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Brazil: Briefing Note for the Visit of Minister of Economy Zelia Maria
Cardoso de Mello, Minister of Infrastructure Eduardo Teixeira and
President of the Central Bank Ibrahim Eris

Ls This note provides some background information on Brazil’s
economic program, the status of debt negotiations, and the lending program
for FY91 in relation to the visit on Sunday, April 28, 1991 at 3:30 pm of
the Brazilian Delegation consisting of Minister of Economy Zelia Maria
Cardoso de Mello and Minister of Infrastructure Eduardo Teixeira.

2 Brazil faces a number of economic problems which threaten to
derail the economic revolution that President Collor had promised when he
took office last March as Brazil’s first directly elected President in

three decades. His orthodox stabilization program has failed because of
inappropriate monetary policy. A new set of stabilization measures,
announced on January 31, is also likely to fail: its core is a prices and

incomes policy apparently unsupported by the necessary monetary policies.
It has been rejected by large segments of Brazilian society, and the
prospect, at best, is for a brief pause in inflation, followed by a
renewal. Brazil could then see a descent into the stop-go policies that
characterized the previous regime.

3 Notwithstanding the uncertain macroeconomic prospects, you may
wish to compliment Minister Zelia on the successful structural reforms she
has implemented and is continuing to implement -- for example, trade
reform, deregulation, privatization, agricultural policies -- and in her

success in reaching a final fiscal surplus in 1990. This has constituted a
turnaround of about 10% of GDP in one year.

4, We are concerned that inflation may sharply rise by summer’s end
because of the inconsistent macroeconomic policies of the Collor II Plan.
Additional pressures on inflation will intensify at that time in
anticipation of the release of the frozen assets. It is projected that the
monthly increase of the monetary base due to the release of the frozen
assets will amount to 12% of its current monetary base. The situation may
become critical if decisions of state courts, which have determined that
the freezing of assets is unconstitutional, are upheld by the Supreme Court
leading, therefore, to an immediate release of all frozen assets.



DEBT NEGOTIATIONS

5% On April 8, 1991, Brazil and the Bank’s Advisory Committee
agreed on the issue of arrears. Under the agreement, Brazil will pay 25%
of the arrears due through year-end 1990 in cash (about US$2 billion) and
will exchange the remaining 75% for bonds. The first cash payment, for 457
of the cash amount, or about US$900 million, will be made ten days after
the Brazilian Senate approves the term sheet detailing the agreement.
Following this, the term sheet will be sent to Brazil’s approximately 600
creditor banks worldwide. The remaining cash payments will be made in
eight monthly installments beginning in May and continuing through
December. The bonds, which will be dollar denominated bearer instruments,
will mature in 10 years, with three years of grace, and have a staggered
amortization. The bonds will be issued upon agreement between the Bank
Advisory Committee and Brazil on the treatment of the medium- and long-term
debt. Creditor banks will have a one-time choice of two interest-rate
options on the bonds. Option 1 bonds will have a fixed interest rate of

7 13/16% during the first year, 8 3/8% during the second and 8 3/4% during
the third, and a floating rate of 13/16% over the six-month London
Interbank Offered Rate (LIBOR) during the final seven years. Option 2
bonds will have a floating interest rate of six-month LIBOR plus 13/16%.
The interest rate will have a LIBOR floor of 6% for the first five years
and a LIBOR ceiling of 7.2% during the first year, 7.7% during the second
year and 8.2% during the third, fourth and fifth years. The bonds will be
eligible for use under Brazil’s privatization program, as well as under
other types of investment programs that Brazil may establish.

THE BANK AND BRAZIL

6 Bank Lending. So far in FY91, the Bank has approved US$450
million in new loans to Brazil (a Science Research and Training project for
US$150 million and a Private Sector Finance project for US$300 million).
Negotiations for a Hydrocarbons Transport and Processing project (US$260
million) have been completed and we will proceed with Board presentation by
early May. Thus, our lending to Brazil in FY91 will be $710 million.

ISSUES THAT MAY BE RAISED BY THE BRAZILIAN DELEGATION

i The Brazilian Delegation may attempt to persuade senior Bank
management that the Government’s current policies will lead to a stable
macroeconomic environment, albeit on a longer-term basis than in the Collor
I Plan. With that in mind, they may request that the Bank provide Brazil
with adjustment loans and credit line operations. They may refer to the
recent agreement with the commercial banks on arrears and stress that the
Bank’s adjustment operations and credit lines would facilitate the
conclusion of the debt negotiations. You may wish to respond that the Bank
is interested and willing to assist Brazil. However, prior to any
adjustment loans and credit line operations, the Bank should be satisfied
that a viable stabilization program is in place and that a reasonable track
record in economic reform and stabilization has been established.
Furthermore, we will need satisfactory progress on sectoral reforms and the
availability of complementary external financing. For credit lines also we
shall need a reasonable macroeconomic environment, because in its absence
there is no way to ensure an efficient operation of credit programs.



8 I suggest that you refrain from a discussion of specific
operations and ask that the details be followed up with me. If the
Minister raises the issue of Bank lending overall, you should inform her
that projects are proceeding as they are cleared by COFIEX. Of course,
clearance by COFIEX is extremely slow. You should also say that in our
lending we would like to emphasize human resources, environment and poverty
alleviation. We would not automatically agree to financing a large number
of credit lines if the COFIEX suggests so. Brazil'’s priorities and the
Bank’s criteria will have to coincide.
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BRAZIL -

Hydrocarbon Transport and Processing Project
Innovations in Basic Education Project
Questions Raised by Executive Directors

1.
1991.

2.

Executive Directors’

These projects are scheduled for Board Presentation on June 26,

Messrs. Choksi and Ettinger and Mrs. Bruns had meetings with the
offices of the US, UK, Japan, Germany, France, Italy,

Canada, the Netherlands and Scandinavia to brief them on the above loans.
Most of the questions raised were in connection with the Hydrocarbon
Transport and Processing loan to PETROBRAS, and three Directors (German,
U.S., and Japanese) indicated that their Governments’ position on the

operation was not yet certain.

With respect to the education loan, none of

the Executive Directors indicated serious problems, although the US and
Italian Directors raised three questions which are discussed further below

(paras.

12-15).

Hydrocarbon Transport and Processing Project

3.

loan, but noted that he might be overruled.

The U.S. Alternate ED (Mr. Cox) indicated his opposition to the
The Advisor to the Japanese ED

(Mr. Amma) did not give his own views, but explained that his government
was looking closely at this project in the broader context of a possible

Brady deal for Brazil.
the project.
Governments raising its objections.

All of the other ED’s offices were supportive of
We were told that the US Treasury had written to other G-7
The main questions raised, in most

cases by several EDs, are discussed below.

4.

its investments,
other Brazilian public enterprises,

Several EDs asked why PETROBRAS cannot borrow commercially for
as it has in the past. We replied that PETROBRAS, like
is not able to borrow internationally

(except for limited short-term lines of credit) because of perceived

"country risk" related to Brazil’s external debt situation.

There is

virtually no domestic capital market because of the high inflation in

recent years.

This was a good project, with a high ERR (22%) plus many

environmental benefits, and should be undertaken as soon as possible.

5.

The U.S. and Japan commented that since PETROBRAS’ inability to

borrow commercially is due to Brazilian Government policy errors, domestic

and foreign, this loan might send the wrong signal.

In response, we

emphasized that the economic policies and performance of the present
administration are a major improvement over its predecessor’s--in areas



such as trade, fiscal balance, deregulation, privatization, and inflation.
While the Bank will not give adjustment loans to Brazil under the present
macroeconomic and external debt situation, to further restrict investment
lending would give too negative a signal regarding our assessment of
Brazilian performance.

6. Several EDs asked why the disbursement period is so short (3 1/2
years, with the bulk in the first 2 years). We answered that PETROBRAS,
based on its performance in similar investments, is expected to be very
efficient in project implementation. Furthermore, the preparation of
detailed design and procurement documents is at an advanced stage, and
continued during the 7 months it took to conclude negotiations. Up to
USS$25 million would be allocated for retroactive financing. The first bid
documents have already been received. Of course, as for all investment
loans actual disbursements will be made against actual investment
expenditures, and may take longer or shorter than projected.

s Several EDs asked what sectoral conditionality there was
particularly as relates to pricing. We explained that PETROBRAS has begun
upgrading its costing system, so as to provide information in economic
terms (to supplement existing financial information) on the cost of
different products, and at various locations. This system would also
improve internal efficiency and make any cross-subsidies transparent.
PETROBRAS has agreed to complete this system and exchange views with the
Bank on its implementation and application. This will provide the data
necessary for determining the extent of pricing distortions, so that they
can be corrected. 1In view of the political sensitivity of energy pricing
in Brazil, this was as far as we could go in this first operation.
However, we were carrying out dialogue on pricing issues on a parallel
track, based on an energy sector report which had recently been discussed
with the Brazilian authorities.

8. France asked why it will take until end-1993 to complete the
costing system. We replied that the system is quite complex, and is being
implemented in phases. It involves not only analysis of costs by product
and location, but also creation of profit centers within PETROBRAS so as to
create the right efficiency incentives.

9. The U.S. commented that the basic problem of the hydrocarbons
sector is PETROBRAS’ o0il monopoly, including its ownership of all
underground resources. Why should we make this loan, if it does not
address this issue? Our reply was that this issue cannot be addressed
until the 1993 review of the Constitution. In the meanwhile, Bank dialogue
with Government and PETROBRAS, which will be enhanced by this loan, puts us
into a better position to influence the debate on this.

10. France asked about the status of the environmental assessments
(EAs) for the project. We explained that EAs need to be carried out as a
condition of disbursement for each pipeline. For the two pipelines that go
through environmentally sensitive areas, the Bank would need to be
satisfied with the EA before it would be sent for state government approval
(coincidentally, the first of these two EAs has just been received for our
review).

11y Japan asked about Brazil’s long-term energy strategy. We
responded that at present, the Government does not really have a
comprehensive, long-term sector strategy -- because of inter-agency



differences of view, changes in the economic and sectoral teams, and the
pressure of short-term concerns (e.g. the Gulf crisis and the financial
problems in the power sector). As regards oil, the main long-term strategy
is to reduce dependence on imported oil (now 46% of demand) through
expanded domestic production. While we have some sympathy with this
objective, it should not be pursued at any price. PETROBRAS’ costing
system will provide the data for determining the cost of production from
various fields.

Innovations in Bagic Education Project

12. The Italian ED’‘s office questioned the "high (69%) share of the
loan going for local cost financing". We replied that many loans for
Brazil, particularly in agriculture and the social sectors, necessarily
involve considerable local cost financing; in fact, seven of our loans over
the past three years have exceeded 50% local cost financing and one
exceeded 80%. In the case of the Innovations project, the Bank loan
represents only 40% of the total project costs and we believe that any
lower share would have undermined our ability to influence the design and
implementation of the project.

13. The U.S. ED’'s office asked about project sustainability and the
project size. Specifically, they asked whether the state’s capacity to
finance the recurrent costs of the program would be jeopardized by
continued fiscal deficits at the state level and/or reductions in transfers
from the federal government. We replied that the incremental recurrent
costs would require about a 20% increase in the state’s budget for primary
and secondary education over the six years of the project. This increase
is quite feasible, given the Constitutional mandate that all states
increase their spending on education to at least 25% of total revenues. 1In
Sao Paulo’s case, total education spending is currently below 20% of total
revenues.

14. With respect to federal transfers, we pointed out that the
state’s reliance on these transfers is being reduced as a result of the
national tax reform currently being phased in, which devolves an increased
share of national tax receipts to state and local governments. With
respect to the state’s budget deficit, we replied that this could be a
concern if the new state government does not make progress towards fiscal
balance. However, our indications were that this was a priority of the new
administration and, in any event, we would monitor the situation very
closely.

15. A second point raised was that the project was very large for a
"pilot project" involving educational innovations which had never been
evaluated. We replied that in fact almost all of the "innovations" had
been tried in other countries and were known to be effective. What was not
known =-- and would be studied carefully under this project -- was, first,
which "innovations" were most effective for disadvantaged children in a
developing country setting, and second, which were most cost-effective.
73
CCs Messrs./Mme.*éonable, EXC; Aiyer, Duer, LACVP; Choksi, Weissman LA1DR;
Papageorgiou, LA1CO; Amoako, LA1lPH; Collell, Abbott, LEGLA

BBruns/SJEttinger:syk
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PILOT PROGRAM TO PRESERVE THE BRAZILTIAN RAINFOREST

At the Houston Summit in July 1990, the Heads of State of the G-7 countries
requested that the World Bank, in cooperation with the Commission of the European
Communities (CEC) and the Brazilian authorities, prepare a pilot program to
counteract the threat to tropical rainforests in Brazil. Attached for
information is a letter from Mr. Conable, transmitting the proposal prepared by
the Government of Brazil, and a cover note to the Brazilian proposal containing
the joint recommendations of World Bank management and CEC staff. The Brazilian
proposal is available on request.

Questions on the cover note and the Brazilian proposal may be directed to
Ms. Birdsall (ext. 38590) or Mr. Kaplan (ext. 39085).

Distribution:

Executive Directors and Alternates
President

President’s Council

Vice Presidents, Bank, IFC and MIGA

This document has a restricted distribution and may be used by recipients only in the perfon'.nmpcc
of their official duties. Its contents may not otherwise be disclosed without World Bank authorization.




THE WORLD BANK
Washington, D.C. 20433
US.A.

BARBER B. CONABLE

July 2, 1991

Dear Colleagues:

As you know, at the Houston summit last year, the heads of state
of the Group of Seven requested that the World Bank, in cooperation with
the Commission of the European Communities (CEC), prepare a proposal for a
pilot program to counteract the threat to tropical rainforests in Brazil.
It is my pleasure to submit to you the attached proposal, prepared by the
Government of Brazil with technical input from staff of the World Bank and
the CEC. The proposal is accompanied by a cover note that reflects the-
joint understanding and agreement of the management of the World Bank and
the staff of the CEC. The cover note proposes the establishment of a trust
fund under the Global Environment Facility. However, the intention is not
to exclude other options. The exact management of the fund and the
participation of various agencies will need to be considered by the donors
and the Government of Brazil.

Sincerely,

[Pt Lt

Mr. Rosario Bonavoglia
Mr. E. Patrick Coady
Mr. Fritz Fischer

Mr. Jean-Pierre Landau
Mr. David Peretz

Mr. N. Frank Potter
Mr. Masaki Shiratori

attachment

cc: Mr. Jacques Delors, President, Commission of the European Communities
Mr. Paulo Ximenes-Ferreira, Alternate



PILOT PROGRAM TO PRESERVE THE BRAZILIAN RAINFOREST

Introduction

1 ol At the Houston Meeting in July, 1990 the G-7 Heads of States called for
the World Bank, in cooperation with the Commission of the European Communities
(CEC), to prepare a proposal for a comprehensive pilot program to counteract
the threat to tropical rainforests in Brazil. The Government of Brazil (GOB)
expressed its support for such an initiative and formed an Interministerial
Commission to oversee preparation of such a proposal. As part of the process
of preparing the proposal, staff of the World Bank, the CEC and the GOB held
three tripartite meetings and a series of technical missions and discussions.
World Bank staff also periodically briefed the Executive Directors of the
World Bank representing the G-7 countries, and in response to their requests,
and in collaboration with CEC staff, prepared the recommendations set out
below regarding the size and activities of the proposed program.

25 The resulting GOB proposal for a pilot program to be executed over a
five-year period is attached. The management of the World Bank and the staff
of the CEC endorse the objective of the Brazilian proposal and support the
establishment, under the administrative umbrella of the Global Environment
Facility, of a Rainforest Fund to carry out activities to support that
objective. The program would pertain mainly to the Amazon Rainforest but
would also provide limited support to preserve the Atlantic Forest.

3. The objective of the pilot program is to maximize the environmental
benefits of Brazil‘s rainforests consistent with Brazil‘s development goals,
through the implementation of a sustainable development approach that will
contribute to a continuing reduction of the rate of deforestation. The
attainment of this objective would: demonstrate the feasibility of
harmonizing economic and environmental objectives in tropical rainforests;
help preserve the huge genetic resources of the rainforests; reduce the
Amazon’s contribution to global carbon emissions; and provide another example
of cooperation between developed and developing countries on global
environmental issues. Preservation of biodiversity, reduction in carbon
emissions, and new knowledge about sustainable activities in tropical
rainforests represent benefits that are global in scope and justify financial
transfers from the international community to Brazil.

4. The GOB has already committed its own resources for conservation
activities in its rainforest areas, including through normal World Bank
financing, and is committed to undertaking the activities outlined in the
attached proposal with its own resources. New and largely concessional
resources would permit more rapid, wide-ranging implementation of these
activities than could otherwise be undertaken, given the government’s limited
resources and other priorities.

S A mechanism, the Global Environment Facility (GEF), is already in place
by which to channel concessional resources to developing countries to address
global environmental objectives. Some portion of the proposed pilot program
in Brazil could be financed from the Global Environment Trust Fund (GET) under
the GEF. However, existing GET resources are inadequate to address the scope
and urgency of the threat to Brazil'’s rainforests, or to realize the
potentially large joint benefits to the global community of the proposed pilot
program in Brazil. The establishment of a Rainforest Fund under the GEF would
permit supplemental global resources to be channeled to Brazil, while at the
same time minimizing administrative costs and ensuring close technical



cooperation with other global programs. Finally, a Rainforest Fund under the
GEF could eventually be extended to cover other countries with threatened
rainforests.

Background and Rationale for Donor Support

6. Conserving the Amazon and Atlantic rainforests would provide benefits to
the global community because together they represent the largest repository of
biodiversity in the world and because conservation of the Amazon forest would
lead to reduced emissions of carbon gases. These rainforests also provide
regional and local benefits through their influence on hydrological cycles and
thus local climate, the protection they afford to watersheds, and as homes to
indigenous communities with distinctive cultures.

7. Beginning in the 1960s, public investments in roads and other
infrastructure and public policies supporting colonization encouraged
migration into the Amazon and resultant deforestation. Lacking suitable
technology, many farmers practiced an unsustainable form of slash-and-burn
agriculture with annual crops. Logging increased; squatters, miners and
loggers made frequent incursions onto indigenous lands and brought disease and
environmental damage. Investments in hydropower dams and in exploitation of
major mineral deposits also contributed to deforestation. Legislation
encouraged landholders seeking to legalize their titles to clear forest by
defining cleared land as "improved." Fiscal incentives encouraged investment
in cattle, sawmills and other enterprises without environmental restrictions.
Although new parks and other conservation units were created, the Government
lacked resources to protect and manage these areas adequately.

8. As a consequence of these activities and policies, deforestation in the
Amazon accelerated, reaching a peak in 1987 when the combination of an
unusually dry year and uncertainty over future land legislation caused an
unprecedented amount of forest clearance and burning. By 1990, an estimated
8% of the Amazon rainforests had been deforested.

9. Policy Changes. The years 1988-91 proved to be a watershed in the
evolution of Brazilian environmental policy. The changes in policy are set
out in detail in the attached GOB proposal (pp. 3-5).

o In 1988 and each year thereafter the federal government has sponsored a
special program to prevent forest burning.

o In early 1989, the Nossa Natureza Program established a National
Environmental Fund (FNMAR) with the participation of non-governmental
organizations (NGOs) on its board; temporarily suspended fiscal
incentives for development in the Amazon; and repealed laws encouraging
forest clearance as a way of gaining title.

o In 1990 the GOB created an Environmental Secretariat, SEMAM, reporting
directly to the President and under it a single national environmental
agency, IBAMA, combining four separate agencies into one. All federal
ministries were given responsibility for establishing sectoral plans
consistent with environmental objectives.

o Also in 1990, President Collor appointed an internationally known
environmentalist as Secretary of SEMAM, and the GOB established the



National Environmental Program with support from a large World Bank loan
to strengthen IBAMA and to protect major ecosystems nationwide.

o Over the same period, the government instituted new regulations aimed at
forest use by industry, initiated a review of federal infrastructure
projects and greatly reduced credit subsidies for agriculture and
livestock activities (partly as a result of general fiscal
auster.i.t;y).il

o In 1991 fiscal incentives for the Amazon and Northeastern regions were
officially restored. Congress rejected proposals of the executive
branch that would have set market rates of interest for credits under
the program. However, the legislation does explicitly restrict
subsidies for ranching to areas designated as appropriate on
environmental grounds, and mandates environmental licensing for all
projects benefiting from incentives.

10. Partly as a result of these changes, and partly as a result of natural
and market conditions, rainforest clearing in the Amazon has declined: each
year since 1987.

11. Existing Constraints. To firmly secure for the future the environmental
benefits of the rainforests in Brazil requires that three critical constraints
be addressed.

o First, the present largely positive direction of this administration’s
environmental policy must be consolidated at the federal level between
the administration and Congress and must be reinforced at the state and
local levels. This implies that pricing, fiscal and investment policies
at federal, state and local levels would be consistent with
environmental objectives. Policy in Brazil is the outcome of complex
interactions among the executive and the legislature at the federal
level, and among and between federal, state and local administrators and
political representatives. Public opinion, a growing number of
organized interest and consumer groups, and a sophisticated press are
also important factors in Brazil’s open political system. Improved
public understanding of the benefits and the costs of rainforest
protection and increasing accountability of public institutions on
environmental matters are critical to consolidation of a sound policy on
rainforest issues.

0 Second, relatively weak state and local as well as federal institutions
that are responsible for enforcing environmental laws, require
strengthening in terms of management, technical skills, and adequate
equipment and other infrastructure.

oL Brazilian environmental legislation is advanced in other respects.
Farmers and ranchers in the Amazon region must obtain permits before clearing
and burning land and may not clear more than 50% of the forest on a given
property or along watercourses or at the headwaters of streams. Loggers can
cut timber only after submitting forest management plans to IBAMA, and IBAMA
closely monitors the transport of logs and operation of sawmills.



© Third, continuing investments in natural and social science research and
field applications are needed (a) to ensure that the economic benefits
of genetic biodiversity in Brazil‘s rainforests can be realized, and (b)
as a basis for the development and dissemination of sustainable '
approaches to economic exploitation of the forests.

12. The pilot program is designed to address these needs. 1Its design
reflects concern with all three constraints. The design also represents a new
approach to development in rainforest areas in Brazil, marking a profound
change from the views and programs of just a few years ago.

The Pilot Program

13. The pilot program has two main parts: structural programs, in which the
emphasis is on strengthening of government institutions; and demonstration
projects, in which the emphasis is on support for and promotion of grassroots
initiatives. The content of each proposed activity is described in detail in
Section IV of the attached proposal. Below we describe briefly each major
activity, and indicate our recommendation for emphasis in a first phase.Lg

(a) Conservation Units: Conservation units and indigenous areas in the
Amazon, already legally established, would be demarcated and equipped
with needed infrastructure. These investments would complement
those financed under a World Bank loan, and those already proposed by
the GOB for financing by the GET. The first phase would include
preinvestment activities (reconciling policy and legislation,
development of flexible mechanisms for handling land tenure
irregularities, and development of detailed management plans for
specific units); and financing for demarcation of three indirect-use
conservation units (in which no economic activity is permitted); three
national forests; four extractive reserves; and six indigenous reserves.

(b) Natural Resource Management and Degraded Areas: Activities would
address production, regulation and marketing of fishing and forestry
products that are commercially viable and environmentally sustainable,
and recovery and reuse of deforested areas. The first phase would
consist of formulation of working procedures and program development,
and studies of the environmental, social and economic consequences of
any investments in recovery of degraded areas.

(c) Environmental Zoning: This program would, once follow-up enforcement
capacity is in place, help finance regional and local environmental
zoning to guide future public investments and to ensure appropriate use
of any fiscal incentives. Emphasis in the first phase would be on
support for information systems and on building capacity to carry on
zoning exercises at the state level.

12 The proposed first phase set out in the attached proposal would be fully
assessed by staff of the international implementing agency and approved on an
annual basis in Brazil by the Coordinating Commission.

/3 Conservation units would also be supported in the Atlantic Forest, as
described in Appendix II of the attached proposal.



(d)

(e)

(£)

(9)

Scientific and Technical Support: Trust funds would be established
under the management of the federal Secretariat of Science and
Technology to support INPA (Instituto Nacional de Pesquisas Amazdnicas)
and the Museu Paraense Emilio Goeldi (also a research institute). The
purpose of the trust funds would be to provide a permanent base of
sustained support for these two existing centers of excellence of
scientific research in the Amazon Region. The trust funds would finance
infrastructure and the creation of endowed chairs or topping up of
salaries, to ensure that these institutions can attract and retain the
best possible talent worldwide as well as in Brazil. An additional
trust fund should be considered to provide similar support to other
research institutions in the Amazon region, to strengthen the
agricultural, biological and social sciences relevant to protection of
the Amazon rainforests. Emphasis would be on collaboration among local,
national and international centers. In addition, a program of support
for basic and applied research aimed at better understanding of the
Amazon environment should be established under the management of the
Secretariat of Science and Technology, similar to existing research
support programs, including PADCT (Program for the Support of Science
and Technology). Research grants would be available on a competitive
basis to staff at all national institutions, private and public.
International and transregional scientific cooperation in funded
research would ensure high scientific standards. Advanced training and
a scientific information system would also be financed. First phase
activities include making arrangements for trust funds, setting
priorities and appraising plans for strengthening centers of excellence,
and defining the scope and procedures for the research grants program.

Monitoring and Enforcement: A set of activities is proposed to
strengthen the capacity of public agencies, especially of the nine state
environmental agencies in the Amazon region. Emphasis would be on
establishing measures and means to monitor environmental quality
including forest cover, fauna, water and air quality, and the status of
indigenous people; and to detect infractions of environmental
legislation. First phase activities include detailed planning of
training programs; design, specifications and site selection for control
posts; and development of procedures for augmented monitoring and
enforcement.

Environmental Education: Support would go mainly to the Amazon region
for preparation and introduction of environmental issues to school
curricula. University-level exchanges of information, public education
campaigns, and wide dissemination of scientific knowledge are also
envisaged. First phase activities include carrying out a diagnosis of
current practices and materials in environmental education and design of
a comprehensive program of environmental education for the Amazon
region.

"Free-standing" Demonstration Projects: Support would go to projects
that would test new technologies, organizational forms or techniques to
develop sustainable production in the Amazon, or improve conditions for
rural dwellers where such support can help reduce itinerant, predatory
deforestation. Such projects would be proposed by local or national
NGOs, entrepreneurs, local government agencies, and research and
extension agencies. Projects sponsored by nongovernment groups could be



funded through one of three channels: (a) the National Environmental
Fund (FNMA), (b) direct (bilateral) grants, and (c) a small grants fund
administered independently of the Brazilian Government. Such projects
would be judged on their potential to achieve tangible results, their
sustainability without continued subsidies, and their replicability. Up
to 20 of these free-standing demonstration projects would be supported
in the first phase.

(h) "Area-based" Demonstration Projects: Support would go to projects
sponsored by consortia of government agencies and NGOs in selected
strategic areas throughout the Amazon. Emphasis in the first phase
would be on detailed "project" planning in three specified geographic
areas, one in the western Amazon, two in the eastern Amazon.

14. Because this is a pilot program, heavy emphasis will be placed on:
monitoring of program inputs, with feedback to redesigning of activities;
supervision of implementation by technical staff at the international level;
and evaluation of the impacts of activities, both within Brazil, and through
an advisory group at the international level.

Recommendations

15. Initial Commitment. The management of the World Bank and the staff of
the CEC recommend that the G-7 endorse the objectives of the pilot program and
commit themselves to support on highly concessional terms/4 activities in a
first phase, estimated to cost about US$250 million. The duration of the
first phase would depend on the pace at which proposed activities can be
effectively implemented, but would probably be at least two years. Donors
should be prepared to provide US$50 million for an initial nine-month period,
to be disbursed against (a) a set of pre-investment and planning activities,
(b) implementation of selected aspects of the existing program that are ready
for implementation, (c) initial financing of two trust funds to strengthen
scientific centers of excellence and of a small grants program fund for NGO
activities, and (d) overhead for technical support functions at the
international level.

