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1. MALAWI - 1982 ARTICLE IV dONSULTATION; REVIEW UNDER STAND-BY
ARRANGEMENT; AND PURCHASE TRANSACTION - COMPENSATORY FINANCING
FACILITY

The Executive Directors considered the staff report for the 1982
Article IV consultation with Malawi and the review under the stand-by
arrangement (EBS/83/27, 2/3/83; and Cor. 1, 2/7/83). 1In addition, they
took up a request by Malawi for a purchase equivalent to SDR 12.2 million
under the compensatory financing of fluctuations in the cost of cereal
imports (EBS/83/28, 2/4/83; and Sup. 1, 2/24/83). They also had before
them a report on recent economic developments in Malawi (SM/83/25, 2/9/83).

The staff representative from the African Department explained that
the staff had received information on the performance of Malawi's economic
indicators in December 1982, Page 11 of the staff report presented the
targets for net domestic assets and credit to the Government for that
month. The actual outrurn for net domestic assets had been MK 474.6 mil-
lion, compared with the target of MK 488 million, and credit to the Government
had amounted to MK 211.3 million, compared with the target of MK 215 mil-
lion. Moreover, the latest figures on the budget in Malawi indicated that
the deficits for the current fiscal year would fall below the target
specified under the program.

Mr. Sangare made the following statement:

I would like to express the appreciation of my Malawian
authorities as well as my own, to the staff for its constructive
approach to the discussions held in Lilongwe last November on
the 1982 Article IV consultation with Malawi and the review of
the stand-by arrangement. The staff papers prepared on the
subjects are informative and well balanced and should énhance
better understanding of the performance of the economy -of Malawi
in recent years.

When the Executive Board considered the current stand-by
arrangement on August 6, 1982, it was clear that the Malawian
economy had shown little or no growth over the past few years,
reflecting the impact of continued bad weather and intermittent
transpotrt disruptions. The situation had been aggravated by the
recession in the world economy, which had led to a reduction in
exports and a sharp deterioration in the terms of trade, as well
as by high international interest rates, which had increased the
debt service burden. At the same time, rising public sector
deficits had resulted in an intensification of inflationary
pressures and a weakening of the balance of payments position.
Although efforts had been taken to redress the situation through
a medium—term stabilization program, the authorities had not been
able to achieve much.
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It was against this background that the Malawian authorities
embarked upon the current stabilization program, supported by the
Fund under a one-year stand-by arrangement. The principal objec-
tives of the program were to reinvigorate the private sector and
stimulate economic growth, while bringing the balance of payments
position to a sustainable level in the medium term. The author-
ities have thus far succeeded not only in meeting the quantitative
performance criteria but also in stimulating the agricultural
sector, where output was estimated to have grown by 3.9 per cent
in 1982, reflecting the provision of adequate incentives to
farmers and the return of good weather.

However, the stabilization program was being implemented
under difficult conditions imposed by severe transport disruptions
outside Malawi's borders that occurred in the second half of
1982 and affected the flow of import and export traffic. These
developments greatly influenced, among other things, the pattern
of budgetary expenditures as additional costs were incurred by
the Government to avert shortages of key imported inputs like
fertilizer and fuel. 1In these circumstances, the economy remained
depressed with a growth rate of real GDP estimated at only l.2 per
cent in 1982, well below expectations. Nineteen eighty—-two was
the third successive year when output has either fallen or grown
by less than the population growth rate, indicating a decline in
real per capita income. Meanwhile, inflationary pressures, which
had subsided somewhat in the last two years, may intensify with
emerging shortages of imported commodities and domestically
manufactured goods that depend on imported inputs.

It will be recalled that when the Executlve Board approved
the current stand-by arrangement with Malawil, Executive Directors
stressed that the difficult economic situation facing the country
required sustained adjustment efforts. The staff assessment of
the immediate and medium—-term prospects confirm this position,
as the balance of payments situation is expected to remain under
pressure. The authorities are also well aware of the need for
perseverance in thelr adjustment efforts and are consequently
proposing to undertake a medium-term stabilization program within
the framework of their five-year development program, 1981-85.
The program aims at promoting and diversifying agricultural
product ion and primary processgsing mainly for export. It is also
intended to reduce the share of the real financial resources going
into the public sector. The rate of growth of real GDP has been
targeted at 5 per cent annually, comparable to Malawi's average
growth rate betwen 1975 and 1978,

The authorities expect to achieve their objectives by revita-
lizing the private sector, which they hope will provide the major
stimulus to growth as resources are made more readily avallable.
In this connection, the system of price controls will be applied
more flexibly and the price mechanism will be allowed to play its
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role Iin allocating resources. At the same time, the Government's
efforts will be devoted to the promotion of smallholder agricul-
ture through the implementation of the National Rural Development
Program (NRDP). These integrated agricultural development
projects are designed to Improve efficiency and yields by empha-
sizing better land use through the provision of agricultural
1nputs, extension services, and marketing and credit facilities.

Developments in the fiscal area have been rather mixed since
the Board approved the current stand-by arrangement. In the first
half of 1982/83, expenditures followed budget plans, partly
reflecting effective control measures put in place at the begin-
ning of the program. 1In the latter part of the fiscal year, how-
ever, disruptions to supply routes through Mozambique necessitated
extra costs, which were accommodated through further and painful
ad justments to the original budget in order to remain within the
original targets. Accordingly, amounts Iinvolvipg MK 5.8 million
and MK 2 million were postponed from the develcpment budget
af fecting programs in education and public sector buildings,
respectively. The recurrent budget was also reduced by MK 3.1 mil-
lion. On the revenue side, a fuel levy was imposed and was expected
to yleld MK 3 million, while a total of MK 3.4 million was expected
to be collected from sales of fertilizer by the Agricultural
Development and Marketing Corporation (ADMARC), a state enterprise
in charge of the procurement and distribution of smallholder
fertilizer requirements. These measures were in addition to
those already implemented undet the program. Revised revenue
estimates indicate that company income tax collections will yield
additional revenue of about MK 2.1 million, reflecting increased
agricultural incomes and better tobacco prices, which increased
profitability in the tobacco industry. As a result, the overall
budget deficit as a percentage of GDP was expected to remain at
its original level of 7 per cent in 1982/83, compared with 10.7 per
cent in 1981/82.

The prospects for the 1983/84 fiscal year remain worrisome
since the underlying tax base continues to be small. Neverthe—
less, the authorities in consultation with a Fund mission now
in Malawi are actively examining the possibilities of raising
additional revenue by increasing the surtax on imports and
domestic manufactures as well as raising rents on government
housing unirs.

The financlal situation of the public corporations remains
weak, reflecting mainly heavy external debt service payments,
management problems, and the existence of some marginal invest-—
ments that have been obvious victims of the current recessionary
conditions. Investments in sugar production, for example, since
export prices for sugar have fallen well below production costs,
have experienced considerable losses. Other such investments
include some manufacturing and distribution ventures. The author-
ities are continuing their efforts to reorganize these corporations
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by restructuring their boards of directors, including recruitment
of qualified chilef executives with a view to improving management.
They are also examining the reports submitted by expatriate
consultants following the completion of the studies on these
corporations, which were commissioned to enable the Government

to take appropriate measures.

In recent years, monetary and credit developments have been
dominated by the need to provide for the growing financing
requirements of the public sector, and, in 1980/81 and 1981/82,
net credit to the Government was high. This reflected, among
other things, shortfalls in external financing and an increase
in subventions to state enterprises. Developments in the period
of the current stand-by arrangement have been satisfactory thus
far, as all performance criteria on domestic credit have been
observed. The cellings for the end of December 1982 and March
1983 were drawn, taking into account recent developments in the
budget. However, they remain consistent with the original
obiectives of the program: to ensure the availability of credit
to the private sector while limiting credit to the public sector
and containing inflationary pressures. Meanwhile, interest
rates, which were adjusted in 1980, remain positive in real terms.

The balance of payments experienced renewed pressure in
1981, when the overall position recorded a deficit of $40.6 mil-
lion and widened further in 1982 to $45.2 million following a
small surplus recorded in 1980. The turnaround reflected, in
part, a shortfall In capital inflows, particularly government
long-term capital, the rise in external debt service payments,
and, in 1982, substantial shortfalls Iin export earnings mafnly
as a result of further deterioration in the terms of trade.
Consequently, gross external reserves fell below one month of
imports in 1982. The external payments position could have been
worse had it not been for external debt relief obtained by the
authorities within the context of the current stand-by arrange-
ment. The balance of payments position will remaln under pressure
In 1983 as the overall position 1s expected to show a further
deficit of $15 million.

With regard to the request by my Malawlian authorities to
purchase the equivalent of SDR 12.2 million under the compensatory
financing facility, 1t 18 clear from the foregoing that a balance
of payments need exists. It is also apparent that Malawi satisfies
the test of cooperation, as the authorities have been successful
thus far in Implementing the stand-by arrangement. They are will-
ing to continue consulting with the Fund in their efforts to find
solutfons to their problems. 1In this connection, a mission has
already arrived in Malawil to explore with the authorities the
possibility of arranging a medium—term program.
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The shortfall Iin export earnings was caused by factors beyond
the control of my austhorities, which involved transport disruptions
as well as unfavorable world prices, particularly for sugar and
groundnut exports. Projections for the two postshortfall years
show that export earnings will increase, mainly as a result of
favorable world prices and an easing of the transportation diffi-
culties.

In conclusion and in light of the foregoing, I urge Executive
Directors to approve the draft decisions on page 20 of EBS/83/27
and on page 13 of EBS/83/28.

Mr. Taylor observed that the achievement of balance of payments
equilibrium in Malawl would require strong adjustment efforts for several
vears to come. He therefore welcomed the authorities' resolve to pursue
the stabilization effort, with the advice and support of the Fund. As
the authorities had encountered some difficulties with the current
stand-by arrangement 1in the final quarter of 1982, he was glad that they
had appreciated the need to restore balance. The additional actions taken
or proposed in the letter of January 24 should get the fiscal deficit back
on track; it was estimated to be just below 11 per cent of GDP for 1982,

a little lower than envisaged at the beginning of the program. After
allowing for debt relief, the overall external balance for 1982 would turn
out better than had been expected six months previously.

There was, however, no room for complacency; Mr. Taylor continued.
Malawl's current account deficlit for 1983 was still projected to be about
10.5 per cent of GDP, and there was no doubt that the adjustment effort
would have tc be sustained beyond the end of the current program. The
authorities had done well in controlling expenditure in the. first half
of the present fiscal year, and it had been particularly unfortunate
that the disruption of raill links to Indian Ocean ports, among other
occurrences, had obliged the authorities to take further measures to
safeguard the fiscal position. They were to be commended for carrying
out those difficult measures, which should help to keep the fiscat deflicit
below the target, or well below the outturn for 1981/82,

The lower projected deficit would depend greatly on the rescheduling
of Malawl's external debt, Mr. Taylor went on. Therefore, it would be
important to retaln the confidence of creditors: the authorities' renewed
determinarion to reduce the fiscal imbalance was of great value. Resched-
uling arrangements for 1983/84 had yet to be made, and without them the
external situation would remain difficult. The authorities would therefore
have to persevere with their efforts.

One area that needed further attention was the management of para-
statal enterprises, Mr. Taylor said. 1In the past, nonpayment of taxes
and debt service charges had been a drain on the budget. The authorities
were right to reform the parastatals as part of the stabllization effort,
especially since the parastatals' debt was belng restructured under the
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rescheduling arrangements, He was glad that the authorities were aware
of the need to take further measures to restore fimancial discipline,
improve the operations of unprofitable subsidiaries, and attract new
investment capital. Perhaps the staff or Mr. Sangare could provide more
information about the kinds of measures being considered.

