10 do Balancete consolidado das autoridades monetarias.
g/ Contas 70,10,10.50 a 70.10.10.75 do Balancete consolidado das

3/ Contas 70.05.05.05 e 70.05.05.06 do Balancete consolidado das
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Table 4, Net Disbursements of External Debt

(In millions of U.S. dollars)

Jan.-June
1982
I. Disbursements (medium- and long-term)l 7,513.2
A. Emprestimos e financiamentos estrangeiros
ao Brasil 7,511.6
1. Organismos internacionais e agencias
governamentais (737.3)
2., Linhas de credito de exportacao e
importacao de medio e longo prazo (acima
de 24 meses) (-268.7)
3. Contratos de risco (petroleo) (54.5)
4, Suppliers' and buyers credits (937.3)
5. Lei No. 4131 (medio e longo prazos) (3,576.8)
6. Resclucao 63 (medio e longo prazos) (2,432.4)
7. Bonus (42.0)
B. Financiamentos a residentes para exportacao
(receita) 1.6
IT. Amortization (medium and long term) 3,800.1
A. Emprestimos e financiamentos estrangeiros 3,800.1
1. Organismos internacionais e agencias
governamentais (375.6)
2. Suppliers' and buyers' credits (756.5)
3. De governamentais (283.7)
4, Lei No. 4131 (medio e longo prazos) (1,434.0)
5. Resolucao 63 (medio e longo prazos) (866.4)
6. Compensatorios (3.1)
7. Conversao em investimentos (71.1)
8. Divida publica externa consolidada (0.2)
9. Emprestimos diversos (acervos) (5.1)
10. Bonus (4.4)
B. Financiamentos a residentes para exportacao (despesa) -
III. Short-term capital 581.2
Bancos comerciais 581.2
IV, Net disbursements of external debt (I-II+III) 4,294 .3

Source: DIBAP, Balanco de Pagamentos.

1/ Excludes disbursemeuts of loans to refinance short-term bridge
financing obtained by the monetary authorities until December 31, 1982.