16. The Full Program. The GOB proposal describes activities to be carried
out over a five-year period at an estimated cost of US$1.6 billion. These
activities would complement those being financed through existing World Bank
loans and those proposed by the GOB for financing under the Global Environment
Trust Fund. While the precise cost and timing:of specific activities require
further definition, the magnitude of the potential global and national
benefits of preserving the rainforest justifies the sustained commitment of
substantial resources.

17. However, neither the estimated costs nor the precise activities and
timing proposed by the GOB have been fully appraised by staff of the World

14 Financing could be in the form of grants, loans on IDA terms, and debt-
for-nature swaps to the extent the latter are consistent with the overall
approach of the Government of Brazil and creditors to Brazil'’s external debt.
The GOB would provide some counterpart funds (up to 10% for certain parts of
the program); state and local governments and residents of the Amazon would
also participate in financing.



Bank and the CEC. Donor commitments to finance specific activities under the
first and subsequent phases should be made on a rolling basis, and should
depend on: (a) annual assessments of specific program activities and
proposals; (b) evidence that the program is administratively manageable; and
(c) continuing commitment by the GOB to a policy framework consistent with its
own stated environmental objectives. The arrangements proposed below for
governance and administration incorporate periodic assessment of the progress
of the pilot program and of the consistency of overall policy with program
objectives, as a basis for periodic redesign of the program and renewal of
financial commitments on the part of donors.

18. Specific policy concerns are development and effective enforcement of
environmental safeguards in any new use of fiscal incentives in the Amazon
region; regulations relating to land titling and taxation; and infrastructural
policy, especially as concerns road construction, mining and power.

19. Governance and Administration. The management of the World Bank and the
CEC staff recommend that a Rainforest Fund be established under the GEF, with
an appropriate review group including representation of the Government of
Brazil and donors to the Rainforest Fund.f2 Technical functions at the
international level would be carried out by an implementing agency or agencies
appointed by the donors, and would include annual programming in conjunction
with the GOB and monitoring and supervising of program activities.

20. The Government of Brazil has proposed an administrative structure and a
system of financial flows in Brazil, the outlines of which are acceptable to
the World Bank and CEC staff. The structure and functions of these are set
out in Section V of the attached proposal. In Brazil, a Coordinating
Commission (CC) composed of representatives of concerned Brazilian federal and
state agencies under the chairmanship of the Secretariat for the Environment
(SEMAM) would set policy and approve annual programs and internal evaluation
and audit reports for submission to the review group constituted for the
Rainforest Fund. Technical and operational support for the CC would be
provided by the strengthened Executive Secretariat of the National Environment
Fund (FNMA) of the Secretariat for the Environment. Implementation of
specific activities of the pilot program would be undertaken by the relevant
federal and state agencies, research institutes, local communities and NGOs.

21. Donor contributions would be credited in foreign exchange to the
Rainforest Fund. Funds for specific activities managed by government entities
and approved by the Rainforest Fund review group and the CC would be
transferred to the executing agencies in Brazil through a special account in
the Central Bank, once approved by the Executive Secretariat. Funds would be
transferred from the Central Bank through one of several existing funds in
Brazil: FNMA (Fundo Nacional de Meio-Ambiente), or FNDCT (Fundo Nacional de
Ciéncia e Tecnologia). Funds for approved activities managed outside of
government could be transferred through the FNMA; disbursed directly from
bilateral donors to nongovernment groups; or disbursed from a separate fund
for small grants to be managed by an independent entity in Brazil such as the
United Nations Development Program (See Figure 4 of the attached proposal).
The final details of the administrative and financial arrangements should be

15 The review group would take on many of the functions outlined in the GOB
proposal for the "Joint Commission".



approved by the implementing agency or agencies on behalf of the Rainforest
Fund review group.

22. The proposed governance and financing arrangements will support a
critical objective of the pilot program, i.e., to develop and implement new
approaches to managing and financing a large comprehensive program that is
also flexible and innovative. At the international level, the proposed
structure would rely on an existing mechanism. Within Brazil, the proposed
structure would not rely excessively on overburdened government institutions,
and would create new opportunities for the GOB to establish dialogue with NGOs
and concerned populations. Innovative features include: establishment of
trust funds to ensure stable support for independent science and field work of
international quality; a small grants program, managed by an independent
entity, to provide nongovernment organizations with an additional separate
source of funds; inclusion of NGO representatives on the policymaking group in
Brazil and on the Executive Secretariat of the pilot program; and involvement
of community and other groups in the design and implementation of
demonstration projects.
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The World Bank/IFC/MIGA
OFFICE MEMORANDUM

DATE: 01-Jul-1991 06:41pm

TO: Wilfried Thalwitz ( WILFRIED P. THALWITZ )
FROM: Mohamed T. El-Ashry, ENVDR ( MOHAMED T. EL-ASHRY )
EXT.: 33202

SUBJECT: Brazil - G-7 Rainforest Fund and GEF

I think we both agrée with Mr. Silard (Legal Dept) that footnote 1 (page
2) should be dropped since there does not seem to be an official, public
document to that effect.

That leaves then the specific language in para 19 "Governance and
Administration." The way I visualize how it would work is as follows:

GEF as a pilot is an umbrella funding mechanism that could include a
number of separate trust funds, each contributed by a group of donors to address
specific global environmental concerns worldwide or in a particular geographic
region. The GET is one example (addressing four issues worldwide). But in
reality, it addresses three, recognizing that the Montreal Protocol Fund was
established separately and then folded under GET. The Brazil Trust Fund, under
the umbrella of GEF, would be similar to the Montreal Protocol Fund concept,
except it deals with one country (but eventually expands to deal with the Amazon
Region) and specifically for Tropical Forest conservation.

Since UNEP and UNDP are partners with the Bank under the broad umbrella
of GEF, I see no way of getting around their involvement through the
Implimentation Committee (IC) in this or any other separate trust fund. The
same goes for STAP. But I can see, however, a separate review group (separate
from the current "Participants" group), consisting of the donors to the
Rainforest Fund, even though most or all may be represented in the GEF
Participants -- not unlike the Executive Committee of the Multilateral Fund for
the Montreal Protocol. At the same time, STAP could organize a special working
group for the technical review of this Rainforest Fund.

I hope this is helpful.
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BRAZIL - G-7 Pilot Program for the Brazilian Rainforest

B The purpose of this note is to inform you of the procedures
followed in responding to the request of the Group of 7 (G-7) heads of
state at the 1990 Houston Summit that the World Bank, in cooperation with
the Commission of the European Communities (CEC) work with the Government
of Brazil (GOB) to prepare a comprehensive pilot program to counteract the
threat to Brazil’s tropical rain forests. Attached, for your review, is
the note which, together with the Brazilian proposal, is to be submitted to
the G-7. This note has been cleared by Finance and PRE. Also attached,
for your consideration, is a draft letter from Mr. Conable transmittiné the
document to the Executive Directors that represent the G-7 countries.

Under separate cover, I believe that Mr. Conable should distribute his
letter and the cover note to all members of the Board for information. The
Brazilian proposal could be made available on request.

Below, I indicate what has been accomplished. I then briefly
review the process by which the results were achieved. =

Completion of the Proposal

2. The Bank will fulfill its responsibility on the pilot program
with the submission of a proposal from the GOB to the G-7 and a cover note
from the Bank and CEC for such a pilot program. Those documents accompany
this memorandum.

3. Briefly, the GOB proposes to establish a pilot program the

objective of which is (according to the GOB proposal)

to maintain the environmental benefits of Brazil’s
tropical rainforest consistent with its development
goals and help create a development model for the
region that will prove sustainable thus contributing to
a continuing reduction of deforestation.

4. The Brazilian proposal is for a pilot program of five years
duration at an estimated cost of $1.566 billion. The pilot program
(according to the Brazilian proposal) would be supported by concessional
financing from the G-7 and possibly other donor countries, with a modest
contribution from the GOB. The pilot program reflects the emerging policy
of Brazil with regard to the Amazon. Indeed, the process of formulating
the proposal resulted in a considerable mobilization of resources and
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institutions by the GOB and may have advanced policy formulation. The GOB
has indicated that it intends to carry out the pilot program in any case,
although it would be implemented much faster with the financing requested.

5 The Brazilian proposal is divided into two major parts:
structural programs and demonstration projects. The structural programs
would include the strengthening of Brazil’s network of conservation units
(parks, national forests, biological reserves, etc.), support for
management of specific resources such as fisheries, rehabilitation of
degraded areas, ecological-economic zoning, strengthening of scientific
institutions, scientific research on rainforest preservation, strengthening
of federal and state environmental institutions, an environmental education
project, and projects to enhance the GOB'’s ability to monitor rainforest
areas and to enforce environmental legislation. The demonstration projects
would provide support for innovative projects with a potential to help
local populations make better use of existing resources, add value to local
products and other activities that would reduce the pressure on the
tropical forests of the country. Non-governmental organizations (NGOs)
would play a major role in proposing and implementing demonstration
projects as well as in implementing the structural program.

6. In the cover note attached to the proposal, the management of the
World Bank and the staff of the CEC recommend that the G-7 endorse the
objectives of the GOB proposal and commit themselves to support, on highly.
concessional terms, activities in a first phase estimated to cost about
$250 million. Activities in the first phase would consist initially of
preinvestment activities, and then, as projects are appraised and approved,
mainly of demarcation and strengthening of conservation units, "
institutional strengthening, science research and field applications, and
demonstration projects. The duration of the first phase would depend on
the pace of implementation but would probably be at least two years.

Procedures and Processes

T The GOB responded to the original G-7 communique by forming an
interministerial commission on October 1, 1990 to prepare a pilot program.
The Bank and the CEC sent separate technical missions to Brazil in October
and November 1990 respectively, and sent a joint mission in January 1991.
Three tripartite meetings were held among the GOB, staff members of the
World Bank and staff members of the CEC. The Bank hosted a meeting in
Washington D.C. in December; the CEC hosted a meeting in Brussels in March;
and the GOB hosted a meeting in Rio de Janeiro in May. At each of these
meetings, representatives of the GOB presented proposals for discussion and
review by the Bank. At each stage these proposals were refined and
improved. Through these discussions, satisfactory agreements were reached
concerning the basic outlines of the pilot program, including objectives,
governance and administration, the flow of funds and the participation of
NGOs. Because different activities proposed for inclusion in the program
are at different stages of preparation and have different priority, the GOB
~ agreed to the principle of phasing the program. At the final meeting in

' Rio de Janeiro, the GOB also presented a detailed preliminary budget, and a
procedure was adopted for submission of the proposal to the G-7.



8. Parallel to this process, the Bank and CEC have explored the
issue of participation by NGOs in the program. Two special missions were
mounted, with GOB cooperation, to contact Brazilian NGOs, to assess their
capacity to absorb funds and manage projects, and to determine their
interest in participating in a pilot program.

9. Within the Bank, we formed a special advisory committee of Bank.
staff members with experience in the Amazon region and expertise on
tropical forest issues. The advisory committee included staff from LAC,
the other regions, Finance, PRE, and OED. This committee has met
regularly, has been kept abreast of the progress of discussions and has
offered suggestions and comments at every step. The membership of this
committee is listed on an attached page.

10. The World Bank Executive Directors (EDs) of the G-7 countries
expressed interest in this project. Under the informal chairmanship of the
German ED’s office, four special briefings were held for the EDs, the most
recent being on June 3, 1991. EDs from the G-7 countries and from other
countries represented in the CEC were invited. These meetings provided
useful feedback from the EDs regarding the concerns of their governments.
Many of the issues raised in these meetings have been reflected in the
attached cover note.

i G Among the issues raised by the EDs was that of the possible
proliferation of special purpose multilateral funds and possible overlap
with the Global Environment Facility (GEF). The cover note proposes that
the Rainforest Fund be set up as a trust fund under the GEF. This
possibility has been discussed with Bank staff in your office (COD) working
on the GEF and with Bank staff in the Finance and PRE complexes all of whom
are also concerned about the potential proliferation of funds. The
implementing agency or agencies for programs under a Rainforest Fund could
be different from the implementing agencies of the Global Environment Trust
Fund. Finance, PRE and COD are all agreed on the proposal in the cover
note.

12 Related to the same issue, some countries might have difficulty
contributing to a new multilateral fund because they have no way of doing
80 under current national legislation. This may be the case with Germany,
the UK and Japan. In informal discussions, staff of the German Government
have suggested that the proposed pilot program be constituted simply as a
way of coordinating separate bilateral financing arrangements focussing on
a single country. The G-7 could suggest this mechanism for financing the
program. However, this approach could make program coordination difficult,
and it might not meet the G-7 request that the pilot program be replicable
in other Amazon countries. The cover note does not refer to this
possibility.

13. Once the proposal and cover note have been submitted to the G-7,
the Bank’s role with respect to fulfilling the G-7 request will have ended.
The German ED expressed the opinion that the Bank should be involved in
this program in the future. But any future role would need to await
requests from the G-7 and the response by senior Bank management.



14. We estimate the costs to the Bank of preparing this proposal tqf:
be more than §$250,000. The direct costs were borne mainly by LAl, with
some contribution from the LAC Technical Department. Staff time was

provided mainly by the LAC Technical Department, Environment Division, with
some contribution from LAl.
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PILOT PROGRAM TO PRESERVE THE BRAZILIAN RAINFOREST

Introduction

1, At the Houston Meeting in July, 1990 the G-7 Heads of States called for
the World Bank, in cooperation with the Commission of the European Communities
(CEC), to prepare a proposal for a comprehensive pilot program to counteract
the threat to tropical rainforests in Brazil. The Government of Brazil (GOB)
expressed its support for such an initiative and formed an Interministerial
Commission to oversee preparation of such a proposal. As part of the process
of preparing the proposal, staff of the World Bank, the CEC and the GOB held
three tripartite meetings and a series of technical missions and discussions.
World Bank staff also periodically briefed the Executive Directors of the
World Bank representing the G-7 countries, and in response to their requests,
and in collaboration with CEC staff, prepared the recommendations set out
below regarding the size and activities of the proposed program.

2. The resulting GOB proposal for a pilot program to be executed over a
five-year period is attached. The management of the World Bank and the staff
of the CEC endorse the objective of the Brazilian proposal and support the
establishment, under the administrative umbrella of the Global Environment
Facility, of a Rainforest Fund to carry out activities to support that
objective. The program would pertain mainly to the Amazon Rainforest but
would also provide limited support to preserve the Atlantic Forest. §

3. The objective of the pilot program is to maximize the environmental
benefits of Brazil’s rainforests consistent with Brazil’s development goals,
through the implementation of a sustainable development approach that will
contribute to a continuing reduction of the rate of deforestation. The
attainment of this objective would: demonstrate the feasibility of
harmonizing economic and environmental objectives in tropical rainforests;
help preserve the huge genetic resources of the rainforests; reduce the
Amazon’s contribution to global carbon emissions; and provide another example
of cooperation between developed and developing countries on global
environmental issues. Preservation of biodiversity, reduction in carbon
emissions, and new knowledge about sustainable activities in tropical
rainforests represent benefits that are global in scope and justify financial
, transfers from the international community to Brazil.

4. The GOB has already committed its own resources for conservation
activities in its rainforest areas, including through normal World Bank
financing, and is committed to undertaking the activities outlined in the
attached proposal with its own resources. New and largely concessional
resources would permit more rapid, wide-ranging implementation of these
activities than could otherwise be undertaken, given the government’s limited
resources and other priorities.

5. A mechanism, the Global Environment Facility (GEF), is already in place
by which to channel concessional resources to developing countries to address
global environmental objectives. Some portion of the proposed pilot program
in Brazil could be financed from the Global Environment Trust Fund (GET) under
the GEF. However, existing GET resources are inadequate to address the scope
and urgency of the threat to Brazil’s rainforests, or to realize the
potentially large joint benefits to the global community of the proposed pilot
program in Brazil. The establishment of a Rainforest Fund under the GEF would
permit supplemental global resources to be channeled to Brazil, while at the
same time minimizing administrative costs and ensuring close technical



cooperation with other global programs. Finally, a Rainforest Fund under the
GEF could eventually be extended to cover other countries with threatened

rainforests.

Background and Rationale for Donor Support

6. Conserving the Amazon and Atlantic rainforests would provide benefits to
the global community because together they represent the largest repository of
biodiversity in the world and because conservation of the Amazon forest would
lead to reduced emissions of carbon gases. These rainforests also provide
regional and local benefits through their influence on hydrological cycles and
thus local climate, the protection they afford to watersheds, and as homes to
indigenous communities with distinctive cultures.

7. Beginning in the 1960s, public investments in roads and other
infrastructure and public policies supporting colonization encouraged
migration into the Amazon and resultant deforestation. Lacking suitable
technology, many farmers practiced an unsustainable form of slash-and-burn
agriculture with annual crops. Logging increased; squatters, miners and
loggers made frequent incursions onto indigenous lands and brought disease and
environmental damage. Investments in hydropower dams and in exploitation of
major mineral deposits also contributed to deforestation. Legislation
encouraged landholders seeking to legalize their titles to clear forest by
defining cleared land as "improved." Fiscal incentives encouraged investment
in cattle, sawmills and other enterprises without environmental restrictions.
Although new parks and other conservation units were created, the Government
lacked resources to protect and manage these areas adequately.

8. As a consequence of these activities and policies, deforestation in the
Amazon accelerated, reaching a peak in 1987 when the combination of an
unusually dry year and uncertainty over future land legislation caused an
unprecedented amount of forest clearance and burning. By 1990, an estimated
8% of the Amazon rainforests had been deforested.

9. Policy Changes. The years 1988-91 proved to be a watershed in the
evolution of Brazilian environmental policy. The changes in policy are set
out in detail in the attached GOB proposal (pp. 3-5).

o In 1988 and each year thereafter the federal government has sponsored a
special program to prevent forest burning.

o In early 1989, the Nossa Natureza Program established a National
Environmental Fund (FNMA) with the participation of non-governmental
organizations (NGOs) on its board; temporarily suspended fiscal
incentives for development in the Amazon; and repealed laws encouraging
forest clearance as a way of gaining title.

IL Under the terms of the GEF, a separate trust fund could have a different
implementing agency or agencies, a different review group than that of the GET
and a different group of donors; and could be organized in a manner consistent
with the phasing and arrangements for governance and financing of the pilot
program that are set out below.



In 1990 the GOB created an Environmental Secretariat, SEMAM, reporting
directly to the President and under it a single national environmental
agency, IBAMA, combining four separate agencies into one. All federal
ministries were given responsibility for establishing sectoral plans
consistent with environmental objectives.

o Also in 1990, President Collor appointed an internationally known
environmentalist as Secretary of SEMAM, and the GOB established the
National Environmental Program with support from a large World Bank loan
to strengthen IBAMA and to protect major ecosystems nationwide.

© Over the same period, the government instituted new regulations aimed at
forest use by industry, initiated a review of federal infrastructure
projects and greatly reduced credit subsidies for agriculture and
livestock activities (partly as a result of general fiscal
austerity).?

o In 1991 fiscal incentives for the Amazon and Northeastern regions were
officially restored. Congress rejected -proposals of the executive
branch that would have set market rates of interest for credits under
the program. However, the legislation does explicitly restrict
subsidies for ranching to areas designated as appropriate on
environmental grounds, and mandates environmental licensing for all
projects benefiting from incentives.

10. Partly as a result of these changes, and partly as a result of natural
and market conditions, rainforest clearing in the Amazon has declined each
year since 1987.

11l. Existing Constraints. To firmly secure for the future the environmental
benefits of the rainforests in Brazil requires that three critical constraints
be addressed.

o First, the present largely positive direction of this administration’s
environmental policy must be consolidated at the federal level between
the administration and Congress and must be reinforced at the state and
local levels. This implies that pricing, fiscal and investment policies
at federal, state and local levels would be consistent with
environmental objectives. Policy in Brazil is the outcome of complex
interactions among the executive and the legislature at the federal
level, and among and between federal, state and local administrators and
political representatives. Public opinion, a growing number of
organized interest and consumer groups, and a sophisticated press are
also important factors in Brazil'’s open political system. Improved
public understanding of the benefits and the costs of rainforest
protection and increasing accountability of public institutions on

/2 Brazilian environmental legislation is advanced in other respects.
Farmers and ranchers in the Amazon region must obtain permits before clearing
and burning land and may not clear more than 50% of the forest on a given
property or along watercourses or at the headwaters of streams. Loggers can
cut timber only after submitting forest management plans to IBAMA, and IBAMA
closely monitors the transport of logs and operation of sawmills.



environmental matters are critical to consolidation of a sound policy on
rainforest issues.

o Second, relatively weak state and local as well as federal institutions
that are responsible for enforcing environmental laws, require
strengthening in terms of management, technical skills, and adequate
equipment and other infrastructure.

o Third, continuing investments in natural and social science research and
field applications are needed (a) to ensure that the economic benefits
of genetic biodiversity in Brazil’s rainforests can be realized, and (b)
as a basis for the development and dissemination of sustainable
approaches to economic exploitation of the forests.

12. The pilot program is designed to address these needs. Its design
reflects concern with all three constraints. The design also represents a new
approach to development in rainforest areas in Brazil, marking a profound
change from the views and programs of just a few years ago.

The Pilot Program

13. The pilot program has two main parts: structural programs, in which the
emphasis is on strengthening of government institutions; and demonstration
projects, in which the emphasis is on support for and promotion of grassroots
initiatives. The content of each proposed activity is described in detail in
Section IV of the attached proposal. Below we describe briefly each major
activity, and indicate our recommendation for emphasis in a first phase.Z&

(a) Conservation Units: Conservation units and indigenous areas in the
Amazon, already legally established, would be demarcated and equipped
with needed infrastructure.”2 These investments would complement
those financed under a World Bank loan, and those already proposed by
the GOB for financing by the GET. The first phase would include
preinvestment activities (reconciling policy and legislation,
development of flexible mechanisms for handling land tenure
irregularities, and development of detailed management plans for
specific units); and financing for demarcation of three indirect-use
conservation units (in which no economic activity is permitted); three
national forests; four extractive reserves; and six indigenous reserves.

(b) Natural Resource Management and Degraded Areas: Activities would
address production, regulation and marketing of fishing and forestry
products that are commercially viable and environmentally sustainable,
and recovery and reuse of deforested areas. The first phase would
consist of formulation of working procedures and program development,

/3 The proposed first phase set out in the attached proposal would be fully
assessed by staff of the international implementing agency and approved on an
annual basis in Brazil by the Coordinating Commission.

14 Conservation units would also be supported in the Atlantic Forest, as
described in Appendix II of the attached proposal.



(c)

(d)

(e)

(£)

and studies of the environmental, social and economic consequences of
any investments in recovery of degraded areas.

Environmental Zoning: This program would, once follow-up enforcement
capacity is in place, help finance regional and local environmental
zoning to guide future public investments and to ensure appropriate use
of any fiscal incentives. Emphasis in the first phase would be on
support for information systems and on building capacity to carry on
zoning exercises at the state level.

Scientific and Technical Support: Trust funds would be established
under the management of the federal Secretariat of Science and
Technology to support INPA (Instituto Nacional de Pesquisas Amazonicas)
and the Museu Paraense Emilio Goeldi (also a research institute). The
purpose of the trust funds would be to provide a permanent base of
sustained support for these two existing centers of excellence of
scientific research in the Amazon Region. The trust funds would finance
infrastructure and the creation of endowed chairs or topping up of
salaries, to ensure that these institutions can attract and retain the
best possible talent worldwide as well as in Brazil. An additional
trust fund should be considered to provide similar support to other

" research institutions in the Amazcr region, to strengthen the

agricultural, biological and sociali sciences relevant to protection of
the Amazon rainforests. Emphasis would be on collaboration among local,
national and international centers. In addition, a program of support
for basic and applied research aimed at better understanding of the
Amazon environment should be established under the management of the
Secretariat of Science and Technology, similar to existing research
support programs, including PADCT (Program for the Support of Science
and Technology). Research grants would be available on a competitive
basis to staff at all national institutions, private and publiec.
International and transregional scientific cooperation in funded
research would ensure high scientific standards. Advanced training and
a scientific information system would also be financed. First phase
activities include making arrangements for trust funds, setting
priorities and appraising plans for strengthening centers of excellence,
and defining the scope and procedures for the research grants program.

Monitoring and Enforcement: A set of activities is proposed to
strengthen the capacity of public agencies, especially of the nine state
environmental agencies in the Amazon region. Emphasis would be on
establishing measures and means to monitor environmental quality
including forest cover, fauna, water and air quality, and the status of
indigenous people; and to detect infractions of environmental
legislation. First phase activities include detailed planning of _
training programs; design, specifications and site selection for control
posts; and development of procedures for augmented monitoring and
enforcement.

Environmental Education: Support would go mainly to the Amazon region
for preparation and introduction of environmental issues to school
curricula. University-level exchanges of information, public education
campaigns, and wide dissemination of scientific knowledge are also
envisaged. First phase activities include carrying out a diagnosis of
current practices and materials in environmental education and design of



a comprehensive program of environmental education for the Amazon
region.

(g) "Free-standing" Demonstration Projects: Support would go to pProjects
that would test new technologies, organizational forms or techniques to
develop sustainable production in the Amazon, or improve conditions for
rural dwellers where such support can help reduce itinerant, predatory
deforestation. Such projects would be proposed by local or national
NGOs, entrepreneurs, local government agencies, and research and
extension agencies. Projects sponsored by nongovernment groups could be
funded through one of three channels: (a) the National Environmental
Fund (FNMA), (b) direct (bilateral) grants, and (c) a small grants fund
administered independently of the Brazilian Government. Such projects
would be judged on their potential to achieve tangible results, their
sustainability without continued subsidies, and their replicability. Up
to 20 of these free-standing demonstration projects would be supported
in the first phase.

(h) "Area-based" Demonstration Projects: Support would g0 to projects
sponsored by consortia of government agencies and NGOs in selected
strategic areas throughout the Amazon. Emphasis in the first phase
would be on detailed "project" planning in three specified geographic
areas, one in the western Amazon, two in the eastern Amazon.

14, Because this is a pilot program, heavy emphasis will be placed on:
monitoring of program inputs, with feedback to redesigning of activities;
supervision of implementation by technical staff at the international level;
and evaluation of the impacts of activities, both within Brazil, and through
an advisory group at the international level.

Recommendations

15. Initial Commitment. The management of the World Bank and the staff of
the CEC recommend that the G-7 endorse the objectives of the pilot program and
commit themselves to support on highly concessional terms’ activities in a
first phase, estimated to cost about US$250 million. The duration of the
first phase would depend on the pace at which proposed activities can be
effectively implemented, but would probably be at least two years. Donors
should be prepared to provide US$50 million for an initial nine-month period,
to be disbursed against (a) a set of pre-investment and planning activities,
(b) implementation of selected aspects of the existing program that are ready
for implementation, (c) initial financing of two trust funds to strengthen
scientific centers of excellence and of a small grants program fund for NGO
activities, and (d) overhead for technical support functions at the
international level.

15 Financing could be in the form of grants, loans on IDA terms, and debt-
for-nature swaps to the extent the latter are consistent with the overall
approach of the Government of Brazil and creditors to Brazil’s external debt.
The GOB would provide some counterpart funds (up to 10% for certain parts of
the program); state and local governments and residents of the Amazon would
also participate in financing.



16 The Full Program. The GOB proposal describes activities to be carried
out over a five-year period at an estimated cost of US$1.6 billion. These
activities would complement those being financed through existing World Bank
loans and those proposed by the GOB for financing under the Global Environment
Trust Fund. While the precise cost and timing of specific activities require
further definition, the magnitude of the potential global and national
benefits of preserving the rainforest justifies the sustained commitment of
substantial resources.