The fall in inflation to an estimated Il per cent in 1982 was a
welcome development, partly reflecting the authorities' success in over-—
coming shortages in food, fuel, and fertilizer in the previous two years,
Mr. Taylor observed. Interest rates on the lending side were strongly
positive in real terms, but depogit rates appeared to be less so. He
would therefore encourage the authorities to keep the deposit rates under
review and perhaps consider raising them as part of a further effort to
mobilize domestic resources,

Whether Malawl would achieve the results projected for the current
account in the present fiscal year and indeed a sustainable balance of
payments in the medium term would depend on continued import restraint,
Mr. Taylor went on. In 1982, capital inflows had fallen off, and imports
had had to be curtalled following the slowdown in the major luvestment
programs. The authorities should avoid initiasting unnecessary prestige
projects and unessential development spending, if imports were to be kept
under control without seriously damaging the economy.

The more the authorities corrected the underlying current account
deficit, the less they would need to resort to burdensome fiscal measures,
Mr. Taylor noted. Thus;~they should continue to be flexible in their
exchange rate policy. The April 1982 devaluation of the kwacha had been
a welcome step, but since then the real exchange rate had appreciated
slightly. Moreover, neilghboring countries that had recently devalued
thelr currencies might have acquired a substantial competitive advantage
over Malawi. It thus seemed particularly important for the authorities
to maintain a realistic exchange rate and accept the associated increase
in producer prices. Did the staff believe that a further adjustment in
the exchange rate might be desirable?

The debt relief obtained for 1982/83 was gratifying, Mr. Taylor said.
The authoritier were to be commended for having taken the unusual step
of requesting rescheduling before they had incurred any payments arrears,
a gsensible and timely procedure. They should press ahead to conclude
agreements with commercial banks under which the bulk of commercial debt
due in 1983 would be rescheduled over the coming two years.

Successful completion of the current stand-by arangement would be
vital to providing a sound basis for medium—term adjustment efforts
supported by the Fund, Mr. Taylor considered. There was a question about
what form any further arrangements might take. The authorities had
requested an extended arrangement, but a further one-year or perhaps a two-
year stand-by arrangement might he considered. Perhaps the staff could
comment in a preliminary way on the form of future Fund support for Malawi.
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In any event, he welcomed the continued involvement of the World Bank
through a structural adjustment loan, which should make a useful contri-
bution to the development effort in Malawi in the medium term.

As the balance of payments need was manifest, and the test of coopera-
tion had been clearly met, he had no difficulty in supporting the request
for a purchase under the compensatory financing facility, Mr. Taylor
stated. The projections underlying the export shortfall appeared realistic,
as did the price projection for tobacco in the postshortfall years. The
fall in the volume of tobacco exports in 1982 had been attributable mainly
to factors beyond the authorities' control. In addition to transportation
difficulties, expectations of a revival in Malawi's tobacco sales after
the devaluation of the kwacha had been frustrated by the decision in
Zimbabwe to adjust the price of tobacco. As the price change had been
equal to the full amount of Malawi's exchange adjustment and had occcurred
on the same date, it had effectively nullified any advantage in tobacco
sales coming to Malawi from the devaluatlon of the kwacha.

Mr. Prowse commented that, in reading the staff report, he had been
impressed by the frank statement on page 9 that Malawi's representatives
had initially been reluctant to take further fiscal measures because of
what they had regarded as the severity of the existing budget. The staff
went on to say that the authorities had then been convinced that an
unsustainably large budget deficit would have an adverse impact on the
economy and the external situation; in recognition of which the authorities
had decided to take several measures outlined in detail in the paper.

As he understood it, the kwacha had been pegged to the SDR since
1975, Mr. Prowse went on. From October 1980 to March 1982, it appeared
to have appreciated by about 11 per cent in real terms. In April 1982,
it had been devalued by 15 per cent, but had since appreciated again.
Did the staff believe that a discrete adjustment, rather than movement
within the basket, might be worth considering as an aid to Malawi's
competitiveness?

The authorities had taken a commendable attitude toward the budget
deficit, Mr. Prowse noted. Moreover, the current account deficit was
to be reduced from almost 18 per cent of GDP in 1982 to about 11 per
cent in 1983. What possibilities did the staff see for export diversi-
fication? What were the chances of finding other transport routes?
Otherwise, he supported the review and the ceilings for the forthcoming
period. :

In 1981 Malawi had made a purchase of SDR 12 million under the
cereal imports decision; therefore all further purchases under the compen-—
satory financing facility in the next two years had to come under the
cereal imports decision, Mr. Prowse noted. Because Malawi's export short-
fall of SDR 16.9 million was offset by an excess of SDR 4.1 million on
cereal imports, there was another offset to avoid double compensation for
the buffer stock drawing made in December 1982. Malawi was the first case
in some time in which there had been an offset under the cereals decision,
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and the shortfalls were largely the result of developments beyond the
authorities' control, such as world commodity prices and transport problems.
By any stringent measure, it was also evident that Malawl met the test of
cooperation with the Fund because of its existing stand-by arrangement.

Miss Diallo observed that the adjustment initiated by Malawi under
the August 1982 stand-by arrangement was progressing satisfactorily; the
authorities had shown a will to implement the program, and the criteria
had been fully observed. She was therefore confident that the strong
commi tment would remain in force in coming years and that the authorities
would find solutions to the country's economic and financial imbalances.

Given the difficulties facing Malawi, a medium—term program putting
more emphasis on the supply side of the economy would be better adapted
to the country's situation, Miss Diallo said. She was confident that the
authorities would persevere within the framework of the medium-term
arrangement to make the required adjustment and meet all conditions
required for continued support from the Fund. Accordingly, she lent her
full support te the proposed decisions.

Mr. Dallara noted that the authorities had successfully carried out
a number of measures under the current stand-by arrangement, which, with
the absence of drought the previous two years, had contributed to a
number of improvements in the economy of Malawi. The authorities were
to be commended for their efforts. He was Iin general agreement with the
staff appraisal and supported the proposed decisions.

Like Mr. Taylor and others, he particularly commended the authorities
for deciding to implement additional measures that would reduce the revised
projected deficit during the current fiscal year in response to the adverse
developments that had occurred, Mr. Dallara went on. In taking those
measures, the authorities had been able to keep the deficit at about 7 per
cent of GDP, no small accomplishment under the circumstances. Nevertheless,
the two-year program agreed between the Fund and the authorities in May of
1980 had originally envisaged a budget deficit in 1981/82 of about 6.8 per
cent of GDP.

On monetary policy, he was not concerned about the revisions made in
credit cellings in the light of changed external circumstances and fiscal
developments, as long as the authorities met the revised targets, Mr. Dallara
remarked. In that connection, he had been pleased to hear the latest
Information concerning Malawi's fiscal and credit performance. He was
also pleased to note that interest rates were positive in real terms. How—
ever, he agreed with the staff that the spread between deposit rates and
lending rates was a source of concern and could merit additional attention.

With regard to corporations in the large private sector, he fully
supported the staff view that recrganization of those corporations would
be an important part of the country's adjustment effort, Mr. Dallara said.
The measures already taken in that direction were welcome, and he urged the
authorities to continue their efforts to strengthen the operations of those
organizations.
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As Mr. Taylor had noted, the Malawian authorities had been partic-
ularly farsighted in initiating discussion with both the Paris Club and
the London Club to reschedule debt coming due in 1982 and 1983, Mr. Dallara
observed. The amount of debt relilef obtained, although somewhat less than
previously foreseen, had made Malawi's debt service obligations for 1982,
1983, and 1984 more manageable. However, his authorities viewed with
concern the rescheduling fee of 2.18 per cent, which appeared high even
In present circumstances. His authorities had also noted the differences
in treatment accorded to official and commercial creditors under the
rescheduling agreements. Moreover, while recognizing the need to make
certain assumptions concerning future debt relief operations in order to
develop a medium-term debt scenario, his authorities had pointed out the
difficulties in making any assumptions regarding future action by the
Paris Club.

On Malawi's medium-term economic prospects, he was glad that the
World Bank was formulating a broad-range mediumterm program, Mr. Dallara
continued. After reviewing the past efforts and future needs relating to
structural adjustment in Malawi, he was uncertain whether an extended
arrangement was the most sultable vehicle by which the Fund could support
Malawi's adjustment efforts. On page 18 of EBS/83/27, the staff had
referred to the need for further structural adjustment. It had struck him
that, after an initial two-year program with the Fund, and halfway through
another stand-by arrangement, the authorities had yet to come to grips
with some of the central structural issues.

A study of the fiscal system, including the yield of present tax
measures, should be conducted, Mr. Dallara remarked. Like other Directors,
he would also appreciate additicnal informaticn con the possibilitles for
diversification of exports and improvements in productive efficiency.

Given the extent of the authorities' efforts, the statements in the staff
appraisal on those points appeared to be rather general.

He supported the proposed decision on the request for a drawing
under the compensatory financing facility, Mr. Dallara commented. However,
he would have appreciated more information on the extent to which changes
in maize prices had contributed to the groundnut shortfall. Furthermore,
he had found it difficult to relate the balance of payments table in
EBS/83/28 to the balance of payments table in EBS/83/27.

In conclusion, the authorities' effort under the ad justment program
had been impressive, in view of the difficulties that they had faced,
Mr. Dallara said. He would urge them to persist in those efforts, which
would bring about positive results in a number of fields.

The staff representative from the African Department explained that
the data in one of the balance of payments tables were expressed in U.S.
dollars, while those in the other were expressed in SDRs.

The importance of the parastatal sector Iin Malawi, both public
corporations and the quasi-corporations, was such that the staff had paid
a great deal of attention to it, the staff representative continued. The
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major parastatals were ADMARC--the Agricultural Development and Marketing
Corporation; ESCOM——the electricity corporation; the Malawi Development
Corporation; the Malawi Housing Corporation; the Water Board; and a large
private corporation that was in some respects a quasi-public corporation.
Studies of each of those major institutions had been completed, and some

of the recommendations had already been implemented, including a change

in management. In many of the large institutions, both the boards of
directors and the managing directors had been replaced. The new appointees
had been selected more on the basis of technical and financial criteria.
Furthermore, increased emphasis had been placed on financial accounting,
regular reporting by subsidiaries to the holding companies, and regular
reporting by the holding companies to the Government. 1In 1980, a depart-
ment had been created to concentrate on the activities of various public

sector corporations.

On the price front, the fares of Air Malawi had been increased in
1982, the staff representative recalled. Many of the airline’s routes had
been closed down; the only major routes remaining open were those to South
Africa and other countries in the region. Electricity and water rates had
also been increased earlier in the year, and there was a proposal to
increase them again. A more difficult area was the rationalization of the
subsidiaries in which major holding companies had Interests. In other
plans discussed with Fund and World Bank staff, the authorities were
proposing to examine each of the subsidiaries carefully, close down the
loss-making ones that were unlikely to become profitable in the near term,
and reorganize the remaining subsidiaries under more efficient management.
Both the staff and the authorities recognized that the success of those
endeavors was vital to regenerating the economy in the medium term.

An exchange rate adjustment had been made in April 1982, but in
effective terms the kwacha had appreciated somewhat since that time, the
staff representative explained. The staff planned to discuss the appre-
ciation with the authorities, since a reasonable appropriate exchange rate
was vital to maintaining the competitiveness of Malawi's exports on inter-
national markets. One possibility was to peg the kwacha to a different
basket, and another possibility was to make discrete and periodic adjustments
in order to prevent the effective exchange rate from appreciating over time.

The diversification into sugarcane in the late 1970s had been intended
to decrease Malawi's dependence on tobacco exports, but the international
price for sugar had fallen recently, just when the country was beginning
to produce large crops of sugarcane, the staff representative explained.

In the medium term, there was a possibility of encouraging cotton, as

Malawi had formerly exported much more cotton than it did at present. The
lack of incentives for cotton exports meant that the domestic use of cotton
had accounted for much of the crop and left a smaller supply available for
export. Malawi had also exported many more groundnuts in the past than at
present. With suitable price incentives, the authorities might well succeed
in improving groundnut production.
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Malawi was landloc se rail la
through Mozambique, the staff representative noted. From the rder, it
was 300 kilometers to Beira and 600 kilometers to Nacala. By comparison
the route to Dar es Salaam was 1,500 kilometers, and, through Lusaka to
Dar es Salaam, 2,000 kilometers. Transportation difficulties had been
examined under several programs; the United Nations Development Program
was examining whether Malawi's transportation network could be linked to
the networks in Zamblia and Tanzania, and whether links through Zimbabwe

to ports further south would be feasible.

v
7

In light of Directors' observations that the Fund might consider a
new program with Malawi, they should recall that, since independence in
1964, the authorities had correctly emphasized agriculture and agro—based
industries, the staff representative continued. Those policles had served
Enéﬁ W_e.l..L Ull(ll [ﬂe .Lal:E .I.B‘IUE: Wnt:ll a numner DI Ia(-ltf)-fg, DULIl GGEIESE.I.C anu
external, had created difficulties that the country was now experiencing.
Because policy was based on agriculture, a medium-term framework was more
sultable for discussing development policies. The World Bank was now
considering an arrangement of about $535 million, under which Malawi was
preparing a three—-year investment program. The World Bank would be seunding
a mlission to Malawi in late April or early May 1983 to discuss the invest-
ment program, The Fund staff considered the program appropriate to enable
the needed policies to be implemented.

There were few solutions in the short term to Malawi's transportation
difficulties, especially if the lunsurgent activity in Mozambique should
continue, the staff representative remarked. The restructuring of public
sector corporations and quasi~public sector undertakings would require the
appointment of new managers, the introduction of new accounting systems,
the closing of inefficient subsidiaries, and the use of new management
techniques to improve the efficiency of production. Those goals might be
easler to cousider in the medium term. Some of the specifics to be con-
sidered would include the rationalization of the domestic distribution
system for agricultural products, since at times the collection and
distribution of products had been undertaken more for social and political
reasons than economic ones.
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tive said. Because of Malawi s fiscal problems during the past few years,
the practice had been to order fertilizer only at the start of the growing
season. Under a program with the International Fund for Agricultural
Development, the proposal was to order fertilizer regularly throughout the
year in order to have assured supplies at the start of the season.
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One last point mentioned by the Executive Directors was pricing
policies, the staff representative from the African Department concluded.
The staff considered that appropriate exchange rate action was useful to
help the marketing agency raise producer prices and still maintain financial
viability. In that light, the shift to maize that had taken place in 1982
might in hindsight appear to have been unduly large. At the time, it had
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had to import some maize. At present, there might be room for a shift to
other crops for export.

rr

The staff representative from the Research Department noted that
Malawi had been the first country to make a request under the provisions
for the compensatory financing of fluctuations in the cost of cereal
imports, in September 1981, That purchase had been based on an excess
in cereal import costs partly offset by an excess in merchandise exports.

By contrast, as noted hv Mr. Pregge, the present request was basad ¢on an

export shortfall that was partly offset by an excess in cereal import costs.
The aggregate amount of purchases outstanding by Malawi with respect to

both cereal export costs and merchandise exports would, if the present
request were approved, be 102.8 per cent of quota, of which 97.5 per cent
would be in relation to exports and 5.3 per cent would be in relation to
cereal import costs.

Mr. Abiad noted that, in Table 1 of EBS/83/28, net services and
transfers for 1982 seemed to have been estimated at SDR 87.2 million, yet
the figure in the balance of payments table on page 5 of EBS/83/27 was
about $141 million. Could the staff explain the difference?

The staff representative from the African Department explained that

: tahla rh +nff had dnanlndad 3 - £ P kb v
in one tablie Lhe stall nad inciuded private transiers in tae current

accounts, while in the other the staff had had separate entries for
private transfers and official transfers.

The staff representative from the Research Department added that in
EBS/83/28, which dealt with the use of Fund rescurces under the compensatory
financing facility, the staff had felt it preferable to show the balance of
payments table in SDR terms, since all the calculations were made in SDRs.

Mr. Sangare recalled that the authorities had adopted a strong stance
to ensure effective control of state enterprises: subsidies had been cut
and tariffs raised. Meanwhile, they had been examining recently completed
studies with a view to taking suitable action. On exchange rate policy,
Malawi's competitiveness had remained generally satisfactory since the
devaluation of the kwacha in April 1%982. Nevertheless, the authorities
would be willing to review any new developments within the context of a
possible successor arrangement.

Substantial increases in producer prices had been awarded in the
most recent growing season based on a formula agreed with the World Bank,
Mr. Sangare continued. The authorities felt that smallholders should be
insulated, as far as possible, from excessive swings in commodity prices
on world markets. Accordingly, they continued to guarantee a certain

minimum price for smallholder production. As for tobacce, the authorities
had developed a scheme for making a second payment to producers when the
Marketing Board obtained a favorable price on the auction floor. In 1982,
farmers had been awarded such payments, although they had been small.
Meanwhile, the authorities had indicated a willingness to review producer

prices whenever necessary.
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The Chairman made the following summing up:

Executive Directors have generally agreed with the view
expressed in the staff appraisal in the report for the 1982
Article IV consultation and the review of the stand-by arrange-
ment. Directors welcomed the fact that after the siippages
observed under the previous two-year stand-by arrangement,
when budget expenditures had been permitted to increase at
unsustainable rates, and when substantial foreign commercial
borrowing had taken place, the authorities had performed better
under the current stand-by arrangement.

Fiscal performance in the first half of the current fiscal
year, 1982/83, April to March, had been 1in accordance with the

objectives of the arrangement, and the authorities had recently
taken measures to ensure that despite renewed transportation
disruptions and the need for some extrabudgetary expenditures,

the fiscal targets for the fiscal year as a whole would be
observed. The Malawlan authorities were commended for their
courageous fiscal action under difficult circumstances. Directors
noted that the Paris Club and the London Club had responded to

the timely requests of Malawl for debt rescheduling, and that

the rescheduling exercise would effect some relief during the

next two years.

Notwithstanding the improvement In the current fiscal year,
the economic situation remains difficult. Directors noted that
the real rate of economic growth was low, that the scope for
future increases Iin budget revenue appeared to be limited, and
that the debt service ratio wae projected to remain somewhat high.
The external current account deficit for 1983 would still run at
a2 rate of about 10 per cent of GDP. In this situation, the
Directors agreed with the staff that a sustained adjustment
effort was needed. Malawl should implement measures to improve
the efficiency of production and to promote export diversifica-
tion. TImportant measures in this regard would include appropriate
producer prices, Implementation of a realistic exchange rate
and of flexible iInterest rates on deposits, as well as adequate
demand management measures and the containment of wage increases
to improve the competitiveness of exports and to strengthen the
budget.

The need to avold public expenditure for prestige projects
as well as nonpriority capital expenditures was stressed. The
need to improve the efficiency of the tax system to increase its
vield and to identify possible new sources of revenue was also
underscored. The reorganization of the operations of the para-
statals and the strengthening of their financial position were
also regarded as important and urgent. Finally, Directors urged
Malawi to address its structural problems constructively with
the support of approprilate arrangements with the World Bank and
the Fund.
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The Executive Board then took the following decision:

Decision Concluding 1982 Article XIV Consultation

1. The Fund takes this decision 1n concluding the 1982
Article X1V consultation with Malawi{ in the light of the 1982
Article IV consultation with Malawi conducted under Decision
No. 5392-(77/63), adopted April 29, 1977 (Surveillance over
Exchange Rate Policies).

2. The Fund notes with satisfactlion that Malawi continues
to maintain an exchange system which is free of restrictions on
payments and transfers for current international transactions.

Decision No. 7345-(83/40), adopted
February 28, 1983

Review Under Stand-By Arrangement

1. Malawl has consulted with the Fund in accordance with
paragraph 4(b) of the stand~by arrangement for Malawi and para-
graph 3 of the letter from the Minister of Finance of Malawi,
dated June 11, 1982, attached to the stand-by arrangement for
Malawi (EBS/82/126, Sup. 1), and in order to review progress
under the program and reach understandings with the Fund regarding
policies and measures that Malawi will pursue during the remaining
period of the stand-by arrangement.

2. The letter from the Minister of Finance of Malawi dated
January 24, 1983 shall be annexed to the stand-by arrangement for
Malawi, and the letter of June 11, 1982 shall be read as supple-
mented bv the letter of January 24, 1983. Accordingly, the under-
standings referred to in paragraph 4(b) of the stand-by arrangement .
for Malawi relating to domestic assets of the banking system and
net bank credit to the Government shall be those described in
paragraph 4 of the attached letter of January 24, 1983. Moreover,
with respect to exchange rate policies, the Fund finds that no
further understandings are necessary.

Decision No. 7346-(83/40), adopted
February 28, 1983

Purchase Transaction - Compensatory Financing Facility

1. The Fund has received a request from the Government
of Malawi for a purchase of SDR 12.2 million under the Decision
on Compensatory Financing of Fluctuations in the Cost of Cereal
Imports (Executive Board Decision No. 6860-(81/81), adopted
May 18, 1981).
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2. The Fund notes the representation of Malawi and approves
the purchase in accordance with the request.

3. The Fund waives the limitation in Article V,
Section I(b)(1iii).

Decision No. 7347-(B3/40), adopted
February 28, 1983

2, BRAZIL - 1982 ARTICLE IV CONSULTATION; REQUEST FOR EXTENDED
ARRANGEMENT; AND USE OF FUND RESOURCES - FIRST CREDIT TRANCHE,
AND COMPENSATORY FINANCING FACILITY

The Executive Directors considered the staff report for the 1982
Article IV consultation with Brazil, together with a request for an
extended arrangement equivalent to SDR 4,239,375 million and for a purchase
in the first credit tranche equivalent to SDR 249.375 million (EBS/83/33,
2/11/83; and Sup. 1, 2/24/83; and Sup. 2, 2/25/83). In addition, they
took up a request by Brazil for a purchase equivalent to SDR 466.25 million
under the compensatory financing facility (EBS/83/38, 2/16/83; Sup. 1,
2/25/83; and Sup. 2, 2/25/83). They also had before them a report on
recent economic developments in Brazil (SM/83/33, 2/15/83).

The Chairman said that he had recently had the opportunity to review
with the Braziliam authorities the economic program to be discussed at the
present meeting. His discussion with the Minister of Planning and the
Governor of the Central Bank, among other people, had conveyed to him the
determination of the Brazilian authorities to implement a far-reaching and
difficult economic program.

Three main points had emerged from the discussion, the Chairman
continued. First, interest rates for bank credit to agriculture were
determined at the beginning and middle of each calendar year for the
following six months according to then-anticipated rates of inflation;
thus, the real rate of interest for agricultural loans was likely to be
negative by a wide margin during the first half of 1983. Higher rates of
inflation were now projected in the wake of the recent devaluation of the
cruzeiro, which had not been foreseen when Iinterest rates had been set for
the first half of 1983. The Brazilian authorities had pointed out during
the discussion that legal provisions prevented them from revising the
interest rate immediately, which would have been the best course of action.
In any case, because of seasonal factors, only about 25 per cent of total
agricultural credit was normally disbursed during the first half of any
yvear. He had reached an understanding with the authorities that the
implicit additional subsidy likely to arise during the first half of 1983
would be offset by a higher rate of interest on agricultural loans in the
second half of the year. In other words, the subsidy derived from the
higher inflation would be offset later by further increases in the interest
rate. Thus, for the year as a whole, the results projected at the begin-
ning of the negotiations would be attained.



EBM/83/40 - 2/28/83 - 18 -

Second, the cost of the currency devaluation would be passed through
in full within a short time, the Chairman said. Products particularly
affected would include oil and wheat, the pricing of which could have a
major impact on Brazil's balance of payments. In the future, prices of
those products would be raised gradually in real terms so as to eliminate
any remaining subsidies. He had been assured that the authorities would
not shy away from the principle of passing through the local costs stemming
from the devaluation.