17. However, neither the estimated costs nor the precise activities and
timing proposed by the GOB have been fully appraised by staff of the World
Bank and the CEC. Donor commitments to finance specific activities under the
first and subsequent phases should be made on a rolling basis, and should
depend on: (a) annual assessments of specific program activities and
proposals; (b) evidence that the program is administratively manageable; and
(¢) continuing commitment by the GOB to a policy framework consistent with its
own stated environmental objectives. The arrangements proposed below for
governance and administration incorporate periodic assessment of the progress
of the pilot program and of the consistency of overall policy with program
objectives, as a basis for periodic redesign of the program and renewal of
financial commitments on the part of donors.

18. Specific policy concerns are development and effective enforcement of
environmental safeguards in any new use of fiscal incentives in the Amazon
region; regulations relating to land titling and taxation; and infrastructural
policy, especially as concerns road construction, mining and power.

19. Governance and Administration. The management of the World Bank and the
CEC staff recommend that a Rainforest Fund be established under the GEF, with
an appropriate review group including representation of the Government of
Brazil and donors to the Rainforest Fund.® Technical functions at the
international level would be carried out by an implementing agency or agencies
appointed by the donors, and would include annual programming in conjunction
with the GOB and monitoring and supervising of program activities.

20. The Government of Brazil has proposed an administrative structure and a
system of financial flows in Brazil, the outlines of which are acceptable to
the World Bank and CEC staff. The structure and functions of these are set
out in Section V of the attached proposal. In Brazil, a Coordinating
Commission (CC) composed of representatives of concerned Brazilian federal and
state agencies under the chairmanship of the Secretariat for the Environment
(SEMAM) would set policy and approve annual programs and internal evaluation
and audit reports for submission to the review group constituted for the
Rainforest Fund. Technical and operational support for the CC would be
provided by the strengthened Executive Secretariat of the National Environment
Fund (FNMA) of the Secretariat for the Environment. Implementation of
specific activities of the pilot program would be undertaken by the relevant
federal and state agencies, research institutes, local communities and NGOs.

21. Donor contributions would be credited in foreign exchange to the
Rainforest Fund. Funds for specific activities managed by government entities

16 The review group would take on many of the functions outlined in the GOB
proposal for the "Joint Commission".



and approved by the Rainforest Fund review group and the CC would be
transferred to the executing agencies in Brazil through a special account in
the Central Bank, once approved by the Executive Secretariat. Funds would be
transferred from the Central Bank through one of several existing funds in
Brazil: FNMA (Fundo Nacional de Meio-Ambiente), or FNDCT (Fundo Nacional de
Ciencia e Tecnologia). Funds for approved activities managed outside of
government could be transferred through the FNMA; disbursed directly from
bilateral donors to nongovernment groups; or disbursed from a separate fund
for small grants to be managed by an independent entity in Brazil such as the
United Nations Development Program (See Figure 4 of the attached proposal).
The final details of the administrative and financial arrangements should be
approved by the implementing agency or agencies on behalf of the Rainforest
Fund review group.

22. The proposed governance and financing arrangements will support a
critical objective of the pilot program, i.e., to develop and implement new
approaches to managing and financing a large comprehensive program that is
also flexible and innovative. At the international level, the proposed
structure would rely on an existing mechanism. Within Brazil, the proposed
structure would not rely excessively on overburdened government institutions,
and would create new opportunities for the GOB to establish dialogue with NGOs
and concerned populations. Innovative features include: establishment of
trust funds to ensure stable support for independent science and field work of
international quality; a small grants program, managed by an independent
entity, to provide nongovernment organizations with an additional separate
source of funds; inclusion of NGO representatives on the policymaking group in
Brazil and on the Executive Secretariat of the pilot program; and involvement
of community and other groups in the design and implementation of '
demonstration projects.
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BRAZIL: Briefing Note for the Visit of President Fernando Collor de Mello

Economic Policies

i Brazilian economic growth fell from 8.6 percent annually in the 1970s to 2.2 percent in
the 1980s. Population grew at about the same rate, so Brazilians passed the decade without
improving their average living standard. Poor economic policies distorted incentives for trade,
industry and agriculture; investment and savings fell; capital stopped flowing from abroad; and
inflation accelerated until consumer prices were doubling almost monthly. Three adjustment
programs failed. In March 1990 Fernando Collor de Mello became the first directly elected
president in over twenty years. He introduced an unprecedented economic reform program to
stabilize the economy, to reduce government intervention and to restore growth.

2. The Collor Government introduced structural reforms in the areas of trade policy,
deregulation, privatization and agricultural policy. These policies have been maintained, but the
stabilization program collapsed after nine months and "Collor II" was introduced in January 1991.
The core of the new stabilization program is a price and income policy, apparently unsupported
by the necessary fiscal and monetary measures. Without a renewed effort on tight monetary
policy and increased fiscal surpluses, a return to double digit (monthly) inflation cannot be ruled
out.

3. The second program met skepticism, and public confidence was at an all time low. In
May of 1991, Minister Zelia Cardoso de Mello, the Economy Minister, stepped down. Ambassa-
dor Marcilio Marques Moreira’s appointment has given new hope internally and particularly to
Brazil’s foreign creditors, but stabilizing the economy will be difficult. Pressure is building from
interest groups to loosen the stabilization measures, and the frozen accounts of the Collor Plan
are due to be released beginning September 1991. Inflation is likely to rise and could lead to the
collapse of "Collor II".

4. Mr. Choksi met in Brasilia the week of June 10 with Minister Marcilio Marques Moreira
and his new team. His first impression was that this team is serious, dedicated, and friendly to
the rest of the world and to the Bank, but that their difficult challenges may be insurmountable.
The previous team left several time-bombs. First, the wage-price freeze has led to serious
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production bottlenecks and deepened the recession. Getting out of this "straitjacket" without an
inflationary explosion will be difficult. Second, most of the impressive fiscal improvements are
the result of suppressing public sector wages and the interest on domestic public debt. Most
Brazilians, including the economic team, acknowledge that public sector wages will increase in real
terms in the second half of 1991. The Government cannot place in the market new debt at low
interest rates and much higher rates will be required. Third, the Government is obligated to
release in twelve monthly installments beginning September 15, about US$25.6 billion of frozen
cruzados. The monthly release would be about 25% of the current monetary base if all US$25.6
billion were to be included. The Government is still working on an approach to neutralize the
impact of this large monetary injection. This will be very difficult and, unless the Government
succeeds, the prospects for a rapid rise in inflation after September are very high. Finally, the
Collor Administration has sought to regain political control in the Congress and Senate by making
direct arrangements with and political concessions to State Governors. These arrangements
include transfers of federal funds to the States and could lead to a spiral of transfers to State
Governments making fiscal control very difficult. All of the above indicate a very difficult road
ahead for the new team.

5. An IMF Stand-by Negotiation and an Article IV Consultation mission visited Brazil at the
end of April 1991. The mission was interrupted in May by the change in the Minister of
Economy and a new visit may be scheduled for end-June. It is expected that during Mr. Collor’s
visit to Washington, this date may be finalized.

Foreign Debt Negotiations

6. On April 8, 1991, Brazil and the Banks’ Advisory Committee (BAC) agreed on the
repayment of arrears. Under the agreement, Brazil will pay 25 percent of the arrears due through
year-end 1990 in cash (about US$2 billion) and will exchange the remaining 75 percent for bonds.
The first cash payment, for 45 percent of the cash amount, or about US$900 million, will be made
ten days after the Brazilian Senate approves the term sheet detailing the agreement. Following
this, the term sheet will be sent to Brazil’s approximately 600 creditor banks worldwide.
Subsequently, the remaining cash payments will be made in eight monthly installments. The
bonds, which will be dollar denominated bearer instruments, will mature in 10 years, with three
years of grace, and have a staggered amortization. The bonds will be issued upon agreement
between the BAC and Brazil on the treatment of the medium- and long-term debt.

7. The Senate has not approved as yet (June 13) the agreement on the arrears. There is
concern in Brasilia that the approval may come too late for President Collor’s visit to Washington.
In any event, the Government’s plan is to initiate negotiations with the banks on the stock of
debt immediately following the "road show" on the arrears. Mr. Choksi met in New York recently
with several banks--American, British, French, and Japanese--which are members of Brazil’s BAC.
His impressions are that most, if not all banks, want to get out of Brazil and therefore will be
interested in a Brady Plan similar to Mexico’s with enhancements from the Fund and the Bank.
It seems likely that the Brazilians and the BAC may pursue such an agreement and ask the Bank
to participate. If the macroeconomic environment does not improve, the Bank will be unable to
provide the necessary enhancements to support the package.

Bank Lending

8. So far in FY91, the Bank has approved US$450 million in loans (a Science Research and
Training project for US$150 million and a Private Sector Finance project for US$300 million).
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We expect to have two additional projects approved by the Board this month: Innovations in
Basic Education (US$245 million) and Hydrocarbon Transport and Processing (US$260 million)
for total commitments for the fiscal year of US$955 million. Because of the poor macroeconomic
environment, we have ceased all credit line operations including one for Privatization and Capital
Markets Reform (US$315 million) which would be ready for negotiation, if the situation were to
improve. For the Electricity Distribution and Conservation project (US$300 million), negotiation
is conditional on a satisfactory tariff increase and would require a post-appraisal mission. Because
of the slow process within Brazil of establishing government priorities, in the next fiscal year our
lending will be in the US$700 million-$1 billion range. Net disbursements this fiscal year and the
next will continue to be negative and large (around US$200-$300 million).

Environmental Issues

9. The Brazilian Government and the Bank have in recent years confronted a severe
problem of public criticism, mostly from the richer countries, of the effect of policies and projects
on environmental conservation, especially in the Amazon. These criticisms have diminished
recently, a reflection of the attention both the Government and the Bank have given conservation
issues. The Bank, the Government, and the Commission of the European Communities are
cooperating, under the mandate of the June 1990 Houston Summit of the Group of Seven, to
propose by the next summit (June 1991) a joint Pilot Program to Preserve Brazil’s Amazon Rain
Forests. This joint preparation is proceeding well. To attract serious donor commitment, it will
need endorsement at the highest levels of the G-7 governments.

10. We have also recently completed a major report on environmental policies in the Amazon
which could change the debate in this area. This report will be discussed with the Government
soon. In addition, if the Government were to speed its project approval process, we could bring
to the Board in FY92 four or five environmental projects. Both the report and these projects
would contribute significantly to Brazil’s international image, particularly since the UN
Conference on Environment is to be held in Brazil next June.

Issues to be Discussed

1L Your meeting with President Collor is likely to be brief. I suggest that you ask him how
he sees the economic prospects. You should underline our concern with the 1nflat10nary
potential of the release of frozen assets and ask President Collor how he will address the
problem. You should also ask Mr. Collor how he proposes to reign in the deficit of the states -
a major political issue in Brazil now. As to external debt, you should welcome the agreement on
arrears and urge him to proceed with the larger issue of agreement on the entire stock of debt
to commercial banks. You should emphasnze the importance of external and domestic confidence
in economic management. Isuggest that you should not initiate a discussion on Bank operations.
If the issue comes up, you should emphasize the importance of stabilization and our disappoint-
ment regarding the failure of initial attempts largely because of the failure of monetary policy.
Until a credible stabilization is in_effect, our lendmg will be llmlted largely to support
environment, agrlculture health and educatlon pro;ects -

cc: Mr. A. M. Choksi
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Mr. Barber Conable,

President of the World Bank ~-Fax
[(202) 477-1305

Mr. President,

I have the honor to convey to you an invitation by his
Excellency Mr., Fernando Collor, President of the Federative Republic of
Brazil, for a 20 minute working meeting next Tuesday, June 18th, at 2:30

P.M,, to take place at the Blair House.

I avail myself of this opportunity to convey to you the

assurances of my higheiiiggggidéfft1on.
Joaqﬁi%i?%ﬁff/Palmeiro
(Char ffaires, a.i.)



BARBER

President

THE WORLD BANK
Washington, D.C. 20433
U.S:A.

B. CONABLE

June 17, 1991

Dear Mr. President:

I have learned of your appointment as Alternate
Governor for Brazil on the Boards of Governors of The
World Bank Group. I realize this is incident to your
responsibilities in your own Government, but I hope you
will be in a position to actively participate in the
affairs of the Bank Group, as well.

The Executive Directors, Officers and Staff of
The World Bank Group believe very strongly in its develop-
ment mission and in the battle against poverty. We look
forward to working with you to make the Bank Group even
more effective during the coming years. Congratulations
on your appointment and thank you for your willingness to
take on this additional responsibility.

I look forward to meeting you in the near future,
and send my best personal wishes.

Sincerely,

Senhor Francisco Gros
Presidente

Banco Central do Brasil
Caixa Postal 04.0170
70074 Brasilia (DF)
Brazil

cc: Mr. Leung
Mr. Choksi
Mr. Santos

ETSanidad: se



THE WORLD BANK
Washington, D.C. 20433
US.A.

BARBER B. CONABLE
President

June 17, 1991

Your Excellency:

I have learned of your appointment as Governor
for Brazil on the Boards of Governors of The World Bank
Group. I realize this is incident to your responsibili-
ties in your own Government, but I hope you will be in a
position to actively participate in the affairs of the
Bank Group, as well.

The Executive Directors, Officers and Staff of
The World Bank Group believe very strongly in its develop-
ment mission and in the battle against poverty. We look
forward to working with you to make the Bank Group even
more effective during the coming years. Congratulations
on your appointment and thank you for your willingness to
take on this additional responsibility.

I look forward to meeting you in the near future,
and send my best personal wishes.

Sincerely,

(Oigheg)

A Sua Excelencia
Senhor Marcilio Marques Moreira
Ministro de Economia, Fazenda
e Planejamento
Esplanada dos Ministerios
Bloco P, 60 andar
70048 Brasilia (DF)
Brazil

cc: Mr. Leung
Mr. Choksi
Mr. Santos

ETSanidad: se
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THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE: February 28, 1991
TO: Mrs. Linda McLaughlin, EXC
FROM: Antonio Pimenta-Neves, LACSA;
EXTENSION: 38722 |
SUBJECT: Request From The Mayor Of Rio De Janeiro To Meet With Mr. Conable

Thank you for informing me that Mr. Conable will not be here on the
dates required. I have already informed the office of Mr. Alencar that Mr.
Conable will not be available. I had to do so by phone because they needed an
urgent reply from us as they were organizing the rest of his agenda in the
United States.

cc: Messrs. Choksi, Quijano.



PREFEITURA
DA CIDADE DO RIO DE JANEIRO

Feb 20, 1991

Mr. Barber B. Conable
President '

The World Bank

1818 H Street
Washington, D.C.
20433 - USA

Dear Mr. Conable,

As you know, Rio de Janeiro will host the UNITED NATIONS CONFERENCE

ON ENVIRONMENT AND DEVELOPMENT, to be held in 1992. The population
of our City is well aware of the importance of this‘event, regarded
as a unigque and historical opportunity to make mankind re-evaluate

its relationship with the environment.

lHaving in mind your interest and actions cdncerning envirénmental
issues, I would like to meet you during my stay in Washington, D.C.,
on March 20-22, so that I can have the chance to hear your ideas

and opinions on such important matter.

Yours Truly
4 70
%/Q%

/Zércello lencar
ayor
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February 11, 1991

BRAZIL: ECONOMIC STABILIZATION WITH STRUCTURAL REFORMS:
AN UPDATING NOTE

— I. An Overview

Iy On March 16, ome day after President Collor assumed office, he
announced a "New Brazil" (Brasil Novo) economic policy. Both its analysis and
its recommendations share much common ground with the Country Economic
Memorandum (CEM) "Brazil-Economic Stabilization with Structural Reforms."

2, The program’s two principal components, a stabilization policy and
an agenda of structural reforms, were interrelated. Both included radical
policy changes that distinguish the program from any other in Brazil's recent
past. The success of the program is uneven; stabilization has yet to be
achieved, but the structural reforms undertaken are almost unparalleled.

3, The stabilization policy rested on two pillars, a drastic reduction
of liquidity and the elimination of the large budgetary deficit. The foreign
exchange rate was floated and private sector wages were left to be determined
by the market. For a while, inflation (having reached about 100 percent per
month prior to the plan) seemed to be contained; but after a brief interval it
accelerated again, reaching to some 20 percent a month by the end of 1990.

The resurgence of inflation originated primarily in monetary developments.
Stabilization should have been anchored to money, but the monetary aggregates
have kept rising for most of the period, with inflation running at about the
same rate. Fiscal policy has also played its part. Although the improvement
in the fiscal stance has been impressive, the budgetary target may not be
fully reached. Together with the monetary expansion, doubts about the
permanence of the fiscal policy reforms have contributed to a substantial loss
of credibility. While the stabilization program has not achieved its
objective of controlling inflation, it may still be salvaged through fiscal
corrections and adoption of strict and credible monetary policy. The
magnitude of the salvaging task is not to be underestimated: the success of a
program will hinge on its credibility, and this can only be achieved through
the planning and implementation of a budget surplus and, above all, the
implementation and maintenance of credible monetary targets. The longer a

credible program takes to put in place, the deeper will be the recession in
its wake.

G The agenda of structural reforms has been radical, consistent in

its implementation, and generally successful. Driven by the perception that
government should, where possible, get out of economic activity and allow
markets to work freely, the reforms have already started to change the
economic ground rules in Brazil. The greatest progress has been made in
foreign trade. Within a mere six months, an insulated economy was stripped of
almost any trade interventions beyond tariffs. This radical reform will take
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some time to work its full effect on Brazilian trade, but if sustained, it
will lead to a fundamental structural change. Meanwhile, deregulatory
measures have reduced many government restrictions on domestic activities.
The Government plans a large-scale privatization, which will greatly reduce
the role of public-sector enterprises within a few years. The machinery and
principles of the process are now established, and first transactions should
take place in April, 1991. A reform of the public-sector administration has
started, leading so far to a reduction by over 10 percent of the government's
labor force; over 200,000 employees have been fired or removed from their
positions, and several public agencies have been abolished. Various market-
oriented reform measures have also been taken in the agricultural sector,
freeing up the sector from government controls and intervention; and promising
changes are beginning to be implemented in the social sector.

5. This paper will take a more detailed look at the new economic

policy. It will describe the announced policy package, then analyze
implementation and performance; finally, it will make some recommendations.

II. The Policy Package

A. Background

B The last months of the Sarney Administration saw high and
increasing inflation, a large fiscal deficit, and an expansionary,
accommodating monetary policy. By the first half of March, 1990, inflation
had reached a monthly rate of around 100 percent. While the Brazilian economy
had developed various instruments to neutralize some of the impact of
inflation, it was generally recognized that this level was so high as to
constrain normal economic activity; and, correspondingly, that any serious
attempt to stabilize the economy would have to be radically different from the
three earlier unsuccessful stabilization plans undertaken between 1986 and

1989. Another program in which fundamental monetary and fiscal adjustments
were missing was bound to fail.

T Brazilians also recognized that their economy was so highly
distorted--as discussed in the CEM--that economic growth could not resume
without drastic structural transformations. 1In this, even more than in
macroeconomic policy, radical change seemed essential. It was also
increasingly accepted, as argued in the CEM, that these two policy areas were
related: stabilization without structural transformation was not credible,
and transformation without stabilization was not sustainable. President

Collor’s "New Brazil" policy package thus addressed these two issues
simultaneously.

8. Surprisingly, particularly in view of the small representation of
the President’s own party, Congress passed (within the 30-day period specified
by the Constitution) almost all the policy package practically unaltered.
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B. Stabilization Policy

9. The stabilization package had four elements: monetary policy,
fiscal policy, exchange rate policy and wage-price policy.

(i) Monetary Policy: The program assumed that the stock of
liquidity must be reduced dramatically and immediately, in the process also
achieving a significant fiscal saving. Along with the creation of a new
currency (the cruzeiro), the program thus drastically reduced liquidity. 1In
one day, 70 percent of the liquid financial assets were frozen: total
liquidity fell from 30 percent to 9.1 percent of GDP after the Government
blocked all overnight accounts, demand deposits, and time and savings deposits
above a certain level. Those deposits, denominated in cruzados, were to be
frozen at the Central Bank for 18 months and were adjusted for inflation and
remunerated at 6 percent per year. Deposits below the specified level were
automatically converted into cruzeiros. The frozen cruzados could, however,
be used to pay debts contracted before March 15 (including mortgages, taxes
and social contributions). To soften the impact on total liquidity, the
reserve ratio on demand deposits was reduced from 80 to 40 percent.

(ii) Fiscal Policy: the Plan aimed at substantially improving
the public-sector budget, from an estimated operational deficit of 8-10
percent of GDP in 1989 to an operational surplus of 2 percent by the end of
1990. This was to be achieved by a stringent reduction (by some 6 percent of
GDP) in the interest bill on the government's domestic debt; by wide-ranging
tax reforms and reductions in public spending, including the layoff of public
workers; and by an increase in public-sector prices. The following tax
measures were introduced: (a) the income tax base was broadened to include
agricultural incomes; (b) the value added tax on industrial production (IPI)
was raised by 10 to 15 percentage points; (c) the corporate income tax on
export profits increased from 16 percent to 35 percent; (d) the financial tax
(IOF) was broadened to cover trading of all bonds, gold and gold certificates,
and stock market shares.¥ To avoid tax evasion, all bearer financial
instruments were eliminated. The period of tax collection was reduced and all
taxes were indexed by the daily measure of inflation (the fiscal BTN): In
addition, all fiscal incentives and subsidies were to be suspended for at
least one year. Prices of public-sector enterprises were raised by
about 40 percent, roughly to their real levels of December, 1988. The
government’'s labor force was reduced immediately by 12,000 employees. Twelve
ministries were closed, and 24 enterprises were merged with several
governmental agencies. To further reduce public spending, the free public
transportation used for more than 20 years by federal workers was eliminated;
cars and airplanes were sold; and nonessential expenditures such as travelling

and advertising were limited. The government also undertook to sell
federally-owned residential property.

1/ Of these measures, (a) and (c) can be implemented by law only in 1991; and
(d) was a one-time tax.
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(1ii) Foreign Exchange Policy: the previous foreign exchange
policy (crawling peg) administered by the Central Bank was replaced by a
floating exchange rate. However, foreign-exchange control was maintained,
allowing for the continuing segmentation of the foreign exchange market into
three: the official market for exports and imports, the tourism market
created in 1988, and the parallel market.

(iv) Prices and Wages: at first, the prices of goods and
services were frozen for 45 days. From May 1 onward, the government would
announce the ceiling for monthly price adjustments. The indexation of wages
by the previous month’s inflation was replaced in the public sector by a pre-
fixed indexation system. Wages in March were to be adjusted by February’s
inflation rate. Starting in April, the government would announce an expected
inflation rate as basis for the indexation of wages. In the private sector,
wages would be freely negotiated. The minimum wage was to be raised quarterly
by 5 percent in real terms.

C. Structural Transformation

10. Basic to the policies of structural transformation was the idea
that the size and role of the public sector must be reduced substantially, and
that government intervention should be replaced by the operation of the free
market--a radical reversal of a deeply ingrained tradition of more than a
century in Brazil. The central components of the new policy were trade
liberalization, privatization, and domestic deregulation. Other structural

reforms were implemented during the last nine months and will be discussed
later.

1) Trade Liberalization: a sweeping reform of trade policy was
announced, aimed at replacing all non-tariff import barriers, including all
foreign exchange controls, with custom tariffs; and a drastic reduction of the
latter within five years. Tariff rates on some goods would be raised at
first, to maintain some protection to domestic enterprises as they
restructured to face increased international competition. Then, over three to

four years, tariffs would decline gradually to reach a low and uniform rate of
less than 20 percent.

(11) Privatization of Public-Sector Enterprises: the Plan
envisaged a privatization program to be implemented in the first two years,
yielding in 1990 about 2 percent of GDP in fiscal revenues. Privatized
companies could be sold to domestic and foreign owners (subject to a 40
percent limit of voting shares for the latter), including workers of the
enterprises. To finance the program, nonnegotiable privatization bonds would
be issued to be absorbed by financial enterprises, pension funds and insurance
companies, up to a certain level of their assets.

(ii4) Domestic Deregulation: liberalization was to be extended
to the domestic market. To this end, the government created the Federal
Deregulation Program to remove State controls over private investment and
entry in economic activities. Except for some strategic sectors (not

defined), any entrepreneur would be able to invest in any sector without
previous government authorization.
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IIIx Implementation and Performance

A. Macroeconomic Performance

(i) Inflation

g The pattern of inflation is largely explained by monetary policy
and developments and, to a lesser extent, by fiscal performance. None of the
inflationary process can be explained as a consequence of the development of
private-sector wages. Exogenous events--the oil price increase in August is

the prime example--have also played a role through their impact on
expectations.

12 The paper first presents the pattern of inflation; it then
describes the three major elements which may potentially explain the process,
namely, money, the budget, and wages; and concludes this section by analyzing
the inflationary process. To understand the process, which is quite

complicated, various phases in the development over the last 10 months are
distinguished.

The Rate of Inflation

155 Four phases appear in the behavior of inflation in the ten months
since the introduction of the stabilization plan. Although some of these
phases were very short, their pattern helps explain the inflationary process.

14, The first phase lasted for about a month--from mid-March to about
mid-April. After a monthly inflation of at least 100 percent on the eve of
the new policy, prices remained more or less stable for these few weeks.

Price controls were formally applied during that time, but they did not seem
to matter much. Indeed many prices may actually have declined, albeit in ways

(such as discounting a posted price) which were not recorded in the price
indices.

15. The inflationary trend changed sharply in mid-April, to start the
second phase. For about two months inflation returned and accelerated. By
mid-June, the monthly rate of inflation reached a level of 13-14 percent.¥

The credibility of the stabilization policy suffered a heavy blow during this
period.

16. In mid-June a third phase started, of decelerating inflation. This

lasted until the end of July by which time monthly inflation fell to the level
of 5-6 percent.

2/ Here and elsewhere, inflation data refer to "instantaneous", weekly

estimates of monthly inflation rates inferred by the Department from published
data which are provided on a monthly basis.
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174 Finally, in early August--not coincidentally with the start of the
Gulf crisis and of the campaign for gubernatorial and congressional
elections--the fourth phase began. Inflation started accelerating again and
kept increasing--although not monotonically--until mid-November, at which time
it reached a monthly level of some 20 percent. In December, the rate of
inflation was somewhat lower; but it is too early to tell whether this is
another trend reversal, a temporary interruption in a phase of still-

accelerating inflation, or a phase in which the rate remains at the high level
of around 20 percent per month.

Fiscal Policy

18. The government originally sought an operational budgetary surplus
of 2 percent of GDP, following a year in which the deficit was at

least 8 percent of GDP. Initially, the projections included as revenues
proceeds from the sale of public enterprises (or, rather, of government bonds
with which the privatized enterprises would be bought). Later the government
decided, correctly, that these proceeds (which in any case have not
materialized) should be excluded, and the budgetary estimate was revised
accordingly to a surplus of 0.5 percent of GDP.

19. Complete budgetary data for 1990 are not yet available. From the
limited evidence, it is possible to infer that the budgetary target was mostly

achieved, but not completely (see the data on the budgetary cash performance
in Table 1).

20. Significant cash surpluses materialized in the first few months
following the introduction of the plan. They then practically disappeared
towards the end of 1990. Nevertheless, for April-December 1990 as a whole, a
cash surplus of US$7 billion is recorded--about 2.5 percent of GDP.