Third, the authorities had restated their determination to implement
tight incomes policles, the Chairman pointed out. Not only was the wage
formula, as modified in late January 1983, expected to result in a decline
in real wages during the year, but the authorities were also determined
not to change the rate of increase of national nominal wages, which had
been reduced for employees of the central administration before the
devaluation had taken effect, despite the likelihood that during 1983
inflation would be higher than earlier foreseen. The authorities had also
reiterated their intention to issue guidelines to labor courts to prevent
the granting of adjustments for productivity increases that were often not
geared to gains in real productivity.

The financing package for Brazil had attracted a great deal of interest
during the previous few months, the Chairman said. He had asked various
commercial banks to give him a written reply in order to be able to give
the Executive Board the proper assurancesg that the program for Brazil would
be financed.

The Deputy Managing Director explained that contractual legal docu-
ments had been signed between the international banking community and the
Brazilian authorities with respect to Projects 1 and 2. Under Project 1,
a full $4.4 billion of mediumterm lending had been formally arranged
for Brazil. Under Project 2, a rearrangement of maturities in bank lend-
ing amounting to about $4 billion had been formally arranged.

Project 3 and Project 4 were of such a nature that formal contracts
would not be signed by the authorities and the banks, the Deputy Managing
Director continued. However, by February 25, total commitments under
Project 3, dealing with export or import credits, had reached $10 billion,
even though the initial expectation had been for $8.8 billion. Thus,
Project 3 had been oversubscribed by more than $1 billion.

Project 4 concerned interbank deposits outstanding in agencies or
branches of Brazilian banks, the Deputy Managing Director remarked. On
the basis of a consistent set of figures, those deposits had been about
$9.2 billion at the end of June 1982 and had reached a low point at the
beginning of February 1983 of about $5.8 billion, a reduction of well over
$3 billion. From the low point at the beginning of February, the outstand-
ing balances had risen to about $7.3 billion by the previous Wednesday,
the weekly reporting day. established by the banks. Thus, an increase of
a full $1.5 billion had taken place, and, since that time, the ocutstandings
under the interbank project appeared to have reached perhaps $7.5 billion,
the intermediate target established by the banks.
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As the Managing Director's telex had indicated, there would still bhe
a question of at least $1-1.5 billion that might be needed during the
course of 1983, the Deputy Managing Director explained. At least infor—
mally, the banks seemed to be quite open to the possibility of returning
to Project 1, the medium~term commitment project.

Mr. Kafka made the following statement:

The Brazilian authorities are deeply grateful to the Managing
Director, the Deputy Managing Director, and the staff for the
unstinting help they have gilven us and for the excellent work
they have done in carrying out the negotiations on the extended
arrangement and in preparing the papers before us.

I would like to recall that this is the first time since
1965 that Brazil has requested a drawing on the Fund in the
credit tranches and also the first time since 1965--except for
the first compensatory tranche drawn Iin December 1982--that
Brazil has requested any drawing on the Fund. Brazil has had no
drawings outstanding in the credit tranches since 1966 and has
been a net creditor of the Fund from 1970 to end-1982. As the
staff notes, Brazil did negotiate a succession of one-year first
credit tranche stand-by arrangements until 1973, but did so for
the sole purpose of malntaining the same type of intensive
relations that would exist under a genuine stand-by arrangement.
It was then decided, by mutual agreement, that these intimate
relations could be maintained even without a stand-by arrangement,
and they have been so maintained-—with almost regular twice-
vearly missions—-ever since. Obviously, the close relations
between the Fund and Brazil were helpful not only in formulating
our policles throughout the past 19 years but also in making
posgible the quite exceptional speed and smoothness with which
the negotiations for an extended arrangement could be concluded.

The causes of the present crisis, which motivate the extended
arrangement and the purchase under the compensatory financing
facility, are well described by the staff. I would stress
particularly the 1982 deterioration in the world economy and
the liquidity crisis that burst upon Latin America toward the
end of August. Until then Brazil had been borrowing in the inter—
national capital markets at a gross rate of about $1.3 billion
a month, and, in fact, in August alone, loans of $2 billion had
been negotiated. If the original rate of borrowing had continued,
which at that time there was every reason to expect, there would
obviously have heen no, or only a minor, reserve loss in 1982.

Irrespective of the liquidity crisis, the Brazilian author-
ities had already decided to reinforce their efforts to reduce
the current account deficit. After the liquidity crisis, the
authorities moved expeditiously to accelerate their program.
Actually, the essence of the foreign sector program agreed with
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the Fund was approved by the National Monetary Council and
published on October 25, 1982, The monetary budget incorporating
the credit ceilings was published on October 16. The federal
budget was submitted to Congress on August 30 and approved on
December 6, and the budget of the state enterprises was published
on December 28. Changes were made in these budgets in connection
with the recent maxidevaluation that are consistent with the
modifications of the Govermment's economic program described in
the staff papers.

The nature of the program is well described in the staff
paper, and 1 shall have only a few words to add. Immediately
after the liquidity crisis of August 1982, we scaled down our
forecast of resources available to us from the international
capital markets. Everything had to be adapted to the amount of
sustainable foreign funding available to finance the current
account deficit. There was no escape from the consequenf radical
speedup of our adjustment program despite the heavy burden that
such a program would unavoidably place on our economy and our
people. The amount of resources available from the capital
markets was established on the basis of understandings with our
principal international bankers, and we and they agreed from
the outset that these forecasts must be conservative in order
to make sure that the program would hold. The Fund mission——
working from the same sources—-had no difficulty in agreeing to
the current account deficit established in our program for 1983,
Everything else in the program is a corollary of the current
account limitations, which in turn derive from the internmational
economic and liquidity crises.

The basic thrust of the program is a switch from foreign to
domestic savings. This is the essential structural change that
must be brought about. The switch is indispensable in order to
assure employment and an improvement in the standard of living
of our growing population in the future. Because of the limita-
tions of the international capital markets, which have come upon
us more rapidly than we expected, the first year of the program
will be one not only of reform but of great tightness. But in
view of the flexibility and broad resource base of our economy,
we agree with the staff that already in the second year of the
program a much better growth rate should be achievable. The
extent to which all this will be possible will, of course, depend
on the recovery of the world economy. One can assume that, at
least for the time being, the world economy will not impede the
modest growth of our exports that underlies the program. But
more generally, in an economy of continental size like ours, the
impact of the behavior of the world is necessarily less constrain—
ing to growth than it would be in a smaller country or one less
well endowed with resources tham Brazil. The way we propose to
g0 about this basic structural change is clearly set out in the
staff papers. It is a multifaceted approach that from the outset
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relies not only con demand restraint, but on other policies to
bring about the necessary increase in domestic savings and to
contribute to increasing efficiency.

At the same time a determined effort is being made to break
the inflationary spiral. The widespread indexing system does
protect the various sectors and classes of the economy against
the most catastrophic but by no means against all effects of
inflation at the same time as it makes combating inflation more
difficult. A drastic reduction in the rate of inflation is,
therefore, an essential part of our program. The recent maxi-
devaluwation, to which I shall return shortly, will necessarily
delay, but not interrupt, the progress against inflation laid
down in the program. I would note that we shall try our best to
remain below the estimates of inflation mentioned in the supple-
mentary paper. In this connection, I would like to stress that
we face complicated technical indexing problems.

The recent change in wage policy merits special emphasis.
The new wage law itself is particularly effective in helping to
bring down inflation in comparison with the former law in the
context of price, supply, and exchange rate shocks. By adminis-
trative action, guidelines will be set so that productivity
ad justment will not create inflationary pressures but reflect
only productivity increases that have actually taken place.

The central objective of raising the domestic rate of
savings, as well as reducing the rate of inflation and removing
distortions that hamper efficiency, will rely largely on an
increase in the current account surplus of the budget of the
central administration and a reduction in the deficit of the
consolidated budget of the state enterprises, as well as change
in the structure of expenditures.

The surplus mentioned will be further increased in terms of
GDP, by measures attendant upon the maxidevaluation, as described
in the supplementary paper. This surplus will be available to
offset the rise in the deficit of the consolidated budget of
state enterprises that have large foreign currency obligations,
although their increase will be met largely by stepped—up price
ad justments in line with the net increase in cost and rate of
inflation consequent upon the maxidevaluation.

The change in the structure of expenditures emphasizes the
rapid elimination of subsidies. 1In this first year of the program,
a substantial reduction in real public sector investment is also
programmed. This however reflects to a large extent the conclu-
sion of major investment projects.

In addition to fiscal policy in the widest sense, major
structural changes are being undertaken in the field of monetary
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policy. While a reduction in the public sector deficit will by
itself reduce pressure on the banking system, the monetary policy
for 1983 is designed to contain credit expansion through quanti-
tative controls and higher interest rates. The main burden of
these rate adjustments will fall on the heavily subsidized
interest rates for agricultural production credit. Only time
will tell whether or to what extent some subsidization through
the federal budget, either of interest rates or more likely of
agricultural inputs, will still have to be maintained in the
light of similar practices by countries that compete with us in
the world expott markets. The credit CEiliﬁgS in real terms have
been substantially revised downward in the context of the recent
maxidevaluation to guarantee its efficacy.

Far-reaching structural changes are foreseen in external
sector policies. The original program aimed at a gradual real
increase of close to 20 per cent of the cruzeiro price of U.S5.
dollars at the end of thls year.

In the meantime, as the Board already knows, the unexpectedly
unfavorable developments in our export and financial markets in
January have forced a change in our original intentions, i.e., a
maxidevaluation, in order to ensure achievement of the crucial
trade surplus of %6 billion. The periodic minidevaluations will
continue In line with domestic inflation. The maxidevaluation
is far in excess of the rate of real depreclation of the U.S. dollar
originally foreseen for 1983 and should give a strong stimulus
to exports. The maxidevaluation of 1979 produced its effects on
exports rapidly. The size of the present maxidevaluation comprises
a safety margin because the devaluation should give confidence
to the market that it would not need to be repeated in the fore-
seeable future. We believe that the present major devaluation,
in the context of present expectations of developments in the
world economy, is more than adequate for this purpose. At the
same time as they announced the devaluation, the authorities,
therefore, announced their intention at the appropriate time of
reviewing the multiple currency practices affecting trade and
current payments as well as the temporary export taxes that have
been iwmposed on certain primary products, the planting season for
which has passed. But, obvicusly, the timing of any change cannot
be determined at the moment but must await the lesson of experience.
Some of the measures to be eliminated may be replaced by measures
outside the exchange system., During the first year a number of
minor restrictions and multiple currency practices are to be
eliminated, and, as noted in the report, a start has already been
made in this area.

The program foresees a considerable reduction in imports.
Part of this reflects the reduction in petroleum imports where
substitution by local fuels or sources of energy stimulated by
the policy of adjusting import prices promptly to exchange rate
changes plus a fall in the international price of oil are likely
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to bring considerable relief. The reduction in the value of
non—-oil imports 1is substantial. However, the effect of the cut
should be seen in the context of the experience of the mid-1970s.
Since that time, it has been clear that there is no stable
relationship in Brazil between real nonpetroleum imports and GDP
growth, in view of the continued development of import substitution.
Owing to the broadening of the resource base since then and the
substantial underutilization of capacity, it is likely that the
level of output today is even more independent of imported raw
materials or intermediate inputs than in the 1970s. Reduced
capital goods imports will affect future but not current growth
rates. The debt problem is also well described in the paper.

Altogether, therefore, we feel that our program, with the
assistance of banks and the Fund, should make it possible to re-
establish Brazil's credit and therefore lay the ground for next
year's and subsequent years' recovery.

Brazil is in close contact, as it has been at all times, with
the World Bank. A World Bank mission recently visited Brazil and
discussed with the authorities the Government's economic program
for 1983-86. The mission took the view that the Government's
program was consistent with the objective of reaching a sustain-
able balance of payments situation over the program period and
indicated its disposition to increase substantially its level of
lending to Brazil over the next three years, particularly in the
form of quick-disbursing so-called sector and supplementary loans.

There is no question that Brazil has a difficult path ahead.
However, as the recent maxidevaluation shows, there is no lack
of preparedness to react with dispatch to the emergence of any
need for action additional to that foreseen in the program.

Close contact with the Fund will be maintained at all times,
even before the review mission which is expected to go to Brazil
in June.

The drawing under the compensatory financing facility is
also well justified by the staff, and I fully agree with the
staff's assessment.

1 would ask, finally, that my colleagues give their support
to our program and our drawings.

Mr. Portas commented that, during the previous few years, Brazil's
economic policies had been dominated by the need to adjust to increas-
ingly unfavorable extermnal developments. Increases in oil prices com-
pounded by rising interest rates, the decline in international commodity
prices, and weak world economic activity had limited the effectilveness
of demand management measures and structural reforms adopted by the
authorities in 1979-81. More recently, the continued unfavorable economic
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environment had contributed to a further weakening of the external position
of the Brazilian economy. The abrupt reduction in the availability of

foreign financing during the second half of 1982 had intensified the diffi-
culties experienced by the authorities in continuing the adjustment effort.

Before commenting on the program itself, Mr. Portas said, he would
like to express appreclation to the Chairman and his associates for the
negotiations in putting together the final package for Brazil. Like other
large developing countries, Brazil would find it of the utmost importance
to continue to receive the support of the international financial community.

The program provided for a substantial structural adjustment to
reduce external and internal imbalances while contributing to increasing
the efficiency of the economy, Mr. Portas remarked. Under present clircum-
stances, that strategy was both necessary and appropriate. In order to
raise public domestic savings, a substantial reduction in the borrowing
requirement of the public sector, from 16.9 per cent of GDP in 1982 to
B.8 per cent in 1983, was contemplated. To that end, several important
policy measures to strengthen revepue and contain expenditure were being
implemented. Thus, for the coming year, revenue of the central adminis-
tration was expected to improve by 3.2 per cent of GDP. The target seemed
attainable, given the large modification recently introduced into the tax
system, including an income tax law, an lncrease in taxes on diesel fuel,
and a substantial reduction in fiscal incentives.

A large part of the adjustment would be carried out by the state
enterprises through pricing policies so as to strengthen their financial
position and improve the allocation of resources, Mr. Portas went on. The
price ad justments already in place and the planned reduction of subslidies
were particularly welcome structural policies consistent with the objective
of making the economy more efficient. Given the magnitude of the price
adjustment during the first year of the program and the effects of the
recent maxidevaluation of the cruzeiro, it would be unrealistic to expect
a more rapid reduction in the rate of inflacion.

On the expenditure side, a strict austerity program called for a
reduction in the wage bill by more than 6 per cent in real terms as a result
of a 65 per cent limit on pay raises for central administration employees,
Mr. Portas noted. The improved wage formula should prove to be of partic-
ular importance in wage determination. The new wage policy would contribute
to reducing inflationary pressures attributable to the link of wage
increases to productivity galns rather than to previous inflation. It
was regrettable, though perhaps necessary, that investment by state enter-
prises would decrease in real terms. In any event, the reduction in real
public sector investment in the first year of the program was largely
attributable to the conclusion of major investment projects.

The substantial reduction in the borrowing requirement of the public
sector, accompanied by appropriate monetary and credit policies, would
contribute to enhancing access by the private sector to domestic credit,
Mr. Portas said. The ad justment in the agricultural interest rates in the
second half of 1983 seemed to be an important element in that direction.
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The gradual approach toward substituting a tariff system for quanti-
tative import restrictions and eliminating exchange restrictions was
realistic, Mr. Portas continued. 1In view of the current imbalances, it
would seem difficult to expect a major reduction or an immediate reversal
of all those measures during the first year of the program. In any event,
the authorities had firmly indicated their intention to eliminate some of
the exchange restrictions in 1983 and, as the situation improved, to elim-
inate the remaining restrictions during the second and third years of the
program.

Finally, the Brazilian authorities were to be commended for their
commitment to contiouing with the flexible exchange rate policy, Mr. Portas
concluded. The recent decision to devalue the cruzeiro evinced the author-
ities' determination to adjust policies in order to obtain balance of
payments targets. Furthermore, the devaluation demonstrated the willingness
of the authorities to adopt any additional measures necessary to achieve
the program's objectives.

Mr. Teijeiro noted that the authorities were showing great deter—
mination in addressing the present imbalances in order to put Brazill back
on the path of sustained growth. In gpite of the current difficult
situation, he was confident about the medium—-term prospects for the
Brazilian economy. Recent external developments, such as the fall in oil
prices and the decline in interest rates, were particularly encouraging
because the Brazilian current account was highly sensitive to such changes.
A reduction of 3 percentage points In interest rates and a fall of $5 in
the price of a barrel of oil would reduce Brazil's current account deficit
from $7 billion to $3 billion.

The adverse conditions prevailing in world markets had compounded
Brazil's problems and shown how externally oriented growth could be
affected by external shocks, Mr. Teiljeiro remarked. In the mid-1970s,
the rise in the price of o0il had encouraged the Brazilian authorities to
adopt a more inward-locking development strategy. Trading restrictions
had been used as a means of supporting weakening current account positions,
and the public sector had expanded its role in allocating economic resources.
The program under consideration contemplated a strong adjustment in key
sectors such as finance and a continuation of realistic exchange rate
policies. The authorities should be commended for the major measures
taken to alleviate the fiscal burden and improve the allocation of resources.

He agreed with the staff that there had to be a return to the economic
strategy prevailing before 1974, Mr. Teijeiro continued. The authorities
should give clear signals to the private sector that a shift was under
way toward a more outward-looking strategy of export—led growth. A reduc-
tion in current trade restrictions and tariffs would be appropriate.
Providing the private sector with incentives to channel investments into
trade-related activities should lead to an increase in domestic savings,
encourage direct inventory investment, and help the economy to adjust while
growing.
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The evolution of wages would be of crucial importance to the program,
Mr. Tei jeiro considered. He therefore praised the recent modification
of the wage formula to allow for more flexibility in setting wages and
the measures taken to moderate the public wage bill. Regrettably, develop-
ments in the money markets had been disappointing to Brazil, and the
financial community should consider giving priority to the country.

In conclusion, he was confident that the program of fiscal restraint
would lead to a successful adjustment by Brazil, Mr. Teijeiro said. The
ad justments in the oil markets and the trend in interest rates should ease
pressures on the country's external accounts. He strongly supported the
requests for the use of Fund resources.

Mr. Lovato stated that one of the crucial aspects of the program was
the possibility of obtaining adequate financing to ensure debt service
payments. He was pleased to hear that most of the needed financing had
been secured, but the situation remained far from comforting. According
to the projections contained in Table 9 on page 23 of EBS/83/33, net
interest payments would be gquite sizable during every year of the program.
The debt service ratio was expected to decrease from the high figure
reached in 1981 and 1982, but it would still remain at a level that he
considered unhealthy. Table 10 showed that the ratio was supposed to climb
again in the second part of the 1980s, a feature that spelled difficulties
for a long time.

A crucial aspect of the package would be the recovery of access to
money markets for foreign branches of Brazilian banks, Mr. Lovato noted.
That approach emphasized the reconstitution of the established quota and
the increase in the Fund's exposure in Brazil. Could the staff say whether,
by so doing, the Fund might not be lending too much of its authority to
sustain features of the Brazilian economy that ought to be changed?

Table 10 of EBS/83/33 indicated that, of the mediumterm debts cutstanding
in 1982, $6.7 billion had accrued to Brazilian banks abroad, a fact that
seemed to indicate that those banks had been borrowing abroad on short
maturities in the money markets to lend in Brazil at medium and long
maturities. The policy was definitely unsound, and it was particularly
dangerous if the banks in question were exposed, as they were, to the

danger of a sudden withdrawal of funds. Thus, Project 4 had indeed restored
the access of Brazilian banks to short—term funds and had helped them to
balance their balance sheets, but serious mismatches of maturities still
existed. Did the staff believe that, once access to money markets had

been re-established, funds would again be available, or might they again

be subject to a sudden withdrawal? Moreover, was it possible to reconcile
that operation with the principle that banks should not mismatch maturities?

On the problem of external management, he would like to know whether
the almost trebled level of external financing for state enterprises
assumed for 1983 was included in the flinancial packages, Mr. Lovato
continued. If not, he would tend to regard as particularly unconvincing
the staff comments on page 18 of SM/83/33 that foreign investors would
lock more favorably on state enterprises because they were able to offer
a better guarantee than private borrowers.
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Analyzing the performance of the public sector was a difficult task,
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Table 14 of SM/83/33 showed without a doubt that the financial position of
the public sector had worsened considerably in 1981 and 1982. C(learly,
the financing requirement of almost 17 per cent of GDP was unsustainable.
That those financing requirements had been revised by more than 3 per cent
in only one month demonstrated elther that the forecast in the staff paper
had been inaccurate or that statistics in Brazil were unreliable. The
sudden appearance of a worrisome deficit in public sector enterprises was

. also surprising. He was led to conclude that, in the past, transfers to

thoge nnrnrnricne had taken n]ann through the Central Bank and had not
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been suff1c1ently broken down In official reports.

The intention of the authorities to keep public sector borrowing in
1983 to 8.8 per cent of GDP was commendable, Mr. Lovato considered, and
would definitely require strong action and a deep commitment. Exception-—
ally, measures normally considered detrimental to the achievement of
self-gufficiency had to be approved in Brazil as they became necessary.
In particular, he was thinking of the export tax, which he hoped would
be only temporary and would be replaced by other fiscal measures as soon
as possible. In general, the revenue collection mechanism was still weak
and in need of reform. He hoped that the Brazilian Government would soon
submit a tax reform to Congress. An extended arrangement was supposed to
tackle structural problems as they arose, and it would be a pity if the
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to bring about the needed structural changes.

The difference between revenue and expenditure in state enterprises
had been steeply increasing in 1982, and would still be about 6.5 per cent
of GDP in 1983, Mr. Lovato continued. He welcomed the authorities’
intention to abolish all subsidies by the end of the program period and
to scale down investment projects as well. It was of particular importance,
then, that the increased costs caused by the devaluation should be passed
on to the consumer,; especially since most of internal consumption came from
imports. The proposed measures went in the right direction, but the public
sector was badly in need of structural reform. He hoped that, during the
next review, the staff would be able to reach understandings in those
aspects as well,

The target set forth in the two papers should be suitable, Mr. Lovato
sald. However, he was perplexed by the lack of understanding between the
Brazilian authorities and the staff on interest rate subsidies. He would
like more infermation on the level of implicit subsidies, whether a change
was expected in view of the higher forecast for inflation, and whether
they were expected to affect the fiscal budget in a significant way.

The favorable results of the devaluation of the cruzeiro on Brazil's
trada ann]nc miahr indicate that a bhoost In external nnmnpririuanaqq

had been necessary, and market expectations had been such as to make the
move unavoidable, Mr. Lovato went on. He was, however, worried that the
move might be interpreted by other countries as a competitive devaluation,



and that it might therefore trigger similar responses from trading partners.
Furthermore, could the staff say whether the authorities intended to
continue to adjust the exchange rate by about 1 percentage point a month
above the rate of inflation, in which case the maxidevaluation would not,

as the staff said, be only in anticipatlon of expected inflatlon rates?
Incidentally, the devaluation was determined on the bagis of the domesric

inflation rate rather than on the basis of the inflation differential between
Brazil and its trading partners. He wondered whether, as a result of that
policy, the Brazilian authorities might be valuing the cruzerio at a rate
higher than was justified by Brazil's competitiveness, which could not be

the best policy for encouraging enterprises to improve productivity.