21 Accurate budgetary accounting, namely, on an accrual basis, would
have to include the net creation of government commitments which are not
recorded in the cash accounting. Of these, the chief component would be the
unpaid interest on public-sector external debt. The arrears accumulated
during this period happen to be practically identical in size with the cash
surplus. Their inclusion would make the budget roughly balanced. There are
indications, however, that some increase in domestic federal-government
commitments (such as in suppliers’ credit) also took place. More important
may be credits (through the acquisition of bonds, or otherwise) provided by
the public to state and local governments. Taking all this into account, an
informed guess would indicate a small operational deficit. The performance
was thus somewhat short of the target, but still representing a very
impressive change in the budgetary stance. This achievement looks all the
more remarkable in view of the large budgetary deficit of the first two-and-
one-half months (January through mid-March) prior to the stabilization plan.

225 This improvement has originated, first, from the change in the
nature of the government’s short-term domestic debt. On the eve of the
stabilization plan, this debt amounted to roughly 25 percent of the annual
GDP. In the last year before the plan, this debt carried a real interest rate
of about 25-30 percent per year--leading to an interest bill of 6-7 percent of
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GDP. With the plan, the debt was partly monetized, thus eliminating all
interest payments on this part, and mostly converted to an asset (frozen
cruzados) yielding an annual real interest rate of 6 percent. This led to a
fiscal saving of some 5-6 percent of GDP. Other contributing factors to the
fiscal improvement were tax increases--through the elimination of exemptions;
the imposition of primarily one-time taxes; the elimination of various
subsidies; a significant cut in the government's labor force; and a
substantial fall in public-sector real wages (see below).

23. On the other hand, two factors primarily have limited the fiscal
improvement, and prevented the full achievement of the targeted surplus. One
was the policy concerning public-sector prices. As mentioned earlier, these
were increased with the introduction of the plan (by some 40 percent, on
average), to reach their end-1988 real levels. But from then on, the
government maintained these prices at a constant nominal level for almost half
a year--apparently as a means to mitigate cost increases, inflationary
expectations, and inflation. Since August, nominal prices- have again been
raised periodically. By the end of the year, however, they were not only
substantially below their end-March real levels (to which the impact of the

increase in o0il prices should be added), but also lower than their pre-plan
level.

24, The other contributor to the deficit was a large increase of the
expenditures of state and local governments. The Constitution requires that a
large proportion of the increase of tax revenues be directed to these
governments. Existing mechanisms, however, cannot completely prevent a
commensurate increase of expenditures. Moreover, state and local governments
may have increased expenditures even beyond this thus, perhaps, even

increasing their deficits. These, in turn, were financed by credit from the
Central Bank and from the private sector.

Monetary Policy

25, The strong monetary adjustment was the cornerstone of the
stabilization plan. But faced with the prospect of an immediate disruption of
activities--and apparently fearing that this was a start of a severe
recession--the government changed course abruptly, rapidly injecting a large
amount of liquidity into the economy. Beyond the reduction of required
reserve ratios on demand deposits from 80 percent to 40 percent (for larger
banks), the Central Bank released frozen accounts in a variety of ways--most
of them discretionary. It allowed enterprises to pay wages (up to a certain
ceiling), as well as taxes, out of the frozen accounts. The Central Bank also
created refinancing lines for larger enterprises in four main sectors (civil
construction, automobiles, agriculture, and capital goods), and authorized
further conversions of cruzados to benefit the Social Security Administration,

Federal and local government, rural producers, professional associations,
labor unions, charitable associations, etc.

26+ As a result, by the end of April, some US$15.7 billion were added
to the total quantity of money, raising it from 9.6 percent of GDP on March 16
to 15.1 percent on April 30. Of the overall increase of money supply (US$15.7
billion), the major part--US$12 billion altogether--originated in withdrawals
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from frozen accounts. Of these, nearly half--US$5.6 billion--were withdrawals
for Federal tax payments. Two smaller sources of increased liquidity were
Central Bank net purchases of foreign exchange--US$1.6 billion; and borrowing
by firms for payment of wages--US$0.7 billion.

27 By mid-May, with the renewed inflation and the erosion of
confidence in the stabilization policy, the government again decided to change
course in its monetary policy. Various directives and instruments were
applied, in the second half of May, to grant the Central Bank a better control
of the monetary aggregates and to constrain their rapid increase. 1In
particular, the automatic repurchase agreement of Treasury notes--long a
hallmark of Central-Bank policy and the mainstay of the large overnight
market--was discontinued. Banks were thus forced to apply to the rediscount
window when a shortfall of reserves had to be covered. Strict monetary
targets were also introduced. The major monetary aggregates (the monetary
base, M,, M,) were targeted to increase by about 10 percent in the second half
of 1990 and to remain at constant nominal levels in the first quarter of 1991.

28. It appears that, for a while, a drastic reduction of the rate of
monetary expansion was indeed achieved. But within a short period, of about
two months, there was again a rapid increase in the monetary aggregates.
Indeed, even during the first two months (June-July), M, kept rising, although
not at its rate during April-May. By end July, M, already exceeded by 25
percent its level of end-May.¥ During the second half of 1990, the monetary
base increased by 94 percent; M, by 116 percent; and M, by 125 percent

(see Chart 1). These changes in monetary policy contributed significantly to
a decline in the credibility of policy implementation; the public’s confidence
in the strong medicine administered to conquer inflation started to erode.

29. Real interest rates are, of course, hard to estimate. But it
appears that the ex post borrowing real interest rates were very low--mostly
negative--during much of the period. Only in October did they increase
substantially, reaching in October-December monthly levels of 5-7 percent.¥
In this sense, monetary policy did become tight towards the end of 1990. The
large increase of the real interest rate may be explained by both supply and
demand factors. The size of credit to the private sector fell, in comparison
with other monetary aggregates. 1In essence, credit to state and local
governments partly displaced credit to the private sector. At the same time,
the private sector’s demand for credit must have increased in the face of
financial difficulties and involuntary accumulation of inventories.

3/ This increase, in face of a given (even falling) monetary base, was
possible due to a changing portfolio composition of liquid assets; viz., a
relative shift from M, (consisting mostly of demand deposits, which are
subject to a 40 percent reserve requirement) to other components of M, (such
as time deposits) which are free of any reserve requirements.

4/ Real interest rates would appear to be only half of this level if deflation
is done through next month’s price index.




Wages and Wage Policy

30. Unlike previous plans, the Collor stabilization plan did not rely
on "wage policy"--specifically, it required no freezing, rules of indexation,
or other universal or automatic measures of wage adjustment for the private
sector. Wages in the private sector were to be determined freely in private
negotiations. Wages in the public sector were to be adjusted by end March in
proportion with the February increase in consumer prices; and from then on, to

be adjusted monthly in accordance with expected inflation for the coming
months.

1. It should be noted that this component of the stabilization plan

has faced the fiercest political opposition. It was the only one not endorsed
by Congress, and was sustained only through Presidential veto. Throughout the
period, Congress has repeatedly tried to introduce a wage policy, primarily
through measures of full indexation. These attempts have repeatedly been
rebuffed by Presidential veto. Other attempts have been made--originating
from the business community, labor unions, or even from the government
itself--to determine wages within a framework of a "social pact.” Once more,
none of these attempts has borne fruit. In the courts, too, the government’s
wage policy has faced a continuous battle, to the point in which the Supreme
Court has ruled it, in mid-January 1991, to be unconstitutional.

32, Data on wages are incomplete. It does, however, appear that in the
first few weeks following the policy introduction, nominal wages in the
private sector generally did not increase and sometimes even declined.
Initially, real wages in the sector fell substantially--by some 25-30 percent.
This was followed by rising real wages, but even towards the end of the year,
real wages in the private sector appear to be some 10-15 percent lower than
prior to the plan. In the public sector, the decline of real wages has been
much more significant. Nominal wages were, indeed, adjusted by end March in
accordance with the plan. But from then onwards, automatic adjustment ceased.
Until the end of the year, two "bonus" increases have raised nominal wages by
a total of less than 50 percent, in comparison with consumer-price increases
during this period of about 150 percent. Federal-government real wages have
thus declined by about 40 percent since the introduction of the plan. The
fall of wages in state and local governments, however, has been less sharp.

The Process of Inflation

33 The monetary shock at the introduction of the stabilization plan
led to an immediate stability--and even some decline--of the price level.

This was a unique event in Brazil's recent history, considering the fact that
price controls did not effectively play any role. Within a few weeks,
however, following the large new injection of money, inflation reappeared.
This re-emergence dealt a major blow to the credibility of the stabilization
program and made any further pursuance of stabilization a much more difficult

effort--specifically, an effort which could no longer succeed without a
significant economic recession.

34, The Government's strong determination and commitment to contain
inflation resulted in the imposition of tight monetary policy at the end of
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May 1990, and the establishment of very tight targets. Indeed, the monetary
base was kept stable, with some small fluctuations, for several months; by
end-October it was only at its end-May level. Money in its narrowest
definition, M,, also increased only slightly in June and July. In this way,
the new monetary policy appeared to restore some credibity. As a result, the
rate of inflation started falling--from 13-14 percent (per month) at end-May
to 5-6 percent by end-July. But M,, the concept of money most appropriate in
Brazil’'s context, behaved quite differently; it kept rising. Some time in
August, it appears that the public realized that monetary targets were not
being maintained, and that money supply was continuing to expand. A re-
emergence of inflationary expectations, and of inflation, was then inevitable.
This re-emergence was reinforced by the Gulf crisis. The start of the crisis
(on August 2), through its substantial impact on oil prices and the general
uncertainty accompanying the event, further contributed to inflationary
expectations and to an immediate impact on general price levels.

355 From then onward, a high level of inflation accompanied a high rate
of expansion of the monetary aggregates. From end-July to end-December, all
the major money aggregates increased at very similar rates--both the monetary
base and M, increased by 16.3 percent per month, and M, by 14.5 percent. The

monthly rate of inflation during that period was almost identical--an average
of 15.1 percent.

365 It also appears that despite the seemingly satisfactory budgetary
balance, an adequate performance is not generally perceived in Brazil as
having been established. The suspicion that the apparent balance is merely
temporary and unsustainable in even the near future, seems to have become
pervasive in recent months. Coming out of the huge deficit of 1989, to gain

credibility the budget should have aimed at and resulted in a significant
operational surplus.

37 On the other hand, a theory which has traditionally been
influential in Brazil, that the behavior of wages is instrumental in
sustaining and accelerating inflation, cannot be supported by this experience.
With the initial monetary shock, real wages (in the private sector) fell
substantially. Even over a longer period, of close to a year, it appears that
real wages have displayed substantial downward flexibility.

38. The renewed inflation can still be contained. TIf monetary
aggregates are indeed kept at their announced targets (i.e., remain at a
constant nominal level), and the fiscal stance improves by 3-4 percent of GDP,
inflation should eventually subside. But this would not happen in the next
few months. Given the recent history of events, it will take some time to
restore public confidence and to change the public’s expectations of
inflation. The Government also faces constitutional limits to lowering the
fiscal deficit, and this reduces the policy options of the Government. There
are reports that the Government intends to attempt to change some parts of the
Constitution to gain better control over the fiscal situation. But this
process will also take time. Given the history of the last year and the
current inflationary expectations of the public, inflation will not be
controlled without an economic recession. However, in view of the impressive
structural reform measures being implemented by the Government (discussed
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below) and the dynamism of the private sector, this recession should be
relatively short-lived.

(ii) Economic Performance

Economic Activity

39. As far as economic performance is concerned, it is important to
note that industrial activity had already been falling, rather sharply, before
the introduction of the plan; its level in January-February 1990 was about 15
percent below its mid-1989 level. The immediate reaction to the plan was a
substantial decline of activity, but this was reversed shortly. Already by
May the pre-plan level was almost achieved. The increased trend of activity
was sustained for several months and industrial activity reached, by August, a
peak level--some 15 percent higher than prior to the plan. From September on,
however, there has been a decline. Data for the end of the year are not
available, but preliminary evidence--such as on the number of firms applying
for bankruptcy procedures--suggests that this decline is probably significant.
The perception in Brazil in early 1991 is definitely one of a recession, with
business firms generally expecting its deepening in the next few months. A
preliminary estimate indicates a decline of Brazil’s GDP by 4.3 percent from
1989 to 1990. The sectors of civil construction, crop agriculture, and
manufacturing show the largest declines (close to, or exceeding, 10 percent).

40. Unemployment data (of Sad Paulo) provide a somewhat similar

pattern, viz., an initial increase and a subsequent reduction to a level only

slightly higher (by about 1 percent) than prior to the plan. As yet there are
no indications of rising unemployment in recent months. Apparently, labor is

still being conserved by firms, probably on the assumption that the slump of
activity may be short-lived.

The Foreign-Exchange Rate and Foreign Trade

41, The stabilization plan established a freely floating (the "livre",
or commercial) exchange rate, replacing the prior policy of a crawling peg.

In actual practice, occasional government intervention has taken place--
practically always in the direction of depreciating the exchange rate(i.e.,
the Central Bank has been a net buyer of foreign exchange, thus increasing its
foreign-exchange reserves and the money supply). Most often, this
intervention was meant to prevent an appreciation rather than to accelerate a
depreciation. The intervention was strongest (i.e., the size of increase of

reserves was highest) during the first few months following the introduction
of the plan.

42, In addition to the "free" rate, two other exchange rates exist:

the "tourist" and the "parallel" rates--the latter being illegal, but
generally tolerated. These two rates have always (prior to the plan, as well
as since its introduction) been very close to each other and always higher
than the official (now "free") rate. The gap between the "parallel"” (or
"tourist”) rate and the "free" rate practically disappeared immediately after
the introduction of the plan. It then increased rapidly, reaching levels of
50-60 percent within a few months. After June, however, it declined just as
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fast--apparently with the help of government intervention--and reached a level

of only 5-7 percent by August. In recent months, the gap has been around 10-
15 percent.

43. For about half a year, the real exchange rate did not display any
general upward or downward trend, although fluctuations, created by
alternating periods of stability and of increases of the nominal rate, were
significant. From the end of September onwards, on the other hand, a
substantial increase of the rate, which was particularly fast in October and
November, has been taking place. By mid-January, the cumulative real
depreciation since the end of September amounted to some 35 percent and the
rate was about 40 percent above its level immediately following the
introduction of the new policy (see Chart 2).

44, Prior to the stabilization plan, from 1988 to early 1990, a
substantial currency appreciation had taken place. On the eve of the plan the
real exchange rate was only one half of its level during the period 1982-86
(that is, a devaluation of around 100 percent would have been required to
reach the "normal" level of the real rate). Thus, even with the substantial

recent depreciation, the real exchange rate today is still only at around 70
percent of its "normal" level.

45. The low level of the real exchange rate has been a major reason for
the decline in Brazil’s trade balance--a trend which had started already in
late 1988. From September through November 1990, the trade surplus fell to an
annual level of only US$5.5 billion, in comparison with about US$19 billion in
1988 and US$16 billion in 1989. For the calendar year 1990, the trade surplus
is expected to amount to around US$11 billion--the smallest since 1986. The
reduction of the trade surplus originates from both the imports and the
exports sides. The (dollar) value of imports during September-November 1990
exceeded by over 20 percent its value in the same period in 1989. This is
partly explained by the increase in oil prices and, in part, by the trade
liberalization, unaccompanied by exchange-rate depreciation in the relevant
period. The change in exports appears to be less substantial: there was a
decline, between the corresponding periods of 1989 and 1990, of 8.5 percent.
But in view of the continuous trend of increased exports in Brazil, this is a
dramatic decline. Part of this is explained, again, by price changes; i.e.
falling world prices of some of Brazil's major primary exports (such as
soybeans). But at least part of the fall of exports is due to the low level
of the real exchange rate. Another contributing factor has been the
substantial reduction of short-term financing of exports transactions (and an
increase of the interest rate) due to large contractions of foreign credit
lines. This has resulted from the absence of significant progress in the
negotiations of external debt between Brazil and its commercial creditors.

(iii) External-Debt Negotiations

46. On December 31, 1990, Brazil’s total external debt amounted to
US$121.6 billion. Of this, US$14.5 billion was short-term debt; and US$107.1
billion medium- and long-term debt. Of the latter, debt to commercial banks
(including arrears) amounted to US$61.8 billion; bilateral inter-government
debt (again, including arrears) to US$24.0 billion; and debt to multilateral
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organizations to US$14.3 billion, of which US$8.4 billion was owed to the
World Bank. Other long-term debts amounted to US$7.0 billion.

B In relation to the country’s GDP, Brazil’s external debt is not
particularly high.¥ Debt service as a ratio of exports puts Brazil on a
higher place among the heavily-indebted countries; but experience shows that
Brazil has the capacity to expand exports rapidly and to generate large trade
surpluses. Thus, Brazil’s ability to service its external debt is not
dependent on its capacity to generate a trade surplus, but rather on its
ability to mobilize, through the budget, the required domestic resources.
Thus, this again emphasizes the importance of fiscal adjustment in Brazil.

48. The Government of Brazil suspended interest payments on the
country’s debt to foreign commercial banks in July 1989. This was intended to
be a temporary measure to bolster foreign-exchange reserves. Upon assuming
office, the Collor government announced that this suspension would be
maintained until negotiations led to a restructuring of the debt. By the end
of 1990, the accumulated arrears amounted to US$12.3 billion (of which Uss$s8.3

billion accrued on the debt to commercial banks, and US$4.0 billion on the
bilateral debt).

49. Negotiations started in October 1990 with the two sides having
substantially different positions. The negotiation process since then has
yielded some bridging of the gap. The current process of negotiations has
involved the Government of Brazil and the Bank Advisory Committee making
proposals and counter-proposals designed to reach agreement on the clearance
of arrears and the restructuring of the debt. As a provisional measure and as
a sign of its desire to successfully conclude negotiations, the Brazilian
government announced its intention to pay in the first quarter of 1991

30 percent of the interest due in this quarter regardless of the progress
towards an agreement. As of the writing of this note, agreements on the

settlement of past arrears and on the restructuring of the debt have not been
reached.

(iv) The IMF Program

50 An IMF mission visited Brazil in August, and by early September an
agreement had been reached about a Fund Program in Brazil. The Program and
the Letter of Intent essentially reflected, in their main features, the
announced principles of Brazil’s policy. An operational surplus of 0.5
percent of GDP was to be achieved in 1990 with a basically similar operational
result in 1991, and the monetary targets for 1990-91 were those established by

the Government in May 1990. Fulfilling of these targets was expected to lead
to a substantial deceleration of inflation.

Sl Consideration of the Program by the Fund's Executive Board was
conditional on meaningful progress in the negotiations with the foreign

5/ See "Brazil: Economic Stabilization and Structural Reforms" Gray Cover,
January 1991 for a fuller description of Brazil's debt.
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commercial banks over Brazil's debt to the banks. Since that stage had not
(and still has not) been reached, the Program has not been brought to the
Fund’s Board. Given the developments in the intervening period, there is a

need to reassess part of the program. To this end, an IMF mission may visit
Brazil in March 1991.

B. The Structural Reforms

525 The Collor Government has undertaken and continues to undertake a
number of basic, far-reaching structural reforms. These reforms, if
maintained, will fundamentally change the policy environment in which economic
activity can take place and lay the foundations for long-term stabilization
and growth. The underlying principles behind these reforms are the reduction
of the role of the government in economic activity, the creation of domestic
and international competition and the integration of the Brazilian economy
into the world economy. The policies of structural transformation presented
here are: (i) trade liberalization; (ii) deregulation; (iii) privatization;
(iv) changes in public-sector administration; (v) policies in the agricultural
sector; and (vi) social-sector reforms.

Trade Liberalization

53 The process of trade liberalization has been fast and very
intensive. Over a period of less than half a year almost all trade barriers
(other than tariffs) have been dismantled. Upon implementation of the plan,
CACEX was abolished and import licensing, which were still required, were
assigned to a department in the Ministry of Economy. This step was of crucial
importance since CACEX had, in effect, been conducting the country’s import
policy in a highly restrictive and discretionary manner. Initially, the
government imposed a monthly ceiling of US$2 billion, until the end of June,
for total imports. But due to the diminished domestic activity, and a

resulting low demand for imports, the latter were probably not effectively
constrained by this ceiling.

S In early May, the government abolished the list of some 1,800 goods
whose imports had been prohibited for over a decade, and partially eliminated
the "market reserves" policy. The field of application of the highly-
restrictive "Law of Similars" was also severely reduced. Goods like
automobiles, electrical appliances, toys, tobacco, foodstuff, or chemical
products could thus be imported. For about 300 of the 1,800 goods import
tariffs were increased. For automobiles, these tariffs ranged from 65 to 85
percent; for toys, from 85 to 105 percent.

55. On July 1, the most radical element of dismantling the QRs system
took place. From then on, almost all imports (with the main exceptions to be
noted below) became completely free, protected only by tariffs. All controls
on the allocation of foreign exchange for imports were eliminated. Import
licenses are still required; but they are meant to be granted automatically
and immediately and to serve mostly for statistical and price-control
purposes. An important administrative step designed to ensure that this
indeed should be the practice is planned for April, 1991, when the licensing
of imports will be decentralized and "privatized," by being moved to
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individual commercial banks. Another important step undertaken in September
was the suspension of a long-standing regulation which had allowed imports of
capital goods only if they were financed by long-term foreign credit.

56. Practically the only important category still subject to import
regulation is that of informatics goods (ranging from microchips to super
computers) whose imports are controlled under the "Law of Informatics." The
government intends to introduce legislation that would eliminate all the
restrictions of this law by October 1992. 1In the meantime, some of the law's
implementing regulations have been changed. Also, from January 1, 1991 import
controls apply to only 47 goods rather than to 300. The reduced list,
however, maintains protection of the most important items of Brazil's
production in this sector.

57 As noted earlier, some tariffs have been increased to partly offset
the removal of QRs. But during the second half of 1990, tariff reductions
have very often been undertaken, as a means of combatting monopolistic
positions of domestic firms. In early 1991, the government intends to
announce a concrete four-year plan of gradual tariff reductions. By the end
of this period, all goods are expected to fall to one of only three tariff

categories: 0, 20, and 40 percent; and the median tariff level is targeted to
become 20 percent.

58 The process of removal of non-tariff barriers has indeed been
dramatic. Within a half year, Brazil has turned from a country with one of
the most highly restrictive trade regimes, which had been well entrenched for
decades, to a country whose imports are predominantly free of quantitative
restrictions. In the extent and speed of the shift it has few parallels, if
any, in contemporary trade policies.

Domestic Deregulation

59. The government has been following a policy of increasing domestic
competitiveness in two forms: deregulation, which has involved removing the
government's own obstacles to the operation of a freely-competitive market
(e.g., requirements to purchase domestic raw materials or capital goods,
special tax incentives, requirements to use certain distribution and transport
systems, or labor-market controls); and removal of restrictions on the
functioning of free markets imposed by the enterprises themselves (e.g.,
cartels). Monopoly powers granted through state intervention which have been
removed include restrictions on entry to certain activities, investment
licensing, and rights of access to the purchase of specific raw materials.
Equally important, price controls which were used to favor particular
industries (e.g., low prices on steel to make automobile production
financially competitive) have been liberalized or removed for most products.

60. Various reforms have also been introduced in the areas of
telecommunications and transportation. The role of private sector provision
of telecommunication services has been redefined, with a consequent limit on
the role of the public sector (this is still subject to congressional
approval). Operation of cellular telephone networks by private companies and
of private telephone networks and data transmission services will be possible.
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Port services will be privatized; and various measures restricting the
operation of private firms in transportation have been abolished.

61 In addition, the Council for Industrial Development (CDI) was
eliminated and the Secretariat for Industrial Development (SDI)--CDI's
executing agency--was transferred to the Ministry of the Economy to administer
the remaining fiscal incentives. President Sarney’s Program of Integrated
Sector Development (PSI), which had been envisaged for 18 sectors, was
maintained, but the fiscal incentives granted under those programs were
dropped. The 1,000-person administrative machinery of the former Ministry of

Industry has been replaced by about 100 staff in the Department of Industry in
the Ministry of Economy.

Privatization

62. The process of privatization is ongoing, and appears to be taken
seriously, despite the fact that as of now no Federal government enterprise
has yet been put for sale. The only firm actually privatized, in early
September 1990--VASP Airline--was an enterprise of the State of Sad Paulo.
President Collor had declared the privatization of ten firms as a target for
1990. This was too ambitious, since preparation of a transfer of any single
firm is a time-consuming process. But during 1990, a Privatization Committee
was created; mechanisms, rules, and the principles of the privatization
process have been established; and private consortia selected, through a
competitive bidding process, to evaluate the first four firms to be sold and
to recommend the specific modalities of sale for each. The draft reports of
these private consultants are now being reviewed by the Privatization
Committee and BNDES (the National Development Bank, which is its executive
agency), and three enterprises are scheduled to be offered for sale in April
1991. First and most important in the initial round of privatization would be
firms in the steel sector, followed by petrochemicals and fertilizers. The
initial round would, correctly, focus on industrial enterprises which operate
in competitive markets. Eventually, within about four years, the government
intends to sell all state-owned enterprises except those singled out by the
Constitution as subject exclusively to government ownership (e.g. Petrobras,
the oil company). Already, the two federally-owned electricity distribution
companies have been added to the privatization list for the first round. The
book value of firms which are (immediate or eventual) candidates for
privatization is in the order of US$80-US$100 billion dollars; no good

estimate of the market value is available, but it is expected to be well below
the book value.

63. The main factor which may adversely affect the privatization
program would be lack of progress on the external debt negotiations: the
foreign commercial creditors might not grant the waivers needed for the
indebted enterprises to be sold if negotiations are not concluded
satisfactorily. It might then be very difficult to induce foreign companies
to bid for shares in the newly privatized firms. Debt-equity swaps, which may

very likely be the main vehicle for such foreign investments, would probably
be an outcome of a debt settlement.
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Administrative Reforms

64. As part of the original policy package, a reorganization of the
central-governments’ bureaucracy took place: the number of ministries was
halved, and initially, a small number of government employees was dismissed.
A major reshuffling, however, took place later, in May-June 1990. At that
time, over 200,000 central-government employees--more than 10 percent of the
total--were removed from their positions, partly relegated to a "pool" and
partly laid off. This is a large fraction by any yardstick, particularly in
view of the very short time in which this policy was carried out. 1In the

past, repeated decisions about dismissals on a much smaller scale always came
to naught. :

65. Further reforms would mostly depend on Constitutional amendments.
Provided these can be introduced, the government intends, inter alia, to
eliminate tenure and job stability in the public sector; to revise the social-
security system; to revise the system of compulsory transfers from the Federal
to State and local governments; and to scale down substantially the
government’s maintenance of higher education. These measures will increase

the Government's ability to reduce its fiscal expenditures and thus contribute
to the stabilization effort.

Agricultural-Sector Reforms

66. As in the other sectors of the economy, the purpose of policy
changes in the agricultural sector is to reduce government involvement and
encourage the operation of free markets. An added target for this sector is
the protection of the environment. The latter is expected to be achieved, in
this context, primarily through the removal or reduction of subsidies which
had promoted expansion of the frontiers in the Amazon.

67. The agricultural sector is the only one in which export bans and
quotas had been maintained, as well as other measures of regulating exports.
Most of the export restrictions have now been removed (on exports of cotton
fiber, rice, maize, and soy products). The Brazilian Coffee Institute (IBC)
has been abolished and with it all controls and fees on the export of coffee.
The Institute of Sugar and Alcohol has also been dismantled, but sugar exports
are still subject to quotas and the sector is still subject to price
regulation. Sugar has thus remained the only crop subject to quantitative
control of exports. Tariffs on various agricultural products have been
removed, and tariffs on most capital and intermediate goods destined for
agriculture have been lowered substantially.

68. While wheat imports are still restricted, the government’s monopoly
on both wheat imports and domestic wheat sales has been ended. Domestic wheat
processing, formerly tightly controlled through quotas to millers, is now

being liberalized. All prices in the wheat industry have remained, however,
under the government's controls.