It was understandable that, in a time of high inflation, the author-
ities should wish to devise wage pelicies, Mr. Lovato remarked. However,
in the experiences of his own country indexation mechanisms linked to past
inflation made no allowance for trade changes or indirect indexation and
were bound to result in shifts in real wages that were inconsistent with
the adjustment effort; such indexation mechanisms tended to act as perpet-
uators of inflation. In Brazil, the modest changes made in the indexation
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was difficult, particularly at a time when the authorities were seeking

to broaden political participation. He would like the staff or Mr. Kafka
to discuss the likelihood of further progress on curbing indexation and

of restraining wages that were not regulated by indexation systems. The
average wage in the private sector and state enterprises was expected to
fall by some 2.5 per cent in 1983, while GDP in real terms was supposed to
fall by 3.5 per cent. In conclusion, he supported the proposed decisions.

The staff representative from the Western Hemisphere Department
explained that the understanding with the Brazilian authorities was that
the future pace of exchange rate devaluation would not be 1 percentage
point a month above the rate of inflation after the maxidevaluation.
Rather, it would simply be in line with the domestic rate of inflation.
It was true that the new exchange rate pUJ.J.Ly was J.J.iu-_'l'y' to result in a
real depreclation of the cruzeiro, higher than the 13 per cent that would
have occurred if the pace of devaluation had been 1 percentage point a
month above the rate of inflation.

Mr. de Maulde recalled that previous Article IV consultations had
provided ample opportunity for stressing the remarkable growth reccrd of
Brazil and its outstanding export performance. During the 1970s, Brazil
had avoided the consequences imposed on most other countries by the oil
shocks, mainly by contracting a large but carefully organized exterior
indebtedness. Recently, the country's external position had been under-
mined by the unfortunate conjunction of at least three factors beyond
the authorities' control. First, the appreciation of the U.S. dollar
had increased amortization of a debt currently in excess of $80 billiocn
and equal to 25 per cent of Brazil's GDP. Second, high international
interest rates had increased the burden imposed on debt service, sc that
at present debt service payments were equivalent to 85 per cent of the
value of Brazil's exports of goods and services. Third, the share of
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imports of energy in total imports had been estimated at over 50 per cent
in 1982. Those developments had made Brazil's position extremely fragile
when the liquidity crisis had emerged in Latin America the previocus summer.

It was both ironic and comforting that Brazil's request for an
extended arrangement had been received when all the factors that he had
mentioned appeared to be heading in a more favorable direction: relative
exchange rates between large industrial countries appeared to be coming
into a better balance; interest rates had come down; and oil prices were
falling in nominal terms, Mr. de Maulde noted. To the extent that those
developments continued over time, they should provide significant relief
to the balance of payments over the life of the program and should there-
fore .enhance its chances for success. Nevertheless, as Mr. Kafka had made
clear, in the near future Brazil would be unable to continue to finance
its economic development through new increases in foreign indebtedness.
Domestic savings would have to match domestic investments if external
accounts were to be put back on a level course. He agreed with other
speakers that rapid success in the financlal program was highly desirable
in view of the deepening external liquidity crisis and the nervousness
of the international banking community. The target set for the first
year of the Fund program would play an indispensable role in building a
degree of confidence without which financing the current account of the
balance of payments in 1984 and 1985 would appear problematic.

During the first year of the program, observers would focus on the
behavior of Brazil's current account, Mr. de Maulde said. Since the
balance of services and transfers was a rather stable element over which
the authorities had little control, Brazil would have to contain imports
to make room for an expansion of exports. The unpleasant but unavoidable
consequences of such a policy would be a decline in GDP in real terms
during the first year of the program as a precondition for the resumption
of growth in future years. To bring about that readjustment, the program
focused on the most dynamic element of domestic demand, the public sector,
whose borrowing requirement had reached 16.9 per cent of GDP in 1982 and
had clearly become inconsistent with available financial resources in
Brazil or outside. The intention was to improve the ratio of revenue to
expenditure and also to correct varlous price disequilibria by eliminating
subsidies and improving the financial position of state enterprises.

Despite those efforts, it was worrying to note that in 1983 state
enterprises, which had originally been expected to require about three
times as much external financing as they had in 1982, would probably
require about four times as much, Mr. de Maulde observed. At the same
time, domestic financing requirements would remain at levels close to
those of 1982, He fully understood the difficulty of interrupting ongoing
projects, but would like to know whether a downward adjustment would appear
feasible in case unforeseen difficulties emerged in the implementation
of the program.

He would also like to know the staff's and Mr. Kafka's opinion about
the likely impact of a rapid and major reduction in subsidies on agricul-
tural production and agricultural exports, Mr. de Maulde went on. He had
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also been disturbed by the Chairman's comment about interest rates for
agriculture. If he had understood correctly, in the second half of 1983
subsidies would be sharply reduced from the level of the first half of
the vear, so that iInterest rates would jump. That decision appeared to
have a number of political as well as €concmic consequences. Could the
Brazilian authorities consider phasing in the Iincrease in agricultural
interest rates by adjusting them in the first part of the year?

Another major element of the program was the wage policy, Mr. de Maulde
noted. Clearly, the authorities had done well to eliminate the old indexa-
tion formula, which would have led to granting wage increases in excess of
past inflation to two thirds of the labor force. However, for the majority
of the labor force, the new formula still provided full compensation against
inflation. The staff had said on page 13 of EBS/83/33 that state enter-—
prises had been instructed to limit the annual growth rates of wage and
salary outlays In each month to the rate of inflation during the previous
12 months. Would not such a provision allow for a more rapid increase in .
wages than originally intended, since inflation was expected to accelerate
in the first months of 1983 as a result of the maxidevaluation? Could
not such a policy, therefore, lead to a higher level of wage and salary
outlays than the formula intended to allow at the beginning? It was unclear
whether the 65 per cent limit on wage increases in the central administra-
tion was a fixed limit that would not allow for any catching up in case
the rate of inflation was effectively higher in 1983 than the assumed rate.
Were wage adjustments to be determined against the national consumer price
index, which was to be modified soon, or against another measure? To what
extent would the new national consumer.price index reflect the effects of
the devaluation on various prices?

The authorities appeared to believe that the February devaluation
would not require any change in the external targets of balance of pay-
ments projections, Mr. de Maulde stated. Did that attitude mean that a
higher level of exchange rate adjustment had been required to achleve the
original objectives, and that those objectives had appeared unrealistic
on the basis of the original exchange rate levels? In their letter to
the Managing Director of February 24, the Brazilian authorities said in
paragraph 2 that the February 21 devaluation represented an advance of the
real depreciation program to take place gradually in 1983. By contrast,
paragraph 9 of the same letter indicated that future periodic devaluations
would take place on the basis of the cruzeiro value of the U.S5. dollar on
February 28-—-thus, on the basis of the postdevaluation rate--and of the
rate of domestic price increases in each quarter. 1In addition, the size
of the periodic devaluations against the U.S. dollar seemed to have been
modified or at least made more flexible. Originally, the authorities had
depreciated the cruzeiro at a rate equilvalent to 1 percentage point a
month above the rate of domestic inflation. According to the new formula,
the real depreciation of 13 per cent a year 1in U.S$. dollar terms embodied
in the old formula would no longer apply. On the other hand, the new
formula did not preclude a set of devaluations leading to a higher rate
of depreciation than the 13 per cent originally envisaged. Could the
staff elaborate?
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Taxes on certain products Iintroduced in the wake of the February
devaluation were viewed as temporary, and a schedule for eliminating them
was to be established by the time of the next review of the program in
August 1983, Mr. de Maulde said. The implication was that such taxes
would extend somewhat beyond next August, and he wondered whether the
timetable was consistent with the nature of the tax described as a wind-
fall tax. Perhaps the windfall profit of certaln exporters would in
fact have disappeared earlier than next August owing to the rate of
domestic inflation. In such an event, the tax would be directly counter-
productive to Brazil's trade balance.

He had noted with some concern that the staff had expressed doubts
about how much the weakening of the oil market could actually benefit
Brazil, because of the particular nature of the arrangements between
Brazil and its foreign suppliers, Mr. de Maulde continued. Could the
staff elaborate on that point? On export projections, the assumption of
a 10 per cent increase in dollar terms appeared to be a middle—of-the-road
compromise between what Brazil's previous record would suggest and the
present slack in external demand. Changes in exports required careful
monitoring. The effects of the February devaluation on the volume of
exports would provide some useful information about the degree of response
of external demand. He hoped that no further delays in the recovery of
the world economy would make such projections overoptimistic.

In conclusion, his authorities appreciated the role that the Chairman
and his associates had played in making the program possible through
difficult negotiations with Brazil's creditors, Mr. de Maulde said. The
program undertaken by the Brazilian authorities was courageous and realistic.
Its success was crucial for the resumption of growth in the economy.

Mr. Schneider expressed support for Brazil's request for an extended
arrangement and for a drawing under the compensatory financing facilirty.
The program as presented in the staff papers was comprehensive, involving
a major adjustment effort by the Brazillian authorities in the budget and
also requiring a major contribution by wage earners in order to bring
domestic demand better into line with the constraints of the balance of
payments.

He thought it curious that the supplementary paper issued to
re—evaluate the program following the major devaluation of February 21
contalined no revision of the balance of payments forecast, Mr. Schneider
said. While the existence of many uncertalnties made it difficult to
produce accurate projections, the size of the devaluation ought to have
called for some revision, especially in the light of the devaluation of
1979, which had triggered a rapid rise in exports. Since the February
1983 devaluation had aimed at achieving more or less the same competitive
position as Brazil would have reached by the end of 1983, he would have
expected the 1983 data to reflect some of the effects of that devaluation.
Nevertheless, the projected export earnings for the first two postshort-
fall years had been adjusted. Earlier estimates for the program had
perhaps been too optimistic, and the program might have gone off track
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unless the authorities had strongly reacted by devaluing. Could the staff
elaborate on those points? Had the possibility of an early devaluation
been discussed with the Brazilian authorities during the negotiations?

The attempt to fine—tune the effects of the exchange rate on the
composition of exports by levying export taxes and imposing export subsi-
dies was hardly the best way to achieve an efficient allocation of resources,
Mr. Schneider continued. It was regrettable that export taxes had actually
risen, while other subsidies had not yet been eliminated as planned. He
urged the authorities to refrain from that sort of intervention in the
exchange rate system in the future.

As Mr. Kafka had indicated, the magnitude of the devaluation provided
a safety margin, Mr. Schneider remarked. The main effect appeared to be
to give the authorities an opportunity to raise additional fiscal revenue
to offset the expected large overall budget deficit for 1982. That
approach seemed unusual, and he had doubts about its effectiveness. The
beneficial effects of the devaluation on exports would be lessened by
export taxes, while higher import prices would exert a major effect on
domestic inflation. He therefore wondered whether there were not hetter
means to achieve higher fiscal revenue, especially since export taxes were
expected to be phased out gradually and thus would have to be replaced by
other types of fiscal revenue. "Could the staff explain how the gradual
elimination of export taxes would be compensated? The improvement in public
finances, if realized, would be dramatic and would generate most of the
domestic savings to offset foreign borrowing. However, the staff paper
said little about a possible increase in private savings. Although the
staff had dealt extensively with interest rates on lending, he had been
unable to discover the level at which depositors were remunerated, and
would welcome further information.

He was glad to note that most of the difficulties in securing financ-
ing for the program had been overcome, and he hoped that the banks would
be able to reach agreement soon on the two remaining projects, Mr. Schneider
stated. The Chairman and the Deputy Managing Director deserved high praise
for their efforts in that field. Experience had shown that splitting up
the financing effort into different projects was perhaps not the best
formula because each bank was involved In each project to a different
degree. Could Mr. Kafka or the staff explain how the financing effort for
1984 would be carried out? Was an operation similar to the one for 1983

being considered, or was it expected that the markets would automatically
provide the necessary financing?