69. Domestic pricing policies have also been modified to approach more
closely the operation of free markets. Control of milk prices has been
abolished (though at the time in which this became effective the government
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applied strong pressure to prevent a substantial price increase). Where
minimum prices exist, they are no longer uniform but vary among regions, to
reflect regional differences in transportation costs (i.e., to make the
minimum-price structure better reflect cost structures).

70. The process of administrative reform has been particularly
intensive in the agricultural sector. Major agencies have been closed or
merged, clearly signaling policy changes with respect to the role of the
public sector in agricultural pricing, storage, and marketing.

71, Finally, income-tax legislation has been changed to remove most
(but not all) of the favorable treatment of the sector, by making tax rates

similar to those applied elsewhere and by eliminating various exemptions and
deductions specific to the sector.

Social-Sector Reforms

72 The "New Brazil" program did not explicitly address social sector
reforms. Since March, however, the government has begun to articulate a
series of planned reforms in the social sectors, many of which are in line
with Bank recommendations and which, if implemented, will have a positive
effect on the efficiency and equity of social service delivery.

73 In health, the administration has approved and is beginning to
implement the sistema unico de Saude, which introduces a dramatic
reorganization and decentralization of the health delivery system. Under this
law, INAMPS (the social security health benefits administration), the largest
financier of hospital care, will come under the jurisdiction of the Ministry
of Health. Price controls on most pharmaceutical products have been removed.

74, The government has also taken initiatives to improve coordination
of social sector programs. To rationalize various government programs
oriented toward the health and education of young children, President Collor
mandated the creation of an inter-ministerial coordinating body called the
Ministry of the Child. The administration has also stated its intention to
reform the National Milk Program, the largest and least well-targeted of the
nutritional supplementation programs, as well as to put the coordination of

all nutrition programs under INAN, the National Institute of Food and
Nutrition.

75. In education, government price controls on tuition for private
primary and secondary schools have been eliminated; the current policy is that
tuition levels should be negotiated directly between schools and parents. In
January of 1991, the Minister of Economy announced that one of her targets
this year would be the introduction of tuition in public higher education.
The government has also introduced a US$500 million program to fight
illiteracy and improve the quality of public education, called the Programa
Nacional de Alfabetizacao da Cidanania (PNAC). This program emphasizes
primary education; it is designed to strengthen state and municipal school
systems, expand primary school access, and ensure that children complete more
years of schooling, through improvements in school quality.
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IV. Concluding Note

76. The Collor Plan ("Brasil Novo") has been comprehensive and far-
reaching. It is the first stabilization program in Brazil'’s recent history
which has tried to tackle the fundamental sources of inflation rather than
deal temporarily and superficially with some of its manifestations. Probably
of even greater significance, it is the first attempt in generations of
introducing a radical transformation, moving the economy from heavy reliance

on regulation by the government to one in which free markets are the rule and
the private sector becomes predominant.

77 The success of the stabilization program is, at the moment, not
assured. Unless monetary and fiscal policies change, inflation would persist
and accelerate. The policy changes required now are not as drastic as those
undertaken in March 1990. But any policy implemented now must be of
sufficient credibility to alter permanently inflationary expectations. This
is of crucial importance. The reforms would include, at least, the following
changes in fiscal and monetary policies:

(1) To establish credibility, a budgetary surplus must be
planned for and implemented, and the public must perceive
that the deficit has been eliminated permanently. In
addition to the measures already taken by the Government
this would require, at a minimum, two major steps.

First, a substantial reduction of the deficits of state
and local governments. This would probably be the most
difficult policy for the Federal government to implement.
It would call for an effective control by the Federal
government over the borrowing capacity of the states and,
the abolition of Central-Bank lending to the states,
directly or through state banks. Second, a substantial
increase in public-sector prices and the continuous
maintenance of these prices at least at their end-1988
real levels. 1In addition, the attempts by the Government
to amend the Constitution in order to permit greater

fiscal control of the budget are important steps in the
right direction.

(ii) Most importantly, stabilization requires the
implementation and maintenance of credible monetary
targets--viz., a low nominal growth in the supply of
money--through predetermined changes in the Central
Bank's major asset components and the use of other
monetary instruments at its disposal.

78. Another component bearing on the success of stabilization would be
an agreement with Brazil’'s creditors on the settlement and the restructuring
of its foreign debt. Such an agreement should significantly increase the

credibility of stabilization policy and would facilitate the privatization
process.
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79. In contrast to the uncertain performance of the stabilization plan,
the process of structural transformation undertaken by the government has been
admirable. Fundamental, thorough reforms have been carried out continuously
and persistently. If these can be sustained--and the likelihood of this
eventuality is not independent of the achievement of stabilization--Brazil
should face the prospect of rapid growth once the short-term recessionary
impact of stabilization is over.

Postscript

80. On January 31, 1991, the government of Brazil announced a set of

additional measures designed to combat inflation. The major elements are as
follows:

(1) The budget. Prices of public-sector goods and services
have been raised by between 20 percent to over 70 percent, with a weighted
average of close to 50 percent. The government also announced its intention

to cut public-sector expenditures by an amount equivalent to 1.5 percent of
GDP.

(id) Monetary policy. In essence, the monetary measures
amount mostly to the elimination of indexation of various financial assets, or
of other contracts. Indexation will be replaced by the use of a "reference
interest rate", which the Central Bank will calculate on the basis of interest
rates on commercial-bank certificates of deposit (CDB). The overnight account
has been eliminated and replaced by the establishment of overnight accounts in
private funds which, in turn, will invest primarily in government bonds or
will channel loans into government-prescribed activities.

(1i1) Wage-price policy. Prices are to be frozen, at their
January 30 levels, for an indefinite period--with an expected slow, gradual
exit out of the freeze through government-authorized price changes. Some
prices (such as rents, or school fees) will be indexed, as before, to salary
levels. February'’s wages will be determined so that their real levels will be
equal to the average of the last 12 months. Thenceforth, nominal wages will
be adjusted twice a year, in June and January, through free negotiations.

(iv) The policy announcement of January 31 also included the
introduction of a program for the gradual reduction of import tariffs. This
is a further evidence of the thoroughness of the trade reform and the
determination of the Government to continue to implement structural reforms.

81. The details of these measures are not completely clear; some have

yet to be fully articulated. Moreover, many of these measures will require

Congressional approval and may change significantly. Thus, the final set of
measures that can and will be implemented are not yet known.
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FLOW, 1990

Table 1: TREASURY'S CASH
Net Cash Receipts
Month (USS Billions)
January -6.57
February -5.15
March -1.02
April 3.04
May 2.64
June «31
July .35
August 35
September .33
October .04
November .01
December .02
Total, January-February -11.72
Percentage of GDP (approximate) -20.10
Total, April-December 7.09
Percentage of GDP (approximate) 2.70
Note: Cruzeiro data were transformed into dollars by using each month’s
average rate of exchange. Annual GDP is assumed here at US$350

billion.

CEMLTR.MM final
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Chart 1

Brazil - Monetary Aggregates
March 1990 to December 1990
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Chart 2

Nominal and Real Exchange Rate
March 1990 to December 1990
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THE WORLD BANK
Washington, D.C. 20433
US.A.

BARBER B. CONABLE
President

February 11, 1991

His Excellency

Marcilio Marques Moreira
The Ambassador of Brazil
Embassy of Brazil
Washington, D.C.

Dear Ambassador Moreira:

I appreciate the kind invitation of the Government of Brazil and
the Minister of Education, Dr. Carlos Chiarelli, to attend the
"International Conference on Literacy and Citizenship" in Brasilia. The
conference stresses an important theme which is a major impediment to
economic development.

I understand from recent communications that the dates for the
conference have been changed to May 3-4. As you see from the enclosed copy
of the response to Minister Chiarelli, unfortunately, previous commitments
will make it impossible for me to attend the conference personally.
However, I have requested Mr. Adriaan Verspoor, Chief of the Education and
Employment Division of the Population and Human Resources Department, to
represent the World Bank at the Brasilia conference. Mr. Verspoor also was
a member of the World Bank delegation to the World Conference on Education
for All last year in Thailand.

We look forward to continuing to work with the Brazilian
Government in its efforts to develop new programs to strengthen primary
education and literacy in Brazil.

I will follow with great interest the deliberations of the
International Conference on Literacy and Citizenship, and send my best

wishes for its success.

Sincerely,

(g Lot

Enclosure



The World Bank 1818 H Street, N.W. (202) 477-1234
INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT Washington, D.C. 20433 Cable Address: INTBAFRAD

INTERNATIONAL DEVELOPMENT ASSOCIATION US.A. Cable Address: INDEVAS

February 1, 1991

The Honorable Carlos Chiarelli
Minister of Education
Ministry of Education
Brasilia, Brazil

Dear Minister Chiarelli,

In Mr. Husain’s absence, I would like to thank you for your letter
to him of January 24, inviting him to participate in the International
Conference on Literacy and Citizenship being organized by the Ministry of
Education for May 3-5, 1991.

I deeply regret that neither President Conable nor Mr. Husain will
be able to attend the Conference on those dates, because of other commitments.
However, we very much appreciate your invitation to this important meeting and
President Conable has proposed that the World Bank be represented by Mr.
Adriaan Verspoor, Chief of the Education and Employment Division of the World
Bank’s Population and Human Resources Department.

As you know, the World Bank played a major role in the organization
of last year’s World Conference on Education for All (WCEFA), and we welcome
the initiative being taken by the Brazilian Government to develop new programs
designed to strengthen primary education in Brazil, as well as to promote
international discussion of primary education issues.

I understand from your letter that the Ministry is planning to hold
preparatory meetings for the Conference in Brasilia on February 18 - 19. I
have asked Ms. Maria Emilia Freire of the World Bank’s Brasilia office to
represent the World Bank at these preparatory meetings.

I would also like to take this opportunity to thank you for your
visit here two weeks ago. I know that Mr. Husain enjoyed his conversation
with you and was gratified to hear of the Brazilian Govermment’s recent
initiatives in the area of primary education, which we at the World Bank
consider to be of critical importance for Brazil’s future economic growth and
political stability.

Sincerely,

Rainer B. Steckhan
Acting Vice President
Latin America and the Caribbean Region

RCA 248423 - WUI 84145
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January 22, 1991
weo |

His Excellency

Barber B. Conable
President

The World Bank

1818 H Street, N.W.
Washington, D.C. 20433

Dear President Conable:

On behalf of the Government of Brazil and Dr.
Carlos Chiarelli, Brazilian Minister of Education, I would
like to reiterate the invitation conveyed to you by Sharid
Husain, Vice-President of the World Bank for Latin America
and the Caribbean Region to attend the "International
Conference on Literacy and Citizenship" to be held in
Brasilia, Brazil, on February 18 to 21, 1991.

The objective of the Conference is to provide a
forum to analyze domestic and foreign experience with
literacy improvement, focusing on the individual’s right to
become literate and to participate as a conscious citizen in
the political, social and economic development of the
nation.

Minister Carlos Chiarelli expects this
international event to stimulate international cooperation
in the advancement of 1literacy. It will also contribute

much to the formulation of a successsful national program of
literacy and citizenship, and to elicit external support
both in terms of human and financial resources.

Accept, Sir, the renewed assurances of my highest
consideration.

_“’\\Ja,z,.._‘gf\ya .-ﬁfA\\.tn_____.

Marcilio Marques Moreira
Ambassador of Brazil
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‘THE WORLD BANK/IFC/MIGA

OFFICE MEMORANDUM

DATE:

TO:

FROM:

EXTENSION:

February 5, 1991
Mr. Barber B. Conable
Moeen A. Qureshi )Jﬂ {

BRAZIL: New Economic Measures Announced by the Government

1 [ On January 31, Zelia Cardoso de Mello, the Minister of the
Economy, Finance, and Planning (MEFP), announced a series of major new
measures to combat inflation. The announcement of what some newspapers
are calling the "Collor Plan 2" comes in the context of a public
perception that, with the monthly inflation rate continuing to grow (and
exceeding 20 percent in January), President Collor’s March, 1990 Plan
has failed in its stabilization objective. Measures to complete the
process of deindexation and to raise public-sector prices can be
considered as continuations or correctives to the original Collor Plan.
But the introduction of a full prices and wages freeze (described as a
prices and wages "truce") appears to be a major "heterodox" amendment.

2. These measures were announced in a televised press
conference, and there seems to be some public confusion on how to
interpret them. You should take our description of these measures as
preliminary; we will confirm, correct, or clarify them when we get more
specific information.

3. Deindexation. The Government has eliminated the BTN, an
index used in financial and other contracts based largely on historical
inflation. It will also no longer use the IRVF (another price index) in
fixing interest on saving accounts. Savings and rural savings accounts
will henceforth be based on a "Reference Interest Rate" -- denoted

"TR" -- which the Central Bank will calculate on the basis of a sample
of commercial-bank certificate-of-deposit rates. Thus the TR will
reflect market expectations of inflation rather than past inflation.
From February onwards savings—-account interest will be based on the TR
plus 6 percent per annum (and rural savings on TR plus 9 percent). The
measures eliminate (and, we understand, make illegal) all post-fixed
indexing mechanisms in Brazil.

4. Other developments in the financial market. The Government
envisages the elimination of the overnight market through a financial
reform which will lengthen credit instruments, but does not spell out
the measures intended. However, it did announce other measures, for
instance elimination of double taxation of dividends, to encourage
equity markets. The Government also envisaged the creation of
Investment Funds -- for social development and for development of
industrial competitiveness -- without spelling out how private money
would be attracted.

5. Wage and price policy. Prices are to be frozen at their
January 30 levels (list prices) -- with price rise subject to MEFP
authorization -- for an indeterminate period. The exit from the freeze
will be slow (by means as yet apparently undefined). But, for public
services and natural-monopoly goods the price-authorization regime will
become permanent. Rents, mortgages, school fees, and contracts for
goods and services will continue to be "coordinated with" salaries.
Greater use of the anti-competition law will be made to combat price
abuses.

6. February’'s wages will be fixed, in real terms, at the
average for the preceding 12 months of wages. Thenceforth, salaries



will be adjusted twice a year (in June and January) on the basis of free
negotiations sector by sector. The Government will, within 45 days,
send a draft law to Congress establishing the rules for these
negotiations and making provisions for profit-sharing. The minimum wage
(now adjusted to Cr. 15,840) will henceforth be fixed in May and
November of each year.

T Public-sector tariffs. These have been raised by 20 to over
70 percent. Gas and fuel-alcohol prices (and producer prices for sugar
and alcohol) rise by 47 percent, electricity 60 percent, train tickets
36-40 percent, letters 71 percent.

8. The Government also announced the intention to cut public
expenditure in an amount equivalent to some 1.5 percent of GDP. The
Government intends to apply tighter controls on state-owned enterprises
and on tax evasion. It may be presumed that part of the expenditure
saving will also come through the lower state-owned-enterprise deficits
following the public-sector tariff adjustments.
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BRAZIL: New Economic Measures Announced by the Government

01 On January 31, Zelia Cardoso de Mello, the Minister of the
Economy, Finance, and Planning (MEFP), announced a series of major new
measures to combat inflation. The announcement of what some newspapers
are calling the "Collor Plan 2" comes in the context of a public
perception that, with the monthly inflation rate continuing to grow (and
exceeding 20 percent in January), President Collor’s March, 1990 Plan
has failed in its stabilization objective. Measures to complete the
process of deindexation and to raise public-sector prices can be
considered as continuations or correctives to the original Collor Plan.
But the introduction of a full prices and wages freeze (described as a
prices and wages "truce") appears to be a major "heterodox" amendment.

2. These measures were announced in a televised press
conference, and there seems to be some public confusion on how to
interpret them. You should take our description of these measures as
preliminary; we will confirm, correct, or clarify them when we get more
specific information.

3 Deindexation. The Government has eliminated the BTN, an
index used in financial and other contracts based largely on historical
inflation. It will also no longer use the IRVF (another price index) in
fixing interest on saving accounts. Savings and rural savings accounts
will henceforth be based on a "Reference Interest Rate" —-- denoted

"TR" -- which the Central Bank will calculate on the basis of a sample
of commercial-bank certificate-of-deposit rates. Thus the TR will
reflect market expectations of inflation rather than past inflation.
From February onwards savings-account interest will be based on the TR
plus 6 percent per annum (and rural savings on TR plus 9 percent). The
measures eliminate (and, we understand, make illegal) all post-fixed
indexing mechanisms in Brazil.

4. Other developments in the financial market. The Government
envisages the elimination of the overnight market through a financial
reform which will lengthen credit instruments, but does not spell out
the measures intended. However, it did announce other measures, for
instance elimination of double taxation of dividends, to encourage
equity markets. The Government also envisaged the creation of
Investment Funds -- for social development and for development of
industrial competitiveness -- without spelling out how private money
would be attracted.

5 Wage and price policy. Prices are to be frozen at their
January 30 levels (list prices) -- with price rise subject to MEFP
authorization -- for an indeterminate period. The exit from the freeze

will be slow (by means as yet apparently undefined). But, for public
services and natural-monopoly goods the price-authorization regime will
become permanent. Rents, mortgages, school fees, and contracts for
goods and services will continue to be "coordinated with" salaries.
Greater use of the anti-competition law will be made to combat price
abuses.

6. February’s wages will be fixed, in real terms, at the
average for the preceding 12 months of wages. Thenceforth, salaries



will be adjusted twice a year (in June and January) on the basis of free
negotiations sector by sector. The Government will, within 45 days,
send a draft law to Congress establishing the rules for these
negotiations and making provisions for profit-sharing. The minimum wage
(now adjusted to Cr. 15,840) will henceforth be fixed in May and
November of each year.

7. Public-sector tariffs. These have been raised by 20 to over
70 percent. Gas and fuel-alcohol prices (and producer prices for sugar
and alcohol) rise by 47 percent, electricity 60 percent, train tickets
36-40 percent, letters 71 percent.

8. The Government also announced the intention to cut public
expenditure in an amount equivalent to some 1.5 percent of GDP. The
Government intends to apply tighter controls on state-owned enterprises
and on tax evasion. It may be presumed that part of the expenditure
saving will also come through the lower state-owned-enterprise deficits
following the public-sector tariff adjustments.
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Sven Sandstrom ( SVEN SANDSTROM )
Chitra Perera, EXC ( CHITRA PERERA )
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Re: BRAZIL - Note from Mr. Ximenes, Alt. ED, dated Jan. 11

Sven:

I just had word from Mr. Qureshi’s office that no written
response is necessary on this -- Mr. Husain has taken care of it.

I will place the copy in our country files.

Chitra

Maria Fernandez ( MARIA FERNANDEZ )
Linda Jean McLaughlin ( LINDA JEAN MCLAUGHLIN )
June Nemeyer ( JUNE NEMEYER )

Jennifer Anne Volk ( JENNIFER ANNE VOLK )
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Document From: Paulo Ximenes Ferreira
To: bbe
Dated: 1/11/91 Reference No.: EXC910111001

Topic: BRAZIL - Proposed Modification of the Highways Management
and Rehabilitation Project (Loan 3169-BR)

| ACTION INSTRUCTIONS: | DUE DATE: |

HANDLE

REVIEW AND RECOMMEND
FOR YOUR INFORMATION
DISCUSS WITH

AS WE DISCUSSED

__XXX__ PREPARE RESPONSE FOR _BBC’S SIGNATURE 1/14/91
FOR YOUR FILES
RETURN TO
OTHER:

Remarks: NOTE: Hand-delivered to EXC on Jan. 11 (10:28 am). The ED has
also requested an appt. to see BBC today re BRAZIL. (CP)

cc: Messrs. S. Husain, Bock
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OFFICE MEMORANDUM
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TO:

FROM:
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SUBJECT:

January 15, 1991

Mr. Barber B. Conabfe

S. Shahid Husain x

39001

BRAZIL - Review of Project Implementation

L. Regarding the Board discussion on November 29, 1990, on the
Brazil Portfolio, I have gone through the verbatim transcripts of that
meeting and I would like to draw your attention to two issues.

2, First, contrary to what Mr. Coady said to me yesterday, at no
time did you, Mr, Qureshi or I promise the Board that we would refrain from
sending them any documentation on individual loans that might be
restructured or cancelled, or whose disbursements might be ‘suspended, until
the overview report on the review of the portfolio was sent to the Board.
In fact, you, in your summing up (page 133 of the transcripts) and Mr.
Qureshi, on three separate occasions during the discussion (pages 64, 65
and 131), agreed to circulate a report to the Board once the discussions
with the Brazilian authorities and the review process were completed.
During this discussion, it was made very clear by the staff that the status
of the process, as of that date, was that agreement had been reached with
the Brazilian authorities on actions to be taken on individual loans, and
now the process of implementation would begin. As you know, standard Bank
policy requires that the Board be informed on a loan-by-loan basis of each
action (e.g., suspension of disbursements) as they take place.
Consequently, documents would have to be sent to the Board during the
process of completing this review, and your commitment was that, after the
process was completed, the report would be circulated to the Board
indicating the changes agreed with the authorities and their effect on the
Bank’s overall exposure. You have now agreed with Mr. Potter that this
overview report will be circulated to the Board later this month which we
shall do.

3 Second, during the discussion, Mr. Choksi also told the Board
that it had already received one notice of suspension of disbursments on
one project (page 53). He was referring to the Itaparica project. Later
on in the discussion, he also informed the Board that the Brazilian
Government had wanted to review projects that had already been approved by
the Board and the Government had requested some restructuring of one loan
and that this would be sent to the Board shortly (page 62). 1In this case,
he was referring to the Federal Highway Management project whose
modification is the subject of Board discussion on Thursday, the 17th.
Thus, the Board on November 29, had been alerted to this modification also.

cc: Messrs. M. A. Qureshi (o/r), W. A. Wapenhans
A. M. Choksi -
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MOEEN A. QURESHI
Senior Vice President, Operations
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FROM: Vice President and Secretary February 8, 1991

BRAZIL: Country Economic Memorandum

Attached is the Country Economic Memorandum for Brazil titled
"Economic Stabilization with Structural Reforms." Since the writing of this
report, the Government has implemented several stabilization and structural

reform measures. An updating note on these measures will be circulated

shortly.

Questions pertaining to this document should be addressed to
Mr. Michael Michaely (ext. 38718).



Country: BRAZIL Delegation: Ms. Z. CARDOSO DE MELLO, Min. of Economy
April 28 @ 3:30 pm Mr. E. TEIXIERA, Min. of Infrastructure

Mr. I. ERIS, Governor Central Bank

BACKGROUND

January stabilization measures also likely to fail; prospect is for a brief pause
in inflation followed by sharp renewal by summer’s end, particularly in
anticipation of release of frozen assets.

Government did achieve success in reaching in final fiscal surplus in 1990
(turnaround of 107 of GDP in one year).

Notwithstanding macroecnomic uncertainties, Government has implemented and is
continuing to implement major structural reforms (e.g., trade, deregulation,
privatization, agricultural policy).

Debt Negotiations: Agreement on arrears issue reached with Bank Advisory
Committee on April 8, 1991. Twenty-five percent of arrears (through end 1990)
will be paid in cash and remaining 75% exchanged for bonds (10-year, dollar
denominated, bearer instruments with two interest rate options).

Bank lending so far in FY91 totals $450 million (two loans). One more operation
expected this fiscal year (Hydrocarbons, $260 million) for which negotiations
have been completed.

POINTS TO MAKE TO DELEGATION

Compliment Minister on continued implementation of structural reforms.

Inquire about macroeconomic situation - any developments since your visit in

. Note progress on debt negotiations with commercial banks.

Bank to provide adjustment loans and credit line operations and suggests that
these would facilitate the conclusion of debt negotiations.
YOU MAY RESPOND that the Bank needs to be satisfied that a viable
stabilization program is in place and a reasonable track record established.
Also need satisfactory progress on sectoral reforms and the availability of
complementary external financing. Credit lines also need reasonable

1,
2
February?
3
i;—THE DELEGATION REQUESTS:
1.
macroeconomic environment.
2.

Level of Bank lending and composition of program
YOU SHOULD INDICATE that our processing is dependent on clearance by COFIEX
which is very slow. Of course, operations must be according to Brazil’s
priorities but must also meet Bank criteria.

We would like to emphasize human resources, environment and poverty
alleviation.

Shahid Husain and company will be happy to follow up and discuss details.
(PLEASE DO NOT GET INTO DISCUSSION OF SPECIFIC OPERATIONS IN THIS MEETING.)
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BRAZIL: THE "BRASIL NOVO" ECONOMIC PROGRAM:
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Attached is a note on the "Brasil Novo" economic program. It
updates the Country Economic Memorandum titled "Economic Stabilization with
Structural Reforms" circulated on February 13, 1991 (SecM91-163).

Questions pertaining to this document should be addressed to
Mr. Michael Michaely (ext. 38718).

Distribution:

Executive Directors and Alternates
President

President's Council

Vice Presidents, Bank, IFC and MIGA

This document has a restricted distribution and may be used by recipients only in the performance
of their official duties. Its contents may not otherwise be disclosed without World Bank authorization.




February 14, 1991

BRAZIL: THE "BRASIL NOVO" ECONOMIC PROGRAM:
AN UPDATING NOTE

I. An Overview

4 1 On March 16, 1990, one day after President Collor assumed office,
he announced a "New Brazil" (Brasil Novo) economic policy. Both its analysis
and its recommendations share much common ground with the Country Economic
Memorandum (CEM) "Brazil-Economic Stabilization with Structural Reforms."

2. The program’'s two principal components, a stabilization policy and
an agenda of structural reforms, were interrelated. Both included radical
policy changes that distinguish the program from any other in Brazil’'s recent
past. The success of the program is uneven; stabilization has yet to be
achieved, but the structural reforms undertaken are almost unparalleled.

3. The stabilization policy rested on two pillars, a drastic reduction
of liquidity and the elimination of the large budgetary deficit. The foreign
exchange rate was floated and private sector wages were left to be determined
by the market. For a while, inflation (having reached about 100 percent per
month prior to the plan) seemed to be contained; but after a brief interval it
accelerated again, reaching some 20 percent a month by the end of 1990. The
resurgence of inflation originated primarily in monetary developments.
Stabilization should have been anchored to money, but the monetary aggregates
have kept rising for most of the period, with inflation running at about the
same rate. Fiscal policy has also played its part. Although the improvement
in the fiscal stance has been impressive, the budgetary target may not be
fully reached. Together with the monetary expansion, doubts about the
permanence of the fiscal policy reforms have contributed to a substantial loss
of credibility. While the stabilization program has not achieved its
objective of controlling inflation, it may still be salvaged through fiscal
corrections and adoption of strict and credible monetary policy. The
magnitude of the salvaging task is not to be underestimated: the success of a
program will hinge on its credibility, and this can only be achieved through
the planning and implementation of a budget surplus and, above all, the
implementation and maintenance of credible monetary targets. The longer a
credible program takes to put in place, the deeper will be the recession in
its wake.

4, The agenda of structural reforms has been radical, consistent in

its implementation, and generally successful. Driven by the perception that
government should, where possible, get out of economic activity and allow
markets to work freely, the reforms have already started to change the
economic ground rules in Brazil. The greatest progress has been made in
foreign trade. Within a mere six months, an insulated economy was stripped of
almost any trade interventions beyond tariffs. This radical reform will take
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some time to work its full effect on Brazilian trade, but if sustained, it
will lead to a fundamental structural change. Meanwhile, deregulatory
measures have reduced many government restrictions on domestic activities.
The Government plans a large-scale privatization, which will greatly reduce
‘the role of public-sector enterprises within a few years. The machinery and
principles of the process are now established, and first transactions should
take place in April, 1991. A reform of the public-sector administration has
started, leading so far to a reduction by over 10 percent of the government’s
labor force; over 200,000 employees have been fired or removed from their
positions, and several public agencies have been abolished. Various market-
oriented reform measures have also been taken in the agricultural sector,
freeing up the sector from government controls and intervention; and promising
changes are beginning to be implemented in the social sector.

S's This paper will take a more detailed look at the new economic

policy. It will describe the announced policy package, then analyze
implementation and performance; finally, it will make some recommendations.

II. The Policy Package

A. Background

6. The last months of the Sarney Administration saw high and

increasing inflation, a large fiscal deficit, and an expansionary,
accommodating monetary policy. By the first half of March, 1990, inflation
had reached a monthly rate of around 100 percent. While the Brazilian economy
had developed various instruments to neutralize some of the impact of
inflation, it was generally recognized that this level was so high as to
constrain normal economic activity; and, correspondingly, that any serious
attempt to stabilize the economy would have to be radically different from the
three earlier unsuccessful stabilization plans undertaken between 1986 and
1989. Another program in which fundamental monetary and fiscal adjustments
were missing was bound to fail.

7. Brazilians also recognized that their economy was so highly
distorted--as discussed in the CEM--that economic growth could not resume
without drastic structural transformations. In this, even more than in
macroeconomic policy, radical change seemed essential. It was also
increasingly accepted, as argued in the CEM, that these two policy areas were
related: stabilization without structural transformation was less credible,
and transformation without stabilization was less sustainable. President
Collor’s "New Brazil" policy package thus addressed these two issues
simultaneously.

8. Surprisingly, particularly in view of the small representation of
the President’s own party, Congress passed (within the 30-day period specified
by the Constitution) almost all the policy package practically unaltered.



= Bl =

B. Stabilization Policy

9. The stabilization package had four elements: monetary policy,
fiscal policy, exchange rate policy and wage-price policy.

(1) Monetary Policy: The program assumed that the stock of
liquidity must be reduced dramatically and immediately, in the process also
achieving a significant fiscal saving. Along with the creation of a new
currency (the cruzeiro), the program thus drastically reduced liquidity. 1In
one day, 70 percent of the liquid financial assets were frozen: total
liquidity fell from 30 percent to 9.1 percent of GDP after the Government
blocked all overnight accounts, demand deposits, and time and savings deposits
above a certain level. Those deposits, denominated in cruzados, were to be
frozen at the Central Bank for 18 months and were adjusted for inflation and
remunerated at 6 percent per year. Deposits below the specified level were
automatically converted into cruzeiros. The frozen cruzados could, however,

~-be-used-to pay debts contracted before March 15 (including mortgages, taxes
and social contributions). To soften the impact on total liquidity, the
reserve ratio on demand deposits was reduced from 80 to 40 percent.

(ii) Fiscal Policy: the Plan aimed at substantially improving
the public-sector budget, from an estimated operational deficit of 8-10
percent of GDP in 1989 to an operational surplus of 2 percent by the end of
1990. This was to be achieved by a stringent reduction (by some 6 percent of
GDP) in the interest bill on the government’s domestic debt; by wide-ranging
tax reforms and reductions in public spending, including the layoff of public
workers; and by an increase in public-sector prices. The following tax
measures were introduced: (a) the income tax base was broadened to include
agricultural incomes; (b) the value added tax on’ industrial production (IPI)
was raised by 10 to 15 percentage points; (c) the corporate income tax on
export profits increased from 16 percent to 35 percent; (d) the financial tax
(IOF) was broadened to cover trading of all bonds, gold and gold certificates,
and stock market shares.¥ To reduce tax evasion, all bearer financial
instruments were eliminated. The period of tax collection was reduced and all
taxes were indexed by the daily measure of inflation (the fiscal BTIN). 1In
addition, all fiscal incentives and subsidies were to be suspended for at
least one year. Prices of public-sector enterprises were raised by
about 40 percent, roughly to their real levels of December, 1988. The
government'’'s labor force was reduced immediately by 12,000 employees. Twelve
ministries were closed, and 24 enterprises were merged with several
governmental agencies. To further reduce public spending, the free public
transportation used for more than 20 years by federal workers was eliminated;
cars and airplanes were sold; and nonessential expenditures such as travelling
and advertising were limited. The government also undertook to sell
federally-owned residential property.

1/ Of these measures, (a) and (c) can be implemented by law only in 1991; and
(d) was a one-time tax.
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(1ii) Foreign Exchange Policy: the previous foreign exchange
policy (crawling peg) administered by the Central Bank was replaced by a
floating exchange rate. However, foreign-exchange control was maintained,
allowing for the continuing segmentation of the foreign exchange market into
‘three: the official market for exports and imports, the tourism market
created in 1988, and the parallel market.

(iv) Prices and Wages: at first, the prices of goods and
services were frozen for 45 days. From May 1 onward, the government would
announce the ceiling for monthly price adjustments. The indexation of wages
by the previous month’s inflation was replaced in the public sector by a pre-
fixed indexation system. Wages in March were to be adjusted by February's
inflation rate. Starting in April, the government would announce an expected
inflation rate as basis for the indexation of wages. In the private sector,
wages would be freely negotiated. The minimum wage was to be raised quarterly
by 5 percent in real terms.

C. Structural Transformation

10. Basic to the policies of structural transformation was the idea

that the size and role of the public sector must be reduced substantially,
government intervention should be lowered, and the operation of the free
market should be encouraged. This was a reversal of a deeply ingrained
tradition of more than a century in Brazil. The central components of the new
policy were trade liberalization, privatization, and domestic deregulation.
Other structural reforms were implemented during the last nine months and will
be discussed later.

(i) Trade Liberalization: a sweeping reform of trade policy was
announced, aimed at replacing all non-tariff import barriers, including all
foreign exchange controls, with custom tariffs, and at a drastic reduction of
the latter within five years. Tariff rates on some goods would be raised at
first, to maintain some protection to domestic enterprises as they
restructured to face increased international competition. Then, over three to
four years, tariffs would decline gradually to reach a low and uniform rate of
less than 20 percent.

(ii) Privatization of Public-Sector Enterprises: the plan
envisaged a privatization program to be implemented in the first two years,
yielding in 1990 about 2 percent of GDP in fiscal revenues. Privatized
companies could be sold to domestic and foreign owners (subject to a 40
percent limit of voting shares for the latter), including workers of the
enterprises. To finance the program, nonnegotiable privatization bonds would
be issued to be absorbed by financial enterprises, pension funds and insurance
companies, up to a certain level of their assets.

(iii) Domestic Deregulation: liberalization was to be extended
to the domestic market. To this end, the government created the Federal
Deregulation Program to remove State controls over private investment and
entry in economic activities. Except for some strategic sectors (not
defined), any entrepreneur would be able to invest in any sector without
previous government authorization.




i i B Implementation and Performance

A. Macroeconomic Performance

(i) Inflation

11 The pattern of inflation is largely explained by monetary policy
and performance and, to a lesser extent, by fiscal performance. None of the
inflationary process can be explained as a consequence of the development of
private-sector wages. Exogenous events--the oil price increase in August is
the prime example--have also played a role through their impact on
expectations.

12 The paper first presents the pattern of inflation; it then
describes the three major elements which may potentially explain the process,
namely, money, the budget, and wages; and concludes this section by analyzing
~the inflationary process. To understand the process, which is quite
complicated, various phases in the development over the last 10 months are
distinguished.

The Rate of Inflation

13. Four phases appear in the behavior of inflation in the ten months
since the introduction of the stabilization plan. Although some of these
phases were very short, their pattern helps explain the inflationary process.

14. The first phase lasted for about a month--from mid-March to about
mid-April. After a monthly inflation of at least 100 percent on the eve of
the new policy, prices remained more or less stable for these few weeks.

Price controls were formally applied during that time, but they did not seem
to matter much. Indeed many prices may actually have declined, albeit in ways

(such as discounting a posted price) which were not recorded in the price
indices.

1S. The inflationary trend changed sharply in mid-April, to start the
second phase. For about two months inflation returned and accelerated. By
mid-June, the monthly rate of inflation reached a level of 13-14 percent.?

The credibility of the stabilization policy suffered a heavy blow during this
period.

16. In mid-June a third phase started, of decelerating inflation. This
lasted until the end of July, by which time monthly inflation fell to the
level of 5-6 percent.

2/ Here and elsewhere, inflation data refer to "instantaneous", weekly

estimates of monthly inflation rates inferred by the Department from published
data which are provided on a monthly basis.



= 1B =

5 7 48 Finally, in early August--not coincidentally with the start of the
Gulf crisis and of the campaign for gubernatorial and congressional
elections--the fourth phase began. Inflation started accelerating again and
kept increasing--although not monotonically--until mid-November, at which time
‘it reached a monthly level of some 20 percent. In December, the rate of
inflation was somewhat lower; but it is too early to tell whether this is
another trend reversal, a temporary interruption in a phase of still-
accelerating inflation, or a phase in which the rate remains at the high level
of around 20 percent per month.

Fiscal Policy

18. The government originally sought an operational budgetary surplus
of 2 percent of GDP, following a year in which the deficit was at

least 8 percent of GDP. 1Initially, the projections included as revenues
proceeds from the sale of public enterprises (or, rather, of government bonds
with which the privatized enterprises would be bought). Later the government
--decided, ‘torrectly, that these proceeds (which in any case have not
materialized) should be excluded, and the budgetary estimate was revised
accordingly to a surplus of 0.5 percent of GDP.

19, Complete budgetary data for 1990 are not yet available. From the
limited evidence, it is possible to infer that the budgetary target was mostly

achieved, but not completely (see the data on the budgetary cash performance
in Table 1).

20. Significant cash surpluses materialized in the first few months
following the introduction of the plan. They then practically disappeared
towards the end of 1990. Nevertheless, for April-December 1990 as a whole, a
cash surplus of US$7 billion is recorded--about 2.5 percent of GDP.

21. Accurate budgetary accounting, namely, on an accrual basis, would
have to include the net creation of government commitments which are not
recorded in the cash accounting. Of these, the chief component would be the
unpaid interest on public-sector external debt. The arrears accumulated
during this period happen to be practically identical in size with the cash
surplus. Their inclusion would make the budget roughly balanced. There are
indications, however, that some increase in domestic federal-government
commitments (such as in suppliers’ credit) also took place. More important
may be credits (through the acquisition of bonds, or otherwise) provided by
the public to state and local governments. Taking all this into account, an
informed guess would indicate a small operational deficit. The performance
was thus somewhat short of the target, but still representing a very
impressive change in the budgetary stance. This achievement looks all the
more remarkable in view of the large budgetary deficit of the first two-and-
one-half months (January through mid-March) prior to the stabilization plan.

. 22. This improvement has originated, first, from the change in the
nature of the government’s short-term domestic debt. On the eve of the
stabilization plan, this debt amounted to roughly 25 percent of the annual
GDP. In the last year before the plan, this debt carried a real interest rate
of about 25-30 percent per year--leading to an interest bill of 6-7 percent of
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GDP. With the plan, the debt was partly monetized, thus eliminating all
interest payments on this part, and mostly converted to an asset (frozen
cruzados) yielding an annual real interest rate of 6 percent. This led to a
fiscal saving of some 5-6 percent of GDP. Other contributing factors to the
‘fiscal improvement were tax increases--through the elimination of exemptions;
the imposition of primarily one-time taxes; the elimination of various
subsidies; a significant cut in the government's labor force; and a
substantial fall in public-sector real wages (see below).

23. On the other hand, two factors primarily have limited the fiscal
improvement, and prevented the full achievement of the targeted surplus. One
was the policy concerning public-sector prices. As mentioned earlier, these
were increased with the introduction of the plan (by some 40 percent, on
average), to reach their end-1988 real levels. But from then on, the
government maintained these prices at a constant nominal level for almost half
a year--apparently as a means to mitigate cost increases, inflationary
expectations, and inflation. Since August, nominal prices have again been
raised periodically. By the end of the year, however, they were not only
substantially below their end-March real levels (to which the impact of the
increase in o0il prices should be added), but also lower than their pre-plan
level.

24, The other contributor to the deficit was a large increase of the
expenditures of state and local governments. The Constitution requires that a
large proportion of the increase of tax revenues be directed to these
governments. Existing mechanisms, however, cannot completely prevent a
commensurate increase of expenditures. Moreover, state and local governments
may have increased expenditures even beyond this thus, perhaps, even
increasing their deficits. These, in turn, were financed by credit from the
Central Bank and from the private sector.

Monetary Policy

25. The strong monetary adjustment was the cornerstone of the
stabilization plan. But faced with the prospect of an immediate disruption of
activities--and apparently fearing that this was a start of a severe
recession--the government changed course abruptly, rapidly injecting a large
amount of liquidity into the economy. Beyond the reduction of required
reserve ratios on demand deposits from 80 percent to 40 percent (for larger
banks), the Central Bank released frozen accounts in a variety of ways--most
of them discretionary. It allowed enterprises to pay wages (up to a certain
ceiling), as well as taxes, out of the frozen accounts. The Central Bank also
created refinancing lines for larger enterprises in four main sectors (civil
construction, automobiles, agriculture, and capital goods), and authorized
further conversions of cruzados to benefit the Social Security Administration,
Federal and local government, rural producers, professional associations,
labor unions, charitable associations, etc.

26. As a result, by the end of April, some US$15.7 billion were added

to the total quantity of money, raising it from 9.6 percent of GDP on March 16
to 15.1 percent on April 30. Of the overall increase of money supply (US$15.7
billion), the major part--US$12 billion altogether--originated in withdrawals



2 18]

from frozen accounts. Of these, nearly half--US$5.6 billion--were withdrawals
for Federal tax payments. Two smaller sources of increased liquidity were
Central Bank net purchases of foreign exchange--US$1.6 billion; and borrowing
by firms for payment of wages--US$0.7 billion.

27. By mid-May, with the renewed inflation and the erosion of
confidence in the stabilization policy, the government again decided to change
course in its monetary policy. Various directives and instruments were
applied, in the second half of May, to grant the Central Bank a better control
of the monetary aggregates and to constrain their rapid increase. 1In
particular, the automatic repurchase agreement of Treasury notes--long a
hallmark of Central-Bank policy and the mainstay of the large overnight
market--was discontinued. Banks were thus forced to apply to the rediscount
window when a shortfall of reserves had to be covered. Strict monetary
targets were also introduced. The major monetary aggregates (the monetary
base, M,, M,) were targeted to increase by about 10 percent in the second half
of 1990 and to remain at constant nominal levels in the first quarter of 1991.

28. It appears that, for a while, a drastic reduction of the rate of
monetary expansion was indeed achieved. But within a short period, of about
two months, there was again a rapid increase in the monetary aggregates.
Indeed, even during the first two months (June-July), M, kept rising, although
not at its rate during April-May. By end July, M, already exceeded by 25
percent its level of end-May.¥ During the second half of 1990, the monetary
base increased by 94 percent; M, by 116 percent; and M, by 125 percent

(see Chart 1). These changes in monetary policy contributed significantly to
a decline in the credibility of policy implementation; the public’s confidence
in the strong medicine administered to conquer inflation started to erode.

29. Real interest rates are, of course, hard to estimate. But it
appears that the ex post borrowing real interest rates were very low--mostly
negative--during much of the period. Only in October did they increase
substantially, reaching in October-December monthly levels of 5-7 percent.¥
In this sense, monetary policy did become tight towards the end of 1990. The
large increase of the real interest rate may be explained by both supply and
demand factors. The size of credit to the private sector fell, in comparison
with other monetary aggregates. In essence, credit to state and local
governments partly displaced credit to the private sector. At the same time,
the private sector’'s demand for credit must have increased in the face of
financial difficulties and involuntary accumulation of inventories.

3/ This increase, in face of a given (even falling) monetary base, was
possible due to a changing portfolio composition of liquid assets; viz., a
relative shift from M, (consisting mostly of demand deposits, which are
subject to a 40 percent reserve requirement) to other components of M, (such
as time deposits) which are free of any reserve requirements.

4/ Real interest rates would appear to be only half of this level if deflation
is done through next month’s price index.




= 8 =

Wages and Wage Policy

30. Unlike previous plans, the Collor stabilization plan did not rely
on "wage policy"--specifically, it required no freezing, rules of indexation,
or other universal or automatic measures of wage adjustment for the private
sector. Wages in the private sector were to be determined freely in private
negotiations. Wages in the public sector were to be adjusted by end March in
proportion with the February increase in consumer prices; and from then on, to

be adjusted monthly in accordance with expected inflation for the coming
months.

31. It should be noted that this component of the stabilization plan
has faced the fiercest political opposition. It was the only one not endorsed
by Congress, and was sustained only through Presidential wveto. Throughout the
period, Congress has repeatedly tried to introduce a wage policy, primarily
through measures of full indexation. These attempts have repeatedly been
rebuffed by Presidential veto. Other attempts have been made--originating
from the business community, labor unions, or even from the government
itself--to determine wages within a framework of a "social pact." Once more,
none of these attempts has borne fruit. In the courts, too, the government’s
wage policy has faced a continuous battle, to the point in which the Supreme
Court has ruled it, in mid-January 1991, to be unconstitutional.

32, Data on wages are incomplete. It does, however, appear that in the
first few weeks following the policy introduction, nominal wages in the
private sector generally did not increase and sometimes even declined.
Initially, real wages in the sector fell substantially--by some 25-30 percent.
This was followed by rising real wages, but even towards the end of the year,
real wages in the private sector appear to be some 10-15 percent lower than
prior to the plan. 1In the public sector, the decline of real wages has been
much more significant. Nominal wages were, indeed, adjusted by end March in
accordance with the plan. But from then onwards, automatic adjustment ceased.
Until the end of the year, two "bonus" increases have raised nominal wages by
a total of less than 50 percent, in comparison with consumer-price increases
during this period of about 150 percent. Federal-government real wages have
thus declined by about 40 percent since the introduction of the plan. The
fall of wages in state and local governments, however, has been less sharp.

The Process of Inflation

33. The monetary shock at the introduction of the stabilization plan
led to an immediate stability--and even some decline--of the price level.

This was a unique event in Brazil'’s recent history, considering the fact that
price controls did not effectively play any role. Within a few weeks,
however, following the large new injection of money, inflation reappeared.
This re-emergence dealt a major blow to the credibility of the stabilization
program and made any further pursuance of stabilization a much more difficult
effort--specifically, an effort which could no longer succeed without a
significant economic recession. -

34. The Government’'s strong determination and commitment to contain
inflation resulted in the imposition of tight monetary policy at the end of
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May 1990, and the establishment of very tight targets. Indeed, the monetary
base was kept stable, with some small fluctuations, for several months; by
end-October it was only at its end-May level. Money in its narrowest
definition, M,, also increased only slightly in June and July. In this way,
the new monetary policy appeared to restore some credibity. As a result, the
rate of inflation started falling--from 13-14 percent (per month) at end-May
to 5-6 percent by end-July. But M,, the concept of money most appropriate in
Brazil's context, behaved quite differently; it kept rising. Some time in
August, it appears that the public realized that monetary targets were not
being maintained, and that money supply was continuing to expand. A re-
emergence of inflationary expectations, and of inflation, was then inevitable.
This re-emergence was reinforced by the Gulf crisis. The start of the crisis
(on August 2), through its substantial impact on oil prices and the general
uncertainty accompanying the event, further contributed to inflationary
expectations and to an immediate impact on general price levels.

35. From then onward, a high level of inflation accompanied a high rate
of expansion of the monetary aggregates. From end-July to end-December, all

the major money aggregates increased at very similar rates--both the monetary
base and M, increased by 16.3 percent per month, and M, by 14.5 percent. The

monthly rate of inflation during that period was almost identical--an average
of 15.1 percent.

36. It also appears that despite the seemingly satisfactory budgetary
balance, an adequate performance is not generally perceived in Brazil as
having been established. The suspicion that the apparent balance is merely
temporary and unsustainable in even the near future, seems to have become
pervasive in recent months. Coming out of the huge deficit of 1989, to gain
credibility the budget should have aimed at and resulted in a significant
operational surplus.

37. On the other hand, a theory which has traditionally been
influential in Brazil, that the behavior of wages is instrumental in
sustaining and accelerating inflation, cannot be supported by this experience.
With the initial monetary shock, real wages (in the private sector) fell
substantially. Even over a longer period, of close to a year, it appears that
real wages have displayed substantial downward flexibility.

38. The renewed inflation can still be contained. If monetary
aggregates are indeed kept at their announced targets (i.e., remain at a
constant nominal level), and the fiscal stance improves by 3-4 percent of GDP,
inflation should eventually subside. But this would not happen in the next
few months. Given the recent history of events, it will take some time to
restore public confidence and to change the public’s expectations of
inflation. The Government also faces constitutional limits to lowering the
fiscal deficit, and this reduces the policy options of the Government. There
are reports that the Government intends to attempt to change some parts of the
Constitution to gain better control over the fiscal situation. But this
process will also take time. Given the history of the last year and the
current inflationary expectations of the public, inflation will not be
controlled without an economic recession. However, in view of the impressive
structural reform measures being implemented by the Government (discussed
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below) and the dynamism of the private sector, this recession should be
relatively short-lived.

(ii) Economic Performance

Economic Activity

39. As far as economic performance is concerned, it is important to
note that industrial activity had already been falling, rather sharply, before
the introduction of the plan; its level in January-February 1990 was about 15
percent below its mid-1989 level. The immediate reaction to the plan was a
substantial decline of activity, but this was reversed shortly. Already by
May the pre-plan level was almost achieved. The increased trend of activity
was sustained for several months and industrial activity reached, by August, a
peak level--some 15 percent higher than prior to the plan. From September on,
however, there has been a decline. Data for the end of the year are not
available, but preliminary evidence--such as on the number of firms applying
for bankruptcy procedures--suggests that this decline is probably significant.
The perception in Brazil in early 1991 is definitely one of a recession, with
business firms generally expecting its deepening in the next few months. A
preliminary estimate indicates a decline of Brazil’'s GDP by 4.3 percent from
1989 to 1990. The sectors of civil construction, crop agriculture, and
manufacturing show the largest declines (close to, or exceeding, 10 percent).

40. Unemployment data (of Sad Paulo) provide a somewhat similar

pattern, viz., an initial increase and a subsequent reduction to a level only
slightly higher (by about 1 percent) than prior to the plan. As yet there are
no indications of rising unemployment in recent months. Apparently, labor is
still being conserved by firms, probably on the assumption that the slump of
activity may be short-lived.

The Foreign-Exchange Rate and Foreign Trade

41. The stabilization plan established a freely floating (the "livre",
or commercial) exchange rate, replacing the prior policy of a crawling peg.

In actual practice, occasional government intervention has taken place--
practically always in the direction of depreciating the exchange rate(i.e.,
the Central Bank has been a net buyer of foreign exchange, thus increasing its
foreign-exchange reserves and the money supply). Most often, this
intervention was meant to prevent an appreciation rather than to accelerate a
depreciation. The intervention was strongest (i.e., the size of increase of

reserves was highest) during the first few months following the introduction
of the plan.

42, In addition to the "free" rate, two other exchange rates exist:

the "tourist" and the "parallel" rates--the latter being illegal, but
generally tolerated. These two rates have always (prior to the plan, as well
as since its introduction) been very close to each other and always higher
than the official (now "free") rate. The gap between the "parallel"” (or
"tourist") rate and the "free" rate practically disappeared immediately after
the introduction of the plan. It then increased rapidly, reaching levels of
50-60 percent within a few months. After June, however, it declined just as
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fast--apparently with the help of government intervention--and reached a level
of only 5-7 percent by August. In recent months, the gap has been around 10-
15 percent.

43, For about half a year, the real exchange rate did not display any
general upward or downward trend, although fluctuations, created by
alternating periods of stability and of increases of the nominal rate, were
significant. From the end of September onwards, on the other hand, a
substantial increase of the rate, which was particularly fast in October and
November, has been taking place. By mid-January, the cumulative real
depreciation since the end of September amounted to some 35 percent; and the
rate was about 40 percent above its level immediately following the
introduction of the new policy (see Chart 2).

44, Prior to the stabilization plan, from 1988 to early 1990, a
substantial currency appreciation had taken place. On the eve of the plan the
real exchange rate was only one half of its level during the period 1982-86
(that is, a devaluation of around 100 percent would have been required to
reach the "normal" level of the real rate). Thus, even with the substantial
recent depreciation, the real exchange rate today is still only at around 70
percent of its "normal" level.

45. The low level of the real exchange rate has been a major reason for
the decline in Brazil'’s trade balance--a trend which had started already in
late 1988. From September through November 1990, the trade surplus fell to an
annual level of only US$5.5 billion, in comparison with about US$19 billion in
1988 and US$16 billion in 1989. For the calendar year 1990, the trade surplus
is expected to amount to around US$1l billion--the smallest since 1986. The
reduction of the trade surplus originates from both the imports and the
exports sides. The (dollar) value of imports during September-November 1990
exceeded by over 20 percent its value in the same period in 1989. This is
partly explained by the increase in oil prices and, in part, by the trade
liberalization, unaccompanied by exchange-rate depreciation in the relevant
period. The change in exports appears to be less substantial: there was a
decline, between the corresponding periods of 1989 and 1990, of 8.5 percent.
But in view of the continuous trend of increased exports in Brazil, this is a
dramatic decline. Part of this is explained, again, by price changes; i.e.
falling world prices of some of Brazil’s major primary exports (such as
soybeans). But at least part of the fall of exports is due to the low level
of the real exchange rate. Another contributing factor has been the
substantial reduction of short-term financing of exports transactions (and an
increase of the interest rate) due to large contractions of foreign credit
lines. This has resulted from the absence of significant progress in the
negotiations of external debt between Brazil and its commercial creditors.

(iii) External-Debt Negotiations

46. On December 31, 1990, Brazil’'s total external debt amounted to
US$121.6 billion. Of this, US$14.5 billion was short-term debt; and US$107.1
billion medium- and long-term debt. Of the latter, debt to commercial banks
(including arrears) amounted to US$61.8 billion; bilateral inter-government
debt (again, including arrears) to US$24.0 billion; and debt to multilateral
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organizations to US$14.3 billion, of which US$8.4 billion was owed to the
World Bank. Other long-term debts amounted to US$7.0 billion.

47. In relation to the country’s GDP, Brazil’s external debt is not
-particularly high.? Debt service as a ratio of exports puts Brazil on a
higher place among the heavily-indebted countries; but experience shows that
Brazil has the capacity to expand exports rapidly and to achieve large trade
surpluses. Thus, Brazil'’'s ability to service its external debt is not
dependent on its capacity to generate a trade surplus, but rather on its
ability to mobilize, through the budget, the required domestic resources.
This again emphasizes the importance of fiscal adjustment in Brazil.

48. The Government of Brazil suspended interest payments on the
country’s debt to foreign commercial banks in July 1989. This was intended to
be a temporary measure to bolster foreign-exchange reserves. Upon assuming
office, the Collor government announced that this suspension would be
maintained until negotiations led to a restructuring of the debt. By the end
" of 1990, the accumulated arrears amounted to US$12.3 billion (of which US$8.3
billion accrued on the debt to commercial banks, and US$4.0 billion on the
bilateral debt).

49. Negotiations started in October 1990 with the two sides having
substantially different positions. The negotiation process since then has
yielded some bridging of the gap. The current process of negotiations has
involved the Government of Brazil and the Bank Advisory Committee making
proposals and counter-proposals designed to reach agreement on the clearance
of arrears and the restructuring of the debt. As a provisional measure and as
a sign of its desire to successfully conclude negotiations, the Brazilian
government. announced its intention to pay in the first quarter of 1991

30 percent of the interest due in this quarter regardless of the progress
towards an agreement. As of the writing of this note, agreements on the

settlement of past arrears and on the restructuring of the debt have not been
reached.