Mr. Laske recalled that for two decades the Brazilian authorities
had pursued a development strategy that had made the country one of the
most rapidly growing economies in the world. The heavy reliance on
foreign savings necessitated by that strategy had eventually proved to
be unsustainable and had been accompanied by a gradual decline of both
the investment ratio and the domestic savings ratio. It was tempting to
conclude that, over time, the Brazilian economy had tended to become
consumption—prone. It was currently experiencing a balance of payments
constraint, so that a reconsideration of the policy priorities had become
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unavoidable. The adjustment process embarked upon would not allow domestic
investment to rise again significantly. Consumption and investment had

to be cut back to levels that could be sustained by the available volume

of domestlc savings and a smaller volume of foreign savings.

In 1979, the authorities had been forced to shift priorities from
economic growth to strengthening the external position because foreign
banks had been reluctant to continue providing external financing on the
scale to which the country had become accustomed, Mr. Laske noted. The
authorities had adopted a set of restrictive policles that had led the
economy into a sharp siowdown. The substantial improvement 1o the trade
balance in 1981 had led them to reassume a more expansionary stance, which,
1n combination with the well-known external developments, had led to the
present crisis. The authorities would have to make a sustained effort to
pursue a consistent, comprehensive policy designed in part to regain the
confidence of the Iinternational banking community. Monetary, fiscal, and
incomes policies had to arrest inflationary trends, generate more domestic
savings, and reflect the cost of the devaluation of the cruzeiro. Further-
more, a major reform in the dense network of subsidies, special incentives,
and regulations was required. In combination with the peclicy of accelerating
growth, that network had brought about major distortions in the economy.

He endorsed the proposed program and supported the proposed decisions
concerning the purchase in the first credit tranche, an extended arrange-
ment, and a drawing under the compensatory financing facility, Mr. Laske
continued. Given the unfavorable external environment, the bulk of the
ad justment had to be implemented in the first year of the program to bring
about immediate improvements. The targets set up for the first year and
for subsequent years appeared somewhat ambitious, and he had some doubts
about the feasibility of the program. He attached the greatest importance
to continuous monitoring of Brazil's progress under the reviews provided
for in the extended arrangement.

The core of the program consisted of a strong increase in domestic
savings to be contributed mainly by the public sector, Mr. Laske noted.
The contimuous expansion of the public sector in recent years and its
increasing borrowing requirement had hampered the private sector by crowd-
ing out its credit needs. Successfully redressing that trend should
{mprove the efficiency of the economy as a whole. In that connection,
he welcomed the authorities' attempt to restore a number of public enter-
prises to private ownership. The public sector deficit was supposed to
be cut almost in half, from 16.9 per cent of GDP in 1982 to 8.8 per cent
in 1983, by cutting back public expenditure and by generating additional
revenue. He welcomed the revenue measures taken at the end of 1982, which
were designed to strengthen public finances and to reduce the financing
requirements of the public sector.

Following the recent devaluation, revenue would be further boosted
by newly introduced taxes imposed on primary commodity exports and by
special levies to mop up windfall profits, Mr. Laske remarked. However,
as pointed out by other Executive Directors, those measures could not be




a durable means of generating additional revenue because of their potential
adverse effect on the profitability of exports and because of the multi-~-
exchange rate element involved in those practlices. Therefore, he was glad
that the authorities intended to establish a timetable for eliminating
windfall profit taxes, and he hoped that the delay in eliminating them

The ambiticusness of the fiscal targets meant that public administra-
tion had to be effective, Mr. Laske saild. Regrettably, he had to express
some doubts due to the slippages that had occurred in expenditure at all
levels of the public sector during 1582. He had also noted that the
elasticity of the general government tax revenue had been consistently
less than 1, and that it was impossible to produce consolidated accounts
of the entire public sector. In view of the lack of comprehensive 1infor-
mation, it might be open to question whether the Brazilian Government had
a clear picture of the financial situation of the public sector in its
entirety. To galn such an overview would be essential in order to counter-—
act undesirable developments without undue delay. With that aim in mind,
the authorities might wish to consider expanding their review of the
public finances to examine the relationship between the central adminis-
tration and the monetary authority. It also seemed desirable to redefine
assignments within the public sector to regaln a comprehensive account of
the operations of the Central Government.

As a necessary corollary to fiscal adjustment, the authorities would
also have to maintaln monetary policy on a restrictive course, Mr. Laske
said. To a considerable extent, monetary policy had been used in the past
as a direct tool of resource allocation according to priorities established
by the Government, by providing subsidized interest rates or imposing
credit rationing on some sectors of the economy. The execution of the
Government's programs by the monetary authorities had in his view impaired
a consistent monetary policy. The problem could be solved by reorganizing
the responsibilities within the public sector and by abolishing preferential
and subsidized rates of interest over time, but not too gradually. He
appreclated the steps taken toward deregulating interest rates, but a
number of operations were still subject to rates set by the authorities
at levels significantly below market rates and potentially negative in real
terms. In the light of Mr. de Maulde's comment on agricultural interest
rates, he would like to stress the ilmportance of a monetary policy that
affected all sectors of the economy equally so as to avoid the emergence
of new distortions or the intensification of existing ones.

He welcomed the authorities' intention to tighten monetary policy
further as a support mechanism for the most recent devaluation and to
contain the inflationary pressures that would necessarily result from that
action, Mr. Laske went on. However, he was somewhat puzzled about the
kind of stop—and-go tactics that the authorities appeared to have been
following in the past six months, After increasing the minimum reserve
requirement in December 1982, the authorities had reduced it at the
beginning of 1983. He fully agreed with the staff that it was essential
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for containing credir expansion to raise interest rates on loans to agri-
culture as soon as possible. He also hoped that, following the recent
devaluation, the price for imported wheat would be increased to prevent
higher subsidies from being disbursed by the monetary authority.

With regard to agricultural subsidies, he had not been entirely
assured that an early adjustment would indeed take place, Mr. Laske said.
Mr. Kafka had maintained that only time would tell whether subsidization
would have to be continued. Interest rates for other unsubsidized sectors
of the economy had been high in real terms because the system of frequent
minidevaluations had generated expectations of exchange rate adjustment,
the risk of which had to be covered by correspondingly higher remuneration
on other domestic monetary assets. Normally, interest rates should tend
to decline at present. But Brazil's capital market seemed to be highly
regulated, and a general risk premium probably had to be paid, so that
the impact of the exchange rate change on domestic interest rates might
not be large. Could the staff make any further comments on the matter?

The modification of the indexing scheme for wages could be only the
first step toward the eventual reintroduction of & system of free wage
bargaining, Mr. Laske commented. As pointed out by Mr. Lovate, the present
version of the indexation scheme continued to be based on previous infla-
tion and, although it was more moderate than the previous one, it continued
to have the same built—in disadvantage in that real wages would decline
only when inflation accelerated. At present, the Inflation rate would be
surging ahead as a reaction to the devaluation. On the other hand, should
the rate of devaluation tend tc slow, wages would be a stumbling block,
and profits would be squeezed further. Companies would be forced to resort
to laying off wmore workers. Thus, the authorities ought to make additional
changes in the wage determination formula urgently.

The staff stressed the importance of the real wage bill rather than
the level of real wages, Mr. Laske noted. It was correct to emphasize
the real wage bill with regard to the restoration of profits, but as long
as wages could not reflect the deterioration in the external sector, the
costs in terms of employment could hardly be adequately assessed. He
therefore welcomed the guidelines issued by the Government as a first
step toward making wage settlements more flexible. He also welcomed the
planned modification in the national consumer price index, which was to
exclude the effects of currency devaluation and corrective price increases.
While such a modified indexing scheme was not a totally satisfactory basis
for government decision making, it might help to make the system less rigid
and less inflatiomn-prone.

Ma jor uncertainties were 1involved in the projected development in the
balance of payments, a point stressed by other speakers, Mr. Laske con-
sidered. To achieve a reduction in the current account deficit by one
half in 1983, as was projected, a record surplus on the trade account was
required. The major part of the ad justment was supposed to come from a
substantial reduction in imports. 1In the following years, the improvement
was expected to be made mainly through higher exports. Unfortunately,
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Brazil had directed its trade in manufactured goods increasingly toward
markets in Eastern Europe, oil exporting countries, and countries imn Latin
America and in Africa; for the moment a number of those countries could

no longer be regarded as expanding markets. The development raised the
question whether Brazil's export targets were realistic. On the import
side, by contrast, the recent fall in o0il prices might well increase the
possibility of a more favorable trade outcome. The recent devaluation
should assist in the realization of the programs targets on both the import
and the export side, but both it and the formula used for further mini-
devaluations in the periocd ahead raised some questions. The international
competitiveness of Brazilian goods as commonly measured seemed to have
been restored at the beginning of 1983 after the cruzeiro had experienced
a real appreciation in 1982. The crisis of confidence in the financial
markets had certainly impressed on the Brazilian Government the necessity
to resort to the drastic action of a large devaluation, thus advancing the
consecutive mihidevaluations provided for under the program orginally.

The original performance criterion of depreciating the cruzeiro by 1 per-
centage point a month over domestic inflation seemed to him to be a
competitive exchange rate policy.

The modified criterion was more acceptable, Mr. Laske remarked,
although it still left some questions open with regard to the competitive
advantage that Brazil might gain. The coming minidevaluations were to
be in line with domestic inflation rather than inflation differentials,
and they might thus give rise to further real depreciations of the cruzeiro
of some magnitude. What would the effects of the policy be on Brazil's
competitors who did not provide exporters with special subsidy-like
incentives? It was disappointing that subsidies on export credits and
restrictions on payments abroad would remain in effect for the time being.
He urged the Brazilian authorities to remove those incentives and restric-
tions as quickly as possible. The recent devaluation should give the
Government scope for early action in that field.

The adjustment effort was designed to alleviate the burden of the
debt service, which had taken up more than 85 per cent of export revenue
in 1982, and to achieve sustainable financing of the balance of payments,
Mr. Laske explained. For the first program year, a drop in the debt
service burden to 69 per cent was foreseen, and during the rest of the
program the ratio was expected to decline further, to about 55 per cent.
Thereafter, the debt service ratio would climb again to about 60 per cent,
despite the assumption of a 12.5 per cent annual growth rate of exports,

a projection that clearly demonstrated the seriocusness of Brazil's external
problems. It was also surprising that the staff projections presumed that
Brazil would be constantly contracting short—term debt of $9.5 billion a
year in coming years.

The staff had mentioned the favorable maturity structure of Brazil's
mediumterm and long-term debt, Mr. Laske noted. The obvious need to rely
also on large lines of short-term credit, mostly from an international
market with strict codes of behavior, indicated to him that Brazil was in
fact faced with a maturity problem. The various cables sent from the Fund
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in recent weeks to international banks proved that the maiantenance of those
lines of credit would be crucial for the success of the Brazilian ad just-
nent effort. Those lines would be maintalned only if the actions of the
Brazilian authorities were designed to restore the confidence of inter—
national banks in the authorities' willingness to deal with the problems

in a comprehensive and determined way. In addition, public sector enter-—
prises would have tc make a major contribution to a higher level of domestic
savings. Also important would be the fiscal behavior of the states and
municipalities, which had until recently contributed substantially to the
public sector deficits. Finally, he could agree to the temporary approval
of Brazil's various exchange rate restrlctions, but hoped that the author-—
ities would eliminate them in the near future.

Mr. Erb observed that in the face of an overwhelming balance of pay-
ments constraint in a troubled world economy, Brazil currently faced the
most difficult period of adjustment in its moderm history. In requesting
an extended arrangement under the policy of enlarged access, the authorities
were indicating thelr desire to make a comprehensive adjustment in their
economic policies that would not only restore domestic and external finan-
cial stability in the near term, but would also lay the basis for a more
efficient allocation of resources and a more open economy in the longer
term. He would thus comment not only on the policy adjustments needed to
restore domestic and external financial stability in the short term, but
also on the structural policy adjustments needed.

The economic program for Brazil aimed at substantial ad justments in
the first year and more gradual adjustments in the second and third years,
Mr. Erb observed. As other Executive Directors had noted, the key would
be Brazil's ability to achieve a major reduction in public sector financial
imbalances, especlally during the first year, The elimination of trade
and exchange restrictions, however, was largely reserved for the second
and third years of the program. Brazil's recent major devaluation of the
cruzelro made attainment of the program's external payments objectives much
more likely in 1983 and could even provide a basis for more comprehensive
trade reform later in the year.

In that connection, Mr. Erb went on, the authorities had stated in
their January 6 letter of intent that, should there be a significant decline
in the external value of the U.S. dollar, the resulting real depreciation
of the cruzeiro against the currencies of Brazll's major trading partners
would not lead to any modification of the exchange rate policy described
in paragraph 24, but rather would. be used to reduce exchange restrictions.
As the recent large devaluation had an effect similar to that of a fall
In the exchange rate of the U.S. dollar against the cruzeiro, the author-
ities and the Fund staff should take a close look at Brazil's trade and
exchange restrictions during the mid-term review to see whether financial
considerations warranted an acceleration of reform.

To prevent a resurgence of implicit subsidies and the resulting
unacceptable financial drain, the Brazilian Government should undertake
needed corrections in administrative prices for fuel, wheat, and non-
agricultural goods and services, including utility rates, to reflect the



EBM/83/40 - 2/28/83 - 38 -

increased cost 1n cruzeiros of imports of those items or imports of goods
used in local production of those items, Mr. Erb recommended. Failure to
make timely adjustments and to monitor those prices closely could lead to
serious undermining of the public sector financial objectives. He had
been pleased to hear from the Chairman that the Brazilian Government did
lntend to pass through the effects of the devaluation on domestic prices
in various categories.

He shared the concern of the Fund staff for the inflationary impact
of wage indexatlon in Brazil, since wage and salary adjustments were in
fact tled to past inflation, Mr. Erb continued. The modifications made
in Brazil's wage formula in January-—elimination of the 110 per ceat of
inflation ad Justment for the lowest wage groups——had been a major improve-
ment and provided a sound basis for better controlling the wage formula.
Before the recent devaluation, and on the basis of projected patterns of
world devaluations, the Fund staff had estimated that the new wage formula
would result in real wage increases in 1983 of 2-5 per cent, compared with
the projected 12-15 per cent under the old law. Given Brazil's commitment
to hold the average wage increase to a nominal 65 per cent Iin 1983, repre-
senting an implicit cut of about 7.5 per cent in real terms, it appeared
that substantial cuts in public sector employment would have to be endured
in order to attain the original targets. That problem of perverse eamploy-
ment effects would be largely eliminated as a result of Brazil's major
devaluation. Because of resulting higher inflation, real wages in 1983
probably would not increase, so that a reduction in the real wage bill
could be more easlily accommodated. For those reasons, it was important
that Brazil should not weaken its recent wage formula reform in the face
of possible pressure following the major devaluation. The Fund staff
indicated that the Government of Brazil had cited the planned modification
of the national consumer price index——to exclude the effect of accelerating
currency depreciation and corrective price increases for items such as
fuels and wheat—-as one factor in the expected decline in the real wage
bill. The most recent devaluation required that those planned modifica-
tions should be implemented at once in order to prevent any serious
erosion of the fiscal and monetary budgets.,

Turning to fiscal policy, the quarterly ceilings on the borrowing
requirement of the public sector initially presented in Fund documents
had been reasonably sound, Mr. Erb said. While they had been particularly
stringent for 1983, no alternative appeared to have been possible. While
understanding that the revisions made in those quarterly ceilings had been
required to take intc account the higher costs associated with the recent
maxidevaluation, those revised targets were, if anything, quite generous
in the initial periods of 1983. For that reason, he urged the authorities
to make every effort to stay within those targets within the first two
quarters s0 as to increase the chances of success during the latter half
of the year, when demand on funding and credit typically escalated. Given
the continuing delicate international financial market, Brazil should
attempt to defer any recourse by public sector enterprises to those markets
as much as possible into the second half of the year in order to relleve
pressure on private market borrowers.
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Further efforts should be made to increase public sector revenue,
Mr. Erb contimied. 1In addition to already announced reforms in indexing
tax liabilities and corporate obligations, the Brazilian Government should
glve urgent consideration to other revenue measures such as broadening the
coverage of the value—added tax on manufactures——IPI.

Brazilian monetary policy contimued to be affected unfavorably by the
existence of substantial subsidies to interest rates and special credit
programs largely dependent upon funds from the monetary authorities, Mr. Erb
noted. Although the initial Brazilian program called for a tight monetary
budget in 1983, he was still concerned that adequate policy measures were
not yet in place to ensure successful attalinment of those goals. Although
Braz{l had agreed to increase average rates of interest on investment loans
to 65 per cent, from 45 per cent, he wondered whether even that rate would
be adequate in light of the recent devaluation. Consequently, an immediate
ad justment 1in those rates to offset the devaluation's impact on inflation
was needed. Furthermore, rates of interest should be increased signif-
icantly to offset the higher rate of expected inflation., The January cuts
in the discount rates of the Central Bank and the commercial lending rates
of the Bank of Brazil had gone in the wrong direction. Before the program,
the discount rate had ranged from 47 per cent to 58 per cent, and the
original program had called for the discount rate to be in the range of
105-130 per ceat, but the discount rate was now in the range of 70-93 per
cent. Again, the commercial loan rate from the Bank of Brazil in the pre-
program period had ranged from 60 per cent to 74 per cent; under the
original program it had been expected to be In the range of 80-95 per cent,
but, as a result of the January change, the new rates were in the range of
70-78 per cent. In the monetary field, he was concerned about the decision
taken by the authorities to reduce the legal reserve requirement from the
45 per cent planned the previous October to the old rate of 35 per cent,
but he assumed that the reduction was consistent with the desired growth
rates in overall aggregates. .

The monetary policy component of the program might well be {ts weakest
segment, Mr. Erb sald. For that reason, the authorities should consider
undertaking a comprehensive reform of the financial system to be implemented
at the time of the mid-term review. That reform would have as 1its primary
objective the reunification of Brazil's financial markets: there should
be a reduction in the role of subsidized credit and administrative credit
to permit much-needed expansion in the small free market. The reform would
quickly reduce real average rates of interest in the Brazilian economy and
would lead to far more efficient allocation of scarce financial resources.
Unification of markets through simplifying and reducing subsidized credit
programs could easily lead to major reductlions in the real rates of interest
paid by Brazilian businesses while eliminating the major source of arbitrage
and inefficiency among sectors.

In the meantime, the authorities should be prepared to make major and
timely adjustments in their monetary variables in response to problems in
the coming months, Mr. Erb remarked. They had to be willing to use all
the tools at their disposal, including reserve requirements and discount
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rates, to assure that the monetary targets were consistently attained.

In addition, they should be prepared to make timely adjustments in factors
that might influence the monetary budget, such as fuel prices. Brazil's
experience in 1980 with the so-called petroleum account in the monetary
budget pointed out the danger of neglecting timely corrective measures.

Normally, investment policy was a major element in an extended
arrangement, Mr. Erb continued. He thus found it disturbing that invest-
ment policy with respect to state enterprises would not be reviewed until
1984, While the authorities' general intention to scale down the size of
the public sector and reduce the number of state enterprises appeared to
be prudent, a much more precise description of what should be done with
regard to state investments would be more desirable. He hoped that
progress could be made by the time of the August review.

In the light of the recent devaluation, domestic price and interest
rate adjustments were going to be necessary, Mr. Erb noted. He would
emphasize that the authorities should immediately implement the price
changes so as not to lose any of the momentum in adjustment. As Mr. Kafka
had explained, there was a complicated technical indexing problem. During
the coming weeks, the Fund staff should work closely with the Brazilian
authorities in evaluating the various price changes and interest rate
changes that would be required. 1If there were any technical problems in
implementing the price ad justments or indexing adjustments that would delay
any shift in the adjustment of domestic prices, he hoped that they would
be reported back to the Beard in a timely fashion.

Brazil's planned improvements in its external position were essentially
attainable following the recent major devaluation, Mr. Erb considered. As
in other areas, Brazil would have to be cautious and tenacious if it was
to reap the benefits of the new policy. He was hopeful that global economic
recovery, lower oil prices, and firmer prices for other commodities would
help Brazil to obtain the projected modest growth in exports, while lower
interest rates should also ease the payments position. In addition, the
recent devaluation of the cruzeiro would make the attainment of a $6 billion
trade gurplus more feasible. In fact, the devaluation should place the
country in a sufficiently advantageous position by mid-1983 to permit
consideration of comprehensive trade and exchange rate reform later in
the year, as opposed to the initial target of 1984 and 1985.

Brazil's recent adoption of an export tax on a variety of agricultural
products had been prompted by the desire to capture windfall profits and
improve fiscal revenues, Mr. Erb remarked. His concerns were similar to
those raised by other Directors. An export tax was not a preferred source
of fiscal revenue, and that tax should be removed by the latter half of
1983, if not sooner. Moreover, he was concerned that Brazil should not
introduce unfair trade practices or economic distortions through such
taxes. Thus, for example, export taxes on soybeans should be accompanied
by appropriate temporary export tariffs on soy products to prevent unfair
competition with non-Brazilian processors dependent upon Brazilian soybean
supplies. In addition, the authorities should re—examine their system of
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export subsidies at the time of the mid-term review, in view of the first-
half trade performance, and should consider the early phased withdrawal of
those subsidies, and perhaps a parallel reduction in some of Brazil's
impediments to imports. '

In sum, Brazil was faced with difficult economic circumstances,
Mr. Erb concluded. Major adjustments would have to be made to establish
a more efficient and open economy. The Brazilian authorities had taken
some ma jor steps in that direction. He wished to be sure that the pricing
ad justments that had to be implemented in the light of the maxidevaluation
were in fact implemented within the next few days, if not weeks. As the
program evolved, his authorities would be examining some of the ma'jor
structural adjustments that would normally be expected under an extended
arrangement with the Fund, especially cone that contemplated drawing the
full amount under the policy of enlarged access.

The Executive Directors agreed to contimue their discussion in
the afternoon.

DECISIONS TAKEN SINCE PREVIOUS BOARD MEETING

The following decisions were adopted by the Executive Board without
meeting in the period between EBM/83/39 (2/25/83) and EBM/83/40 (2/28/83).

3. YEMEN ARAB REPUBLIC - PURCHASE TRANSACTION - FIRST AND
SECOND CREDIT TRANCHES

1. The Government of the Yemen Arab Republic has
requested a purchase equivalent to SDR 9.750 million,

2. The Fund notes the intentions of the Government of the
Yemen Arab Republic as stated under paragraphs 5 and 6 of Attach-
ment 1 dated January 18, 1983, and approves the purchase in
accordance with the request. (EBS/83/26, Sup. 1, 2/24/83)

Decision No. 7348-(83/40), adopted
February 25, 1983

4. ZAMBIA — 1982 ARTICLE IV CONSULTATION - POSTPOREMENT

The Executive Board notes the request contalned in EBD/83/48
(2/23/83). Notwithstanding the period of three months specified
in Procedure II of the document entitled "Surveillance over
Exchange Rate Policies” attached to Decision No. 5392-(77/63),
adopted April 29, 1977, the Executive Board agrees to postpone its
consideration of the 1982 Article IV consultation with Zambia until
not later than April 15, 1983,

Decision No. 7349-(83/40)

adopted
February 25, 1983
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5. EXECUTIVE BOARD TRAVEL

Travel by Executive Directors as set forth in EBAP/82/443,
Supplement 1 (2/24/83), EBAP/83/62 (2/24/83), and EBAP/83/63 (2/24/83)
is approved.

APPROVED: August 3, 1983

LEO VAN HOUTVEN
Secretary