(iv) The IMF Program

50. An IMF mission visited Brazil in August, and by early September an
agreement had been reached about a Fund Program in Brazil. The Program and
the Letter of Intent essentially reflected, in their main features, the
announced principles of Brazil's policy. An operational surplus of 0.5
percent of GDP was to be achieved in 1990 with a basically similar operational
result in 1991, and the monetary targets for 1990-91 were those established by
the Government in May 1990. Fulfilling of these targets was expected to lead
to a substantial deceleration of inflation.

51. Consideration of the Program by the Fund’s Executive Board was
conditional on meaningful progress in the negotiations with the foreign

S5/ See "Brazil: Economic Stabilization and Structural Reforms" Gray Cover,
January 1991 for a fuller description of Brazil’s debt.
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commercial banks over Brazil’s debt to the banks. Since that stage had not
(and still has not) been reached, the Program has not been brought to the
Fund’s Board. Given the developments in the intervening period, there is a
need to reassess part of the program. To this end, an IMF mission may visit
Brazil in March 1991.

B. The Structural Reforms

52. The Collor Government has undertaken and continues to undertake a
number of basic, far-reaching structural reforms. These reforms, if
maintained, will fundamentally change the policy environment in which economic
activity can take place and lay the foundations for long-term stabilization
and growth. The underlying principles behind these reforms are the reduction
of the role of the government in economic activity, the creation of domestic
and international competition and the integration of the Brazilian economy
into the world economy. The policies of structural transformation presented
here are: (i) trade liberalization; (ii) deregulation; (iii) privatization;
(iv) changes in public-sector administration; (v) policies in the agricultural
sector;..and (vi) social-sector reforms.

Trade Liberalization

53. The process of trade liberalization has been fast and very
intensive. Over a period of less than half a year almost all trade barriers
(other than tariffs) have been dismantled. Upon implementation of the plan,
CACEX was abolished and import licensing, which was still required, was
assigned to a department in the Ministry of Economy. This step was of crucial
importance since CACEX had, in effect, been conducting the country’s import
policy in a highly restrictive and discretionary manner. Initially, the
government imposed a monthly ceiling of US$2 billion, until the end of June,
for total imports. But due to the diminished domestic activity, and a
resulting low demand for imports, the latter were probably not effectively
constrained by this ceiling.

54. In early May, the government abolished the list of some 1,800 goods
whose imports had been prohibited for over a decade, and partially eliminated
the "market reserves" policy. The field of application of the highly-
restrictive "Law of Similars" was also severely reduced. Goods like
automobiles, electrical appliances, toys, tobacco, foodstuff, or chemical
products could thus be imported. For about 300 of the 1,800 goods import
tariffs were increased. For automobiles, these tariffs ranged from 65 to 85
percent; for toys, from 85 to 105 percent. ‘

55. On July 1, the most radical element of dismantling the QRs system
took place. From then on, almost all imports (with the main exceptions to be
noted below) became completely free, protected only by tariffs. All controls
on the allocation of foreign exchange for imports were eliminated. Import
licenses are still required; but they are meant to be granted automatically
and immediately and to serve mostly for statistical and price-control
purposes. An important administrative step designed to ensure that this
indeed should be the practice is planned for April, 1991, when the licensing
of imports will be decentralized and "privatized," by being moved to
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individual commercial banks. Another important step undertaken in September
was the suspension of a long-standing regulation which had allowed imports of
capital goods only if they were financed by long-term foreign credit.

56. Practically the only important category still subject to import
regulation is that of informatics goods (ranging from microchips to super
computers) whose imports are controlled under the "Law of Informatics." The
government intends to introduce legislation that would eliminate all the
restrictions of this law by October 1992. 1In the meantime, some of the law’s
implementing regulations have been changed. Also, from January 1, 1991 import
controls apply to only 47 goods rather than to 300. The reduced list,
however, maintains protection of the most important items of Brazil’s
production in this sector.

57. As noted earlier, some tariffs have been increased to partly offset
the removal of QRs. But during the second half of 1990, tariff reductions
have very often been undertaken, as a means of combatting monopolistic
positions of domestic firms. 1In early 1991, the government intends to
.announce. a concrete four-year plan of gradual tariff reductions. By the end
of this period, all goods are expected to fall to one of only three tariff
categories: 0, 20, and 40 percent; and the median tariff level is targeted to
become 20 percent.

58. The process of removal of non-tariff barriers has indeed been
dramatic. Within a half year, Brazil has turned from a country with one of
the most highly restrictive trade regimes, which had been well entrenched for
decades, to a country whose imports are predominantly free of quantitative
restrictions. In the extent and speed of the shift it has few parallels, if
any, in contemporary trade policies. ‘

Domestic Deregulation

59. The government has been following a policy of increasing domestic
competitiveness in two forms: deregulation, which has involved removing the
government’s own obstacles to the operation of a freely-competitive market
(e.g., requirements to purchase domestic raw materials or capital goods,
special tax incentives, requirements to use certain distribution and transport
systems, or labor-market controls); and removal of restrictions on the
functioning of free markets imposed by the enterprises themselves (e.g.,
cartels). Monopoly powers granted through state intervention which have been
removed include restrictions on entry to certain activities, investment
licensing, and rights of access to the purchase of specific raw materials.
Equally important, price controls which were used to favor particular
industries (e.g., low prices on steel to make automobile production
financially competitive) have been liberalized or removed for most products.

60. Various reforms have also been introduced in the areas of
telecommunications and transportation. The role of private sector provision
of telecommunication services has been redefined, with a consequent limit on
the role of the public sector (this is still subject to congressional
approval). Operation of cellular telephone networks by private companies and
of private telephone networks and data transmission services will be possible.
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Port services will be privatized; and various measures restricting the
operation of private firms in transportation have been abolished.

61. In addition, the Council for Industrial Development (CDI) was
eliminated and the Secretariat for Industrial Development (SDI)--CDI's
executing agency--was transferred to the Ministry of the Economy to administer
the remaining fiscal incentives. President Sarney’s Program of Integrated
Sector Development (PSI), which had been envisaged for 18 sectors, was
maintained, but the fiscal incentives granted under those programs were
dropped. The 1,000-person administrative machinery of the former Ministry of
Industry has been replaced by about 100 staff in the Department of Industry in
the Ministry of Economy.

Privatization

62. The process of privatization is ongoing, and appears to be taken
seriously, despite the fact that as of now no Federal government enterprise
has yet been put for sale. The only firm actually privatized, in early
September 1990--VASP Airline--was an enterprise of the State of Sad Paulo.
President Collor had declared the privatization of ten firms as a target for
1990. This was too ambitious, since preparation of a transfer of any single
firm is a time-consuming process. But during 1990, a Privatization Committee
was created; mechanisms, rules, and the principles of the privatization
process have been established; and private consortia selected, through a
competitive bidding process, to evaluate the first four firms to be sold and
to recommend the specific modalities of sale for each. The draft reports of
these private consultants are now being reviewed by the Privatization
Committee and BNDES (the National Development Bank, which is its executive
agency), and three enterprises are scheduled to be offered for sale in April
1991. First and most important in the initial round of privatization would be
firms in the steel sector, followed by petrochemicals and fertilizers. The
initial round would, correctly, focus on industrial enterprises which operate
in competitive markets. Eventually, within about four years, the government
intends to sell all state-owned enterprises except those singled out by the
Constitution as subject exclusively to government ownership (e.g. Petrobras,
the oil company). Already, the two federally-owned electricity distribution
companies have been added to the privatization list for the first round. The
book value of firms which are (immediate or eventual) candidates for
privatization is in the order of US$80-US$100 billion dollars; no good
estimate of the market value is available, but it is expected to be well below
the book value.

63. The main factor which may adversely affect the privatization
program would be lack of progress on the external debt negotiations: the
foreign commercial creditors might not grant the waivers needed for the
indebted enterprises to be sold if negotiations are not concluded
satisfactorily. It might then be very difficult to induce foreign companies
to bid for shares in the newly privatized firms. Debt-equity swaps, which may
very likely be the main vehicle for such foreign investments, would probably

' be an outcome of a debt settlement.
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Administrative Reforms

64. As part of the original policy package, a reorganization of the
central-government’s bureaucracy took place: the number of ministries was
halved, and initially, a small number of government employees was dismissed.
A major reshuffling, however, took place later, in May-June 1990. At that
time, over 200,000 central-government employees--more than 10 percent of the
total--were removed from their positions, partly relegated to a "pool" and
partly laid off. This is a large fraction by any yardstick, particularly in
view of the very short time in which this policy was carried out. 1In the
past, repeated decisions about dismissals on a much smaller scale always came
to naught.

65+ Further reforms would mostly depend on Constitutional amendments.
Provided these can be introduced, the government intends, inter alia, to
eliminate tenure and job stability in the public sector; to revise the social-
security system; to revise the system of compulsory transfers from the Federal
to State and local governments; and to scale down substantially the
government’s maintenance of higher education. These measures will increase
the Government’'s ability to reduce its fiscal expenditures and thus contribute
to the stabilization effort.

Agricultural-Sector Reforms

66. As in the other sectors of the economy, the purpose of policy
changes in the agricultural sector is to reduce government involvement and
encourage the operation of free markets. An added target for this sector is
the protection of the environment. The latter is expected to be achieved, in
this context, primarily through the removal or reduction of subsidies which
had promoted expansion of the frontiers in the Amazon.

67. The agricultural sector is the only one in which export bans and
quotas had been maintained, as well as other measures of regulating exports.
Most of the export restrictions have now been removed (on exports of cotton
fiber, rice, maize, and soy products). The Brazilian Coffee Institute (IBC)
has been abolished and with it all controls and fees on the export of coffee.
The Institute of Sugar and Alcohol has also been dismantled, but sugar exports
are still subject to quotas and the sector is still subject to price
regulation. Sugar has thus remained the only crop subject to quantitative
control of exports. Tariffs on various agricultural products have been
removed, and tariffs on most capital and intermediate goods destined for
agriculture have been lowered substantially.

68. While wheat imports are still restricted, the government’s monopoly
on both wheat imports and domestic wheat sales has been ended. Domestic wheat
processing, formerly tightly controlled through quotas to millers, is now
being liberalized. All prices in the wheat industry have remained, however,
under the government’s controls.

69. Domestic pricing policies have also been modified to approach more
closely the operation of free markets. Control of milk prices has been
abolished (though at the time in which this became effective the government
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applied strong pressure to prevent a substantial price increase). Where
minimum prices exist, they are no longer uniform but vary among regions, to
reflect regional differences in transportation costs (i.e., to make the
minimum-price structure better reflect cost structures).

70. The process of administrative reform has been particularly
intensive in the agricultural sector. Major agencies have been closed or
merged, clearly signaling policy changes with respect to the role of the
public sector in agricultural pricing, storage, and marketing.

71 Finally, income-tax legislation has been changed to remove most
(but not all) of the favorable treatment of the sector, by making tax rates
similar to those applied elsewhere and by eliminating various exemptions and
deductions specific to the sector.

Social-Sector Reforms

72, The "New Brazil" program did not explicitly address social sector
reforms. Since March, however, the government has begun to articulate a
series of planned reforms in the social sectors, many of which are in line
with Bank recommendations and which, if implemented, will have a positive
effect on the efficiency and equity of social service delivery.

73. In health, the administration has approved and is beginning to
implement the sistema unico de Saude, which introduces a dramatic
reorganization and decentralization of the health delivery system. Under this
law, INAMPS (the social security health benefits administration), the largest
financier of hospital care, will come under the jurisdiction of the Ministry
of Health. Price controls on most pharmaceutical products have been removed.

74. The government has also taken initiatives to improve coordination
of social sector programs. To rationalize various government programs
oriented toward the health and education of young children, President Collor
mandated the creation of an inter-ministerial coordinating body called the
Ministry of the Child. The administration has also stated its intention to
reform the National Milk Program, the largest and least well-targeted of the
nutritional supplementation programs, as well as to put the coordination of
all nutrition programs under INAN, the National Institute of Food and
Nutrition.

75. In education, government price controls on tuition for private
primary and secondary schools have been eliminated; the current policy is that
tuition levels should be negotiated directly between schools and parents. In
January of 1991, the Minister of Economy announced that one of her targets
this year would be the introduction of tuition in public higher education.
The government has also introduced a US$500 million program to fight
illiteracy and improve the quality of public education, called the Programa
Nacional de Alfabetizacao da Cidanania (PNAC). This program emphasizes
primary education; it is designed to strengthen state and municipal school
systems, expand primary school access, and ensure that children complete more
years of schooling, through improvements in school quality.
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IV. Concluding Note

76. The Collor Plan ("Brasil Novo") has been comprehensive and far-
reaching. It is the first stabilization program in Brazil's recent history
which has tried to tackle the fundamental sources of inflation rather than
deal temporarily and superficially with some of its manifestations. Probably
of even greater significance, it is the first attempt in generations of
introducing a radical transformation, moving the economy from heavy reliance
on regulation by the government to one in which free markets are the rule and
the private sector becomes predominant.

17. The success of the stabilization program is, at the moment, not
assured. Unless monetary and fiscal policies change, inflation would persist
and accelerate. The policy changes required now are not as drastic as those
undertaken in March 1990. But any policy implemented now must be of
sufficient credibility to alter permanently inflationary expectations. This
is of crucial importance. The reforms would include, at least, the following
changes in fiscal and monetary policies:

(i) To establish credibility, a budgetary surplus must be
planned for and implemented, and the public must perceive
that the deficit has been eliminated permanently. In
addition to the measures already taken by the Government
this would require, at a minimum, two major steps.

First, a substantial reduction of the deficits of state
and local governments. This would probably be the most
difficult policy for the Federal government to implement.
It would call for an effective control by the Federal
government over the borrowing capacity of the states and
the abolition of Central-Bank lending to the states,
directly or through state banks. Second, a substantial
increase in public-sector prices and the continuous
maintenance of these prices at least at their end-1988
real levels. In addition, the attempts by the Government
to amend the Constitution in order to permit greater
fiscal control of the budget are important steps in the
right direction.

(ii) Most importantly, stabilization requires the
implementation and maintenance of credible monetary
targets--viz., a low nominal growth in the supply of
money--through predetermined changes in the Central
Bank’s major asset components and the use of other
monetary instruments at its disposal.

78. Another component bearing on the success of stabilization would be
an agreement with Brazil’s creditors on the settlement and the restructuring
of its foreign debt. Such an agreement should significantly increase the
credibility of stabilization policy and would facilitate the privatization
process.
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79. In contrast to the uncertain performance of the stabilization plan,
the process of structural transformation undertaken by the government has been
admirable. Fundamental, thorough reforms have been carried out continuously
and persistently. If these can be sustained--and the likelihood of this
eventuality is not independent of the achievement of stabilization--Brazil
should face the prospect of rapid growth once the short-term recessionary
impact of stabilization is over.

Postscript

80. On January 31, 1991, the government of Brazil announced a set of
additional measures designed to combat inflation. The major elements are as
follows:

(i) The budget. Prices of public-sector goods and services
have been raised by between 20 percent to over 70 percent, with a weighted
average of close to 50 percent. The government also announced its intention
to cut public-sector expenditures by an amount equivalent to 1.5 percent of
GDP.

(ii) Monetary policy. In essence, the monetary measures

amount mostly to the elimination of indexation of various financial assets, or
of other contracts. Indexation will be replaced by the use of a "reference
interest rate", which the Central Bank will calculate on the basis of interest
rates on commercial-bank certificates of deposit (CDB). The overnight account
has been eliminated and replaced by the establishment of overnight accounts in
private funds which, in turn, will invest primarily in government bonds or
will channel loans into government-prescribed activities.

(iii) Wage-price policy. Prices are to be frozen, at their
January 30 levels, for an indefinite period--with an expected slow, gradual
exit out of the freeze through government-authorized price changes. Some
prices (such as rents, or school fees) will be indexed, as before, to salary
levels. February’'s wages will be determined so that their real levels will be
equal to the average of the last 12 months. Thenceforth, nominal wages will
be adjusted twice a year, in June and January, through free negotiationms.

(iv) The policy announcement of January 31 also included the
introduction of a program for the gradual reduction of import tariffs. This
is a further evidence of the thoroughness of the trade reform and the
determination of the Government to continue to implement structural reforms.

8l. The details of these measures are not completely clear; some have

yet to be fully articulated. Moreover, many of these measures will require

Congressional approval and may change significantly. Thus, the final set of
measures that can and will be implemented are not yet known.
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Table 1: TREASURY’S CASH FLOW, 1990

Net Cash Receipts

Month (USS Billions)
January -6.57
February -5.15"

March -1.02
April 3.04
May 2.64
June .31
July- .. . +35
August «35
September : «33
October .04
November .01
December .02
Total, January-February -11.72
Percentage of GDP (approximate) -20.10
Total, April-December 7.09
Percentage of GDP (approximate) 2.70
Note: Cruzeiro data were transformed into dollars by using each month’s
average rate of exchange. Annual GDP is assumed here at US$350
billion. ;

CEMLTR.MM final
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Chart 2

Nominal and Real Exchange Rate
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The World Bank 1818 H Street, N.W. (202) 477-1234
INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT Washington, D.C. 20433 Cable Address: INTBAFRAD
INTERNATIONAL DEVELOPMENT ASSOCIATION USA. Cable Address: INDEVAS

December 4, 1990 %

Minister Zélia Cardoso de Mello

Minister of Economy, Finance and Planning

Esplanada dos Ministerios, Bloco 5 So7%
70048 Brasilia, D.F.

Brazil ‘é‘%

Re: Loan 2721-BR (Public Sector Management Project)
Extension of Closing Date

Dear Madame Minister: \&N

We acknowledge receipt of your request to extend the closing date of the
above-referenced project.

The Bank has been negotiating with Messrs. Kandir and Moreira the
possible extension of the Public Sector Management Loan since the end of June
1990. We have agreed on a number of steps to be taken to ensure that the
remaining uncommitted funds be used effectively. A Bank mission is presently
in the field to assess the implementation of these steps which have been
established as conditions of closing date extension.

The decision concerning the extension of the closing date will be taken
following the mission’s return to Washington, D.C. and will be communicated to
you by the end of December.

Sincerely yours,

Armeane M. ChOKs1
Director
Country Department I
Latin America and the Caribbean
Regional Office

cc: Messrs./Mmes. Conable, Qureshi. Husain (LACVP); Pimenta-Neves (LACSA);
Weissman, Vincent (LA1DR); Chaudry (LATPS); Papageorgiou,
Cordeiro (LA1CO)

RCA 248423 - WUI 64145
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TO: | DATE:
Mr. Husain (I-8-015) | 12/03/90

SUBJECT:

Document From: Zelia Cardoso
To: bbe
Dated: 11/07/90 Reference No.: 0PS901203001

Topic: BRAZIL - Ltr. from Min. of Fin soliciting to schedule the
2721-BR Loan for Dec. 31/90 instead of Dec. 31/91.

Incoming Reference Number: EXC901130004
Incoming Action Requested: TO HANDLE
Requested Due Date: 12/12/90

ACTION INSTRUCTIONS: | DUE DATE: |

XXX HANDLE 12/12/90
REVIEW AND RECOMMEND
FOR YOUR INFORMATION
DISCUSS WITH
AS WE DISCUSSED
PREPARE RESPONSE FOR SIGNATURE
FOR YOUR FILES
RETURN TO
OTHER:

Remarks: pls. provide Messrs. Conable and Qureshi with copy of response.




WORLD BANK OFFICE TRACKING SYSTEM
OFFICE OF THE PRESIDENT
Routing and Action Transmittal Sheet

SUBJECT:

Document From: Zelia Cardoso
To: bbe

Dated: 11/07/90 Reference No.: EXC901130004

Topic: Minister of Finance, Brazil: soliciting to schedule the
2721-BR Loan for Dec. 31/90 instead of Dec. 31/91.

ACTION INSTRUCTIONS: | DUE DATE: |

__XXX__ HANDLE 12/12/90
REVIEW AND RECOMMEND
FOR YOUR INFORMATION
DISCUSS WITH
AS WE DISCUSSED
PREPARE RESPONSE FOR SIGNATURE
FOR YOUR FILES
RETURN TO
OTHER:

Remarks: pls. provide Mr. Conable a copy of resp.




aviso ne 0] em 07 11.90

Senhor Presidente,

Tenho a honra de dirigir-me a Vossa Excelén-
cia no sentido de solicitar a extensdo do prazo final de
execugdo do contrato de Empréstimo n? 2721-BR, anteriormente
previsto para 31 de dezembro de 1990, para 31 de dezembro de
1991. Esta nova data é condizente com o cronograma de proje-
tos em execugdo e os previstos para serem desenvolvidos,
contemplando as prioridades definidas pela atual equipe de

Governo no dmbito do empréstimo em referéncia.

Aproveito a oportunidade para renovar a Vossa
Exceléncia os meus protestos de elevada estima e considera-

cao.

Aol

ZELI IA CARDOSO DE MELLO
MlnlSt de Estado da Economia,
Fazenda e Planejamento

A Sua Exceléncia o Senhor

Doutor BARBER CANABLE

DD. Presidente do Banco Internacional para
Reconstrucdo e Desenvolvimento - BIRD

WASHINGTON - DC
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WORLD BANK OFFICE TRACKING SYSTEM
OFFICE OF THE PRESIDENT
Routing and Action Transmittal Sheet

| TO: ” | DATE: |
| Mr. 5;/96hable (E-1227) | 12/12/90 |
“ Ha EIEY%
' ‘{"‘(‘“(ip‘..
SG/-
| SUBJECT:
Document From: Mr. Shahid Husain
To: bbec
Dated: 12/12/90 Reference No.: EXC901212004
Topic: Transfer of responsibilities for Peru, Venezuela and

Brazil.

ACTION INSTRUCTIONS:

HANDLE

REVIEW AND RECOMMEND
FOR YOUR INFORMATION
DISCUSS WITH

AS WE DISCUSSED
PREPARE RESPONSE FOR
FOR YOUR FILES
RETURN TO

SIGNATURE

OTHER:

Remarks: cc: LM/AK/SS

| DUE DATE: |

12/12/90
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FROM: LACUP 202 676-9271 TO: WR-EXCOP 2024771305 DEC 12, 1998 4:39PM H3&6

December 12, 1990

Mr. Buvber B. Cuynable

Barbter,

With Moeen's sgreement, L have decided to transfel
the cesponsibility for Peru firom Pleter Bottelier, and for
venezusla from Ping Loh, to Armeane Choksi.

Choksi's department, therefore, wlll have Bracil,
Venwzuels and Feiu. 1 have done this to bring about lwproved
flexibliity in Choksl’s work. There was excessive dependence
on Brazil and some resources were not fully employed. On the
other hand, Ping Loh had eighteen countries and Bottelier had
six. Both were complaining of overwork. These changes wlll
be effective January 1.

I have intormed Cumarasa, representing Peru, and
Ximenes, representing Brazil. They are quite happy with the
changes. Moises Naim, who represents Venezuela, 1s unhappy.
He came back from Venezuela only yesterday and therefore I did
not have a chance to speak to him until today. 1 had held
back the formal announcement until I spoke to him. But Naim
probably wented an explicit role in an organizational
decision. He has also suggested that he should have a role in
the selection of the Bank's Resident Representative {in
Venezuela. I have responded that we would seek his
Government & clearance to the person selected hy us,

1 have assured Naim that Choksi would be at least as
good as Loh and, in any case, I shall be playing an active
role in relations with Venezuela during the transition.

Nadm wey bring up 'his fssus at your lunch LGHOLLOwW
and I hope you will reassure him ~f our desire to support
Venezurla and con e the excell relations that Ping Loh
had butlt up. i

k\‘- st ‘/ f‘ .‘F/

P. @1
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| TO: -, | DATE: |
| Mr. B. Lb6nable (E-1227) | 11/29/90 |
| 'SUBJECT:
Document From: Mr. Husain
To: Mr. Qureshi/BBC
Dated: 11/28/90 Reference No.: EXC901129005
Topic: Briefing; Brazil--Private Sector Finance Project Board
Presentation.
| ACTION INSTRUCTIONS: | DUE DATE: |
HANDLE

XXX  REVIEW AND RECOMMEND
FOR YOUR INFORMATION
DISCUSS WITH
AS WE DISCUSSED
PREPARE RESPONSE FOR SIGNATURE
FOR YOUR FILES
RETURN TO
OTHER:

Remarks:




FROM: WB-LALTF 282 676 @259 TO: WB-EXCOP 2824771385 NOUV 29, 1998 18:13AM #3546 P.B1
& THE WORLD BANK/INTERNA HOMNAL FINANCE COHFURHAILIUN

* OFFICE MEMORANDUM M Come bl

DATE: November 28, 1990
To: Mr. Moeen A. Qureshi
FROM: &, Shahid Husain kl/
EXTENSION: 39001

SUBJECT: BRAZIL - Private Sector Finance Froject
Buard Presentation

1, This project is schaduled for board pregentation on November 29,
19920
2 We recelved guestions at two separate mestings--fiom Me., Merk 7.

Cox, Alternate Executive Director for the United States and from
representatives of the US Treasury and Federal Reserve; and from Mr. Cesare
Caranza, Executive Director for Gresce, Italy, Malta, Portugal and Poland
(and who monitors Brazil for the G-7) and from ths technical staff of Mr.
Caranza's office. The meeting with Mr. Cox was attended by Messrs, Choksi
(LA1l), Mosse (LA1EI), Wolff (LAT) and the meeting with Mr. Caranza was
attended by Messrs. Choks! (LA1), Papageorgiou (LA1CO), and Wolff (LAT).

3. The questions raised at both meetings wers similar. The main
thrust of the queations related to (i) Brazil's macroeconmic environment,
(11) the relationship between the project and the Bank's financial sector
etrategy for Brazil, and ({i{i) BNDES' financial performance and loan
portfolio.

4, Bank staff made a brief presentation on the current economic
situation of Brazil. They mentioned that while there is an overall concern
about the current rate of inflation, the economic measures taken by the
goevernment are expected vo be effective in controlling inflation which is
expected to decrease significantly by early next year.

L Bank staff explained that the Private Sector Finance Loan
eddresses institutlon-spacific reforme that have a positive impact on the
financial sector and the fiscal stance of the government, reforms which are
better addressed by an investment rather than an adjustment loan. As BNDES
plays a leading role in the financial sector, its reforms will hava a
significant and walcome impact on the way long-term credit is allocated in
Brazil. BNDES' reforms are fully consistent with the Bank's objective and
strategy for the financial sector because they improve the efficlency of
financial intermediation, reduce government interference in credit markets,
and reduce government finar-ing of public enterprises. -

b Regarding BNDES® [Inancial and loan portfolio condition, Bank
staff said that BNDES has been a profitable and efficient institution.
With the exception of BNDES' lending to the SIDERBRAS group, which 1w
responsible for most of BNDES' arrears, the balance of BNDES loan po!
was healthy. 1In a letter to the Bank, ENDES' President points out



FROM: IWB-LA1TFE 202 676 B259 TO: WR-EXCORP 2024771305 MOU 29, 1993 10:140M #5406 P.0O2

BNDES will settle these affected loans and arrears in the context of the
federal government's privatization program, since all the companies that
comprised the ex-SIDERBRAS group are now gcheduled for privatizarion.

cc: Messrs,/Mmes. Conable, EAC; Aiyer, Duer, LACVP; Choksi, Welssman,
LAIDR, Papageorgiou, LAICO: Cellell, Carvalho, LEGLA

RMosseicsC



THE WORLD BANK/IFC/M.I.G.A.

ROUTING SLIP DATE: November 9, 1990
NAME ROOM NO.

Mr. Qureshi E-1241

URGENT PER YOUR REQUEST

FOR COMMENT PER OUR CONVERSATION

FOR ACTION SEE MY EMAIL

FOR APPROVAL/CLEARANCE FOR INFORMATION

FOR SIGNATURE LET’S DISCUSS

NOTE AND CIRCULATE NOTE AND RETURN

RE: BRAZIL - Status of Negotiations w/Comm.Banks

REMARKS :

)

FROM: / ROOM NO.: EXTENSION:
G.T.Nankani, g irector | I7131 31861
rd



THE WORLD BANK/IFC/MIGA

OFFICE MEMORANDUM

DATE:

TO:

THROUGH:

FROM:

EXTENSION:

SUBJECT:

November 9, 1990
Mr. Moeen A. Qureshi, SVP, Operations

Sri Ram AiyngJiACAP/\

Brazil - Status of Negotiations with Commercial Creditors

Gobind T. Nankani

J Director, LAl

31851

1. As you know, Brazil resumed formal negotiations on its external
debt with its commercial creditors on October 10, 1990. The Brazilian
government submitted to the Banks’ Advisory Committee a proposal for the
renegotiation of its external debt to commercial creditors named
"Brazil’s Public Sector Debt Restructuring Plan". The commercial banks
rejected Brazil’s proposal. They claimed it did not represent a basis
for negotiations. The commercial banks sent an economic mission to
Brazil at the end of October, to assess the assumptions under which the
Brazilian Delegation presented alternative scenarios of the country’s
ability to pay in the future.

25 The Brazilian proposal is based on the principle that Brazil
intends to pay its external debt while at the same time it takes into
account the country’s severe fiscal constraints. Therefore, the
government argues that its ability to pay would be determined every year
as a residual, by the public sector surplus to be generated. The thrust
of the proposal is the transformation of the outstanding medium and long
term external debt to commercial creditors (approximately $60 billion,
which would include fully capitalized arrears) into bonds with
maturities up to 45 years. Maturing private sector external debt
(approximately $6 billion) would not be included in the negotiation.
Private debtors would negotiate their external liabilities directly with
foreign commercial banks, and payments abroad could be resumed as soon
as the negotiation is completed. The attachment presents the main
elements of Brazil’s proposal.

3s The commercial banks’ counter-proposal deals only with the
outstanding arrears and the forthcoming interest payments through March
31, 1991. Their proposal would require Brazil to pay one third of the
interest in arrears accruing until December 31, 1990 (about 52.4%
billion) in cash, and the remaining amount (about $4.8 billion) to be
converted into five year bearer bonds, at LIBOR plus 1% interest, to be
serviced in semi-annual payments. This proposal would also require that
Brazil make interest payments until March 31, 1991 (about $1.37 billion)
as they become due, 507 in cash and 507 to be converted into the same
type of bonds as those of the arrears. The banks are not prepared to
discuss restructuring of the outstanding stock of Brazil’s external debt
unless a satisfactory agreement on arrears is reached. It appears that



Mr. Moeen A. Qureshi - 2 - November 9, 1990

the banks’ negotiating strategy is first, to strike a deal about arrears
and future interest payments due by settlement date, then to request
waivers from the rest of the banks and at the same time start discussing
with the Brazilians the restructuring of the outstanding stock of
external debt.

4. Following the formal presentation of the banks’ proposal, the
Brazilian delegation departed for Brasilia without making any comments
on it. The delegation is expected to return to New York for more
discussions early next week. Meanwhile, the IMF has not changed its
position with regard to the Stand-by Arrangement. It will not proceed
with Board presentation until it is satisfied with the progress made on
the debt negotiations.

cc: Messrs./Mmes.: Khanna, Sandstrom (EXC), Husain (LACVP) (o/r),
Choksi (LA1DR (o/r), Kashiwaya (CFSVP),
Bock (OPNSV), Shilling (CFSFA)
LAl Management Team

SVatnick
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Attachment

MAIN ELEMENTS OF BRAZIL'S PROPOSAL TO ITS COMMERCIAL CREDITORS

Arrears to commercial banks accruing through December 31, 1990 or until a
new agreement becomes effective, would be paid with the proceeds of a bridge
financing provided by those creditors. The amount of the bridge financing would
be included in the debt to be restructured. Brazil will make interest payments of
$427 million in 1991, and $154 million in 1992 for this brigde. Should Brazil
generate additional resources from the World Bank or IDB, it would increase
interest payments by that amount. In his speech to the Advisory Committee, Mr.
Dauster mentioned that should Brazil negotiate a sectoral adjustment loan with the
Bank in 1991, the proceeds of that loan would be made available to finance the
bridge loan for the arrears.

Short Term External Debt: Trade and Interbank Lines of Credit will become

voluntary at the expiration, in March 1991, of the 1988 Trade Commitment and
Interbank Commitment Letters, provided that a satisfactory solution is found for
the funding of foreign branches and agencies of Brazilian banks abroad.

3.

4.

Menu of Options: Three options are included:

(a)

(b)

(<)

Zero Coupon Bonds: 45 year zero coupon bonds issued by the government

in bearer form without collateral or guarantee, with an implicit
interest rate of 97 per year. Redemption of the bonds will be based
on Brazil’s ability to pay (defined as contingent on the fiscal
performance) and will take place through government held quarterly
auctions at a discount. In case creditors do not make any bids or the
bids submitted do not cover the full amount allocated for redemption,
bonds to be redeemed will be selected by lottery. Contingent
enhancement would be made available for redemption of the zero coupon
bonds if (1) Brazil’s quarterly GDP grows at least at a 72 annual
equivalent rate for two succesive quarters; and (2) Brazil’s
international reserves (cash concept) exceed five times the monthly
average amount of total imports in the preceding 12 months.

Interest Reduction Bonds: 25 year, bullet maturity bond issued by the
government in bearer form without collateral or guarantee, with a
1.237 interest rate in the first year increasing to a 72 in the tenth
year, after which it remains constant.

Exit Bond: 15 year, bullet maturity bond issued by the government in
bearer form without collateral or guarantee, with a 1.237 interest
rate in the first year, increasing through the fourth year when it
becomes constant at 37 per annum.

All instruments will be eligible for use in Brazil’s Privatization Program.
The government will determine the criteria for eligibility of any of these
instruments for other types of conversions, e.g. debt for equity, debt for export,
debt for nature, to safeguard its monetary and fiscal policy.
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T0 DATE
Mr. B. Conable (E-1227) 11/09/90
| SUBJECT:
Document From: Mr. Stern
To: bbc
Dated: 11/08/90 Reference No.: EXC901109011

Topic: Note -- re loans to Brazil.

| ACTION INSTRUCTIONS: v .| DUE DATE: |
HANDLE v fiie

v REVIEW AND RECOMMEND e : i
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AS WE DISCUSSED
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November 8, 1990

Mr. Conable

Barber -

As promised, I have spoken with Nigel Wicks. My understanding from him is
that the emerging G-7 consensus is to not oppose the loans in the Board but
to make some strong statements. David Mulford had talked to Nigel and,
apparently, my conversation with David had some effect. Efforts are now
directed at getting adequate message to the Brazilians rather than trying to
suspend the loans. However, if Brazil remains behind in their payments, we
will apply the usual rule---which is not to take the loans to the Board.

Ernest Sternwﬁ



The World Bank

Washington, D.C. 20433
US.A.

Office of the President

November 9, 1990

Mr. Conable
Sven
Re: Brazil
Ernie has another note which is attached.

The Brazilian loans are still on the agenda for Tuesday.

However, if the overdues are not cleared today, they will be pulled
out on Monday.

The Country Department informs me that the Brazilians have
told them that they have instructed the Fed in New York to make the

requisite transfers. Our Cashiers’ Department is waiting for the
confirmation.

Anupam

Attachment

Uv.t)dcdc, G:C0 pm
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November 17, 1890

Mr. Conable
Re: Brazil Loans

The reason for scheduling the Brazil loans for November
29 was the very large overdues as of the 13th -- $75 million.
There was a very high probability that loans scheduled for
the 20th would have to be postponed once again. The
Brazilians would have been badly embarrased since they were
to restart negotiations with +the commercial banks with g
revised and more conciliatory proposal. We had obtained the
agreement of the Brazilian Finance Minister to the date of
29th; she did not want the embarrasement of a second
postponement either. In fact, as of now $85,000 are overdue
by more than sixty days and the loans would have had to be
postponed.

I have been making a determined effort to resolve
the issue of recurring arrears in Brazil and took up the
matter with the Finance Minister during my recent visit. I
have been promised improvement but the Brazilian procedures
are complex and the bureancracy is not quite efficient. As the
government tries to resolve the situation, we have to be firm,
linking new loans to the clearance of overdues.

The postponement had nothing to do with my and Choksi’s
travel. There are division chiefs and others in Washington
who are fully conversant with the projects and the economic
situation in Brazil.

¢. ¢. Mr,Qureshi h2>t
Mr.E. Stern . ]
Mr. Choksi CL\W/
» ain

Shahid Hu
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| SUBJECT:

Document From: Mr. Stern
To: bbe

Dated: 11/14/90 Reference No.: EXC901114022

Topic: Note -- Brazil (postponement of Board mtg. to Nov. 29)
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HANDLE
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FOR YOUR INFORMATION
%K__XXX__ DISCUSS WITH __ BBC FOR ANY COMMENTS 11/14/90
AS WE DISCUSSED
PREPARE RESPONSE FOR SIGNATURE
FOR YOUR FILES
RETURN TO
OTHER:
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CONFIDENTIAL

November 14, 1990

WBG ARCHIVES

Mr. Conable

Barber -
Re'. Brazil

Although I dislike revisiting actions past, I cannot help but note that the
decision to postpone the Brazil loans to November 29 displays a high degree
of insensitivity to recent events in our own position.

After arguing for two weeks with various governments about the importance of
moving on the Brazil loans as scheduled, we follow up an unexpected Japanese
request for postponement with a further nine-day delay of our own. And what
are the reasons? As far as I have been able to learn, they are (a) -some
people will be out-of-town on November 20; and (b) Brazil may not have paid
its bills by November 20.

The first is, of course, no reason at all. Trips can be postponed and the
Government of Japan would presumably be the first to understand that a
conflict had arisen because of the Brazil loans. But it is inconceivable
that not a a single responsible adult dealing with Brazil would be left in
town; or that single person’s travel schedule could be changed. After all,
the discussion is not going to focus on the loans, but on the status of the
adjustment program and the debt discussions.

The second reason is plain injudicious. We have rules. If Brazil is
overdue by 60 days on November 20, we would have pulled the loans. That is
routine practice. The point is that such a delay would clearly be Brazil’s
responsibility. The current delay is our responsibility. Moreover, the
presumption that Brazil will be current by November 29 but not by

November 20 is sheer speculation. Much can go wrong in between. If they
are overdue by the 29th, a further postponement will be required--again at
our initiative. It is unlikely to create confidence--however unjustified--
that we are not stalling.

Well, why the rush? The answer should be obvious, but apparently was not.
We have been under pressure to postpone these loans. We have resisted
because we thought the approach inappropriate and dangerous. Yet, we are
not permanently immune to pressure. The Bank's offer is on the table; a
response is expected; the debt issue is politically sensitive in Brazil.



Perhaps, all will go well. Perhaps, something will go wrong. How do we
benefit, except for the maintenance of some personal travel schedules, from
a further nine-day postponement? We do not. The risk has increased--
needlessly in my view.

Having spent considerable effort on the matter, it would have been little
more than common courtesy to inform me before the Board announcement was
agreed on.

Ernest Stern

cc: Mr. Choksi
Mr. Karaosmanoglu -
Mr. Wood
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CONFIDENTIAL

November 14, 1990

Mr. Conable

Barber -

aniexd™ ARCH
WBG AR LT
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Re'. Brazil

Although I dislike revisiting actions past, I cannot help but note that the
decision to postpone the Brazil loans to November 29 displays a high degree
of insensitivity to recent events in our own position.

After arguing for two weeks with various governments about the importance of
moving on the Brazil loans as scheduled, we follow up an unexpected Japanese
request for postponement with a further nine-day delay of our own. And what
are the reasons? As far as I have been able to learn, they are (a) some
people will be out-of-town on November 20; and (b) Brazil may not have paid
its bills by November 20.

The first is, of course, no reason at all. Trips can be postponed and the
Government of Japan would presumably be the first to understand that a
conflict had arisen because of the Brazil loans. But it is inconceivable
that not a a single responsible adult dealing with Brazil would be left in
town; or that single person’s travel schedule could be changed. After all,
the discussion is not going to focus on the loans, but on the status of the
adjustment program and the debt discussions.

The second reason is plain injudicious. We have rules. If Brazil is
overdue by 60 days on November 20, we would have pulled the loans. That is
routine practice. The point is that such a delay would clearly be Brazil’s
responsibility. The current delay is our responsibility. Moreover, the
presumption that Brazil will be current by November 29 but not by

November 20 is sheer speculation. Much can go wrong in between. If they
are overdue by the 29th, a further postponement will be required--again at
our initiative. It is unlikely to create confidence--however unjustified--
that we are not stalling.

Well, why the rush? The answer should be obwvious, but apparently was not.
We have been under pressure to postpone these loans. We have resisted
because we thought the approach inappropriate and dangerous. Yet, we are
not permanently immune to pressure. The Bank’'s offer is on the table; a
response is expected; the debt issue is politically sensitive in Brazil.



Perhaps, all will go well. Perhaps, something will go wrong. How do we
benefit, except for the maintenance of some personal travel schedules, from
a further nine-day postponement? We do not. The risk has increased--

needlessly in my view.

Having spent considerable effort on the matter, it would have been little
more than common courtesy to inform me before the Board announcement was

agreed on.

Ernest Stern

cc: Mr. Choksi
Mr. Karaosmanoglu
Mr. Wood
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\ /
Mr. Conable
v Re: Brazil Loans

The reason for scheduling the Brazil loans for November
29 was the very large overdues as of the 13th -- $75 million.
There was a very high probability that loans scheduled for
the 20th would have to be postponed once again. The
Brazilians would have been badly embarrased since they were
to restart negotiations with the commercial banks with a
revised and more conciliatory proposal. We had obtained the
agreement of the Brazilian Finance Minister to the date of
29th; she did not want the embarrasement of a second
postponement either. In fact, as of now $85, 000 are overdue
by more than sixty days and the loans would have had to be
postponed.

I have been making a determined effort to resolve
the issue of recurring arrears in Brazil and took up the
matter with the Finance Minister during my recent visit. I
have been promised improvement but the Brazilian procedures
are complex and the bureancracy is not quite efficient. As the
government tries to resolve the situation, we have to be firm,
linking new loans to the clearance of overdues.

The postponement had nothing to do with my and Choksi’s
travel, There are division chiefs and others in Washington
who are fully conversant with the projects and the economic
situation in Brazil.

C.C., Mr,Qureshi h2>h
Mr.E. Stern ; ;
Mr. Choksi Ckﬂl//
ain

Shahid Hu

ey



The World Bank

Washington, D.C. 20433
US.A.

Office of the President

November 9, 1990

Mr. Conable
Sven
Re: Brazil
Ernie has another note which is attached.

The Brazilian loans are still on the agenda for Tuesday.

However, if the overdues are not cleared today, they will be pulled
out on Monday.

The Country Department informs me that the Brazilians have
told them that they have instructed the Fed in New York to make the

requisite transfers. Our Cashiers’ Department is waiting for the
confirmation.

Anupam
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November 9, 1990

Mr. Moeen A. Quereshi, SVP, Operations

[

Sri Ram Aiyer, ‘LAGV

Gobind T. Nankani g Director, LAl
31851

Brazil - Status of Negotiations with Commercial Creditors

1 As you know, Brazil resumed formal negotiations on its external
debt with its commercial creditors on October 10, 1990. The Brazilian
government submitted to the Banks’ Advisory Committee a proposal for the
renegotiation of its external debt to commercial creditors named
"Brazil’s Public Sector Debt Restructuring Plan". The commercial banks
rejected Brazil’s proposal. They claimed it did not represent a basis
for negotiations. The commercial banks sent an economic mission to
Brazil at the end of October, to assess the assumptions under which the
Brazilian Delegation presented alternative scenarios of the country’s
ability to pay in the future.

2 The Brazilian proposal is based on the principle that Brazil
intends to pay its external debt while at the same time it takes into
account the country’s severe fiscal constraints. Therefore, the
government argues that its ability to pay would be determined every year
as a residual, by the public sector surplus to be generated. The thrust
of the proposal is the transformation of the outstanding medium and long
term external debt to commercial creditors (approximately $60 billion,
which would include fully capitalized arrears) into bonds with
maturities up to 45 years. Maturing private sector external debt
(approximately $6 billion) would not be included in the negotiation.
Private debtors would negotiate their external liabilities directly with
foreign commercial banks, and payments abroad could be resumed as soon
as the negotiation is completed. The attachment presents the main
elements of Brazil'’'s proposal.

3. The commercial banks’ counter-proposal deals only with the
outstanding arrears and the forthcoming interest payments through March
31, 1991. Their proposal would require Brazil to pay one third of the
interest in arrears accruing until December 31, 1990 (about $2.4
billion) in cash, and the remaining amount (about $4.8 billion) to be
converted into five year bearer bonds, at LIBOR plus 1% interest, to be
serviced in semi-annual payments. This proposal would also require that
Brazil make interest payments until March 31, 1991 (about §1.37 billion)
as they become due, 507 in cash and 507 to be converted into the same
type of bonds as those of the arrears. The banks are not prepared to
discuss restructuring of the outstanding stock of Brazil’s external debt
unless a satisfactory agreement on arrears is reached. It appears that



Mr. Moeen A. Quereshi - 2 - November 9, 1990

the banks’ negotiating strategy is first, to strike a deal about arrears
and future interest payments due by settlement date, then to request
waivers from the rest of the banks and at the same time start discussing
with the Brazilians the restructuring of the outstanding stock of
external debt.

4. Following the formal presentation of the banks’ proposal, the
Brazilian delegation departed for Brasilia without making any comments
on it. The delegation is expected to return to New York for more
discussions early next week. Meanwhile, the IMF has not changed its
position with regard to the Stand-by Arrangement. It will not proceed
with Board presentation until it is satisfied with the progress made on
the debt negotiations.

cc: Messrs./Mmes.: Khanna, Sandstrom (EXC), Husain (LACVP) (o/r),
Choksi (LA1DR (o/r), Kashiwaya (CFSVP),
Bock (OPNSV), Shilling (CFSFA)
LAl Management Team

SVatnick



Attachment

MAIN ELEMENTS OF BRAZIL'S PROPOSAL TO ITS COMMERCIAL CREDITORS

L Arrears to commercial banks accruing through December 31, 1990 or until a
new agreement becomes effective, would be paid with the proceeds of a bridge
financing provided by those creditors. The amount of the bridge financing would
be included in the debt to be restructured. Brazil will make interest payments of
$427 million in 1991, and $154 million in 1992 for this brigde. Should Brazil
generate additional resources from the World Bank or IDB, it would increase
interest payments by that amount. In his speech to the Advisory Committee, Mr.
Dauster mentioned that should Brazil negotiate a sectoral adjustment loan with the
Bank in 1991, the proceeds of that loan would be made available to finance the
bridge loan for the arrears.

25 Short Term External Debt: Trade and Interbank Lines of Credit will become
voluntary at the expiration, in March 1991, of the 1988 Trade Commitment and
Interbank Commitment Letters, provided that a satisfactory solution is found for
the funding of foreign branches and agencies of Brazilian banks abroad.

< Menu of Options: Three options are included:

(a) Zero Coupon Bonds: 45 year zero coupon bonds issued by the government
in bearer form without collateral or guarantee, with an implicit
interest rate of 97 per year. Redemption of the bonds will be based
on Brazil’s ability to pay (defined as contingent on the fiscal
performance) and will take place through government held quarterly
auctions at a discount. In case creditors do not make any bids or the
bids submitted do not cover the full amount allocated for redemption,
bonds to be redeemed will be selected by lottery. Contingent
enhancement would be made available for redemption of the zero coupon
bonds if (1) Brazil’s quarterly GDP grows at least at a 7% annual
equivalent rate for two succesive quarters; and (2) Brazil’s
international reserves (cash concept) exceed five times the monthly
average amount of total imports in the preceding 12 months.

(b) Interest Reduction Bonds: 25 year, bullet maturity bond issued by the
government in bearer form without collateral or guarantee, with a
1.237 interest rate in the first year increasing to a 77 in the tenth
year, after which it remains constant.

(c) Exit Bond: 15 year, bullet maturity bond issued by the government in
bearer form without collateral or guarantee, with a 1.237 interest
rate in the first year, increasing through the fourth year when it
becomes constant at 37 per annum.

4. All instruments will be eligible for use in Brazil’s Privatization Program.
The government will determine the criteria for eligibility of any of these
instruments for other types of conversions, e.g. debt for equity, debt for export,
debt for nature, to safeguard its monetary and fiscal policy.
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November 8, 1990

Mr. Conable

Barber -

As promised, I have spoken with Nigel Wicks. My understanding from him is
that the emerging G-7 consensus is to not oppose the loans in the Board but
to make some strong statements. David Mulford had talked to Nigel and,
apparently, my conversation with David had some effect. Efforts are now
directed at getting adequate message to the Brazilians rather than trying to
suspend the loans. However, if Brazil remains behind in their payments, we
will apply the usual rule---which is not to take the loans to the Board.

Ernest Sternwﬂ
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OFFICE MEMORANDUM
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TO: OLIVIER LAFOURCADE ( OLIVIER LAFOURCADE aA1aPARIS )
FROM: Anupam Khanna, EXC ( ANUPAM KHANNA&A1aVAX12 )
EXT.: 81140

SUBJECT: Brazil Loans

The following is a transcript of a STRICTLY CONFIDENTIAL
memo to Mr. Conable from Mr. Stern dated November 3, 1990.
Quote:

As I reported to you, Mr. Mulford called Mr. Wapenhans on
Wednesday, October 31, and asked about the two loans to Brazil
which are scheduled for Board discussion on November 13. He
indicated that the US would not want these loans to be considered
on that date and asked us to delay issuance of documents if they
had not been issued and/or otherwise withdraw the loans from the
agenda. The reason for the US concern is Brazil's apparent lack
of seriousness in its negotiations with the commercial banks. He
did not want our lending to be a signal that we would continue to
lend into arrears when there is an unwillingness to have good
faith negotiations.

After I discussed this with you by phone on Thursday,
November 1, I spoke with Mr. Mulford. I described the two loans
at issue and our general position vis-a-vis Brazil along the
lines of the attached note. I argued that to delay these routine
projects at this time could only serve to inflame Brazilian
pelitical attitudes on debt. Given the fact that they paid us
$750 million net last year, a fact they have been very conscious
of, there was a high probability that they would suspend payments
to the Bank if the loans were delayed. Not only would the
resulting arrears complicate the debt negotiations immensely, but
since they would mount rapidly, it would complicate any financial
work-out program. If Brazil reached non-accrual status, this
would require $1 billion of provisioning per year, plus loss of
$650 million in interest income. This is roughly twice our
projected total net income. Management could not take
administrative action which could have such consequences. If
shareholders felt that, contrary to our advice, these routine
operations should not be approved, then this should be on the
basis of a full discussion of the likely consequences, since it
involves substantial risks to shareholders' capital.

I do not believe that Mr. Mulford had had all of the
potential ramifications spelled out for him, and at the end of
the conversation, he seemed to accept that management would not



withdraw the loans from the Board agenda. We also agreed to
inform the Brazilian authorities of their concern. Mr. Mulford
called in the Brazilian Ambassador on Thursday, October 31. I
discussed the matter with Mr. Malan, who already knew about it
because the US had made a similar approach to the IDB.

In the IDB, a loan which parallels our loan for Private
Sector financing, was scheduled for Friday, November 2. However,
in the IDB, the US Executive Director has the possibility of
deferring loan for up to two months. This has been done and so
the IDB will await the outcome of discussions in the Bank.

I subsequently spoke with Mr. Husain in Brazil to inform
him of these developments and also to make sure that the
Brazilian authorities understood the importance we attach to the
speedy initiation of good faith negotiations. However, Mr.
Husain had already completed his meetings with the authorities
and had already made those points.

Mr. Mulford had also indicated that he might seek G-7
support, since the G-7 Ministers had made an official statement
on the subject during the Annual Meetings.

There were no further developments until late Friday
afternoon when Mr. Coady called a G-7 meeting at short notice.
From what I have learned, it appears that Japan strongly
supported the US position; the UK leaned in that direction, and
three continental Europeans, plus Canada, thought the approach
was undesirable. They agreed to consult their capitals over the
weekend. A G-7 Deputies meeting had been scheduled previously
for Monday, November 5. Undoubtedly, the matter will be raised
there.

I had spoken to a few of the G-7 EDs before any G-7 meeting
of EDs had been called to convey to them the magnitude of the
potential consequences and to give them our assessment that the
possibility of adverse Brazilian reaction was very high.

In talking to the UK Executive Director, it turned out that
the UK Treasury had already, on its own initiative, raised the
issue with Mr. Peretz. They had not yet decided what to do, if
anything, but were distressed by the Brazilian negotiating
position. I discussed the likely consequences, left a copy of
the attached note, and urged great caution while emphasizing that
the approximate $100 million of disbursement in the first year
could not possibly undermine the debt negotiations. As it turned
out, this may have helped to keep the UK position undecided when
the G-7 EDs met.

Whatever happens at the G-7 Deputies Meeting, we should
stand firm in our refusal to withdraw the loans. In view of the
risk, the management cannot take the responsibility for such
potentially damaging consequences to the Bank. The Board is the
only proper forum for this, so that responsibility will be clear



if our prognosis proves correct.
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Loans to Brazil - Some Relevant Facts
1. Two loans are scheduled for discussion on November 13:

Private Sector Finance - $300 million
Science Research & Training - $150 million

2 The Science Research Loan is expected to disburse over 6
years, with about $110 million disbursed by end FY93.

3. The Private Sector Finance Loan is expected to disburse
over 4 years, with 50% expected to be disbursed by the end of
FY92. Once $150 million has been committed to sub-loans, a
review of performance is required before the balance can be
committed.

b, The Bank's outstanding portfolio to Brazil at the end of
FY90 is $8.1 billion, representing 9.22% of total outstanding and
disbursed loans.

B Commitments to Brazil in FY90 were $1.6 billion. Gross
disbursements were $968 million. Repayment of principal amounted
to $1,045 million and interest payments to $647 million.

6. As of September 30, 1990, Brazil had payments overdue of
more than 30 days of $190 million. Should Brazil go into
protracted arrears to the Bank, provisioning policy would require
a 1% provision per month of the affected portfolio, or about $80
million---about $1 billion on an annual basis. In addition,
there would be an annual loss of income of about $630 million.

Unquote.

THE FOLLOWING IS A FURTHER UPDATE FROM MR. STERN DATED NOVEMBER
6, 1990. HE ALSO PLANS TO CALL MR. CONABLE FROM LONDON ON
WEDNESDAY, NOVEMBER 7.

Quote:

1 As expected, the G-7 Deputies discussed Brazil at their
meeting in Rome. The US position was strongly supported by Japan
and, surprisingly, by France. Demurrals came from the UK and
Germany, with Canada also insisting for more time for
consideration; Italy seems undecided. (This represents a
different view from what the UK Treasure view had been; perhaps,
our interactions paid off or merely wiser heads prevailed). It
was left that further consultation would take place in the course



of this week to see if a consensus could be forged. (It is not
clear whether the objective is a further demarche to Management
or a common front in the Board.)

2. I had a long conversation with Mr. Shiratori who expressed
very strong views about the non-responsiveness of the Brazilians
and had no doubt that this should be met by a much stronger
reaction from the World Bank. He strongly supported the proposed
US approach and could not understand why we could not accommodate
the G-7 by taking the initiative in withdrawing the loans. In
the course of the conversation, he also expressed doubts about
Bank management's sincerity in trying to get the debt problem
resolved and criticized a recent press report commenting on our
future lending program in Brazil.

3. I explained to Mr. Shiratori that the Bank's management has
a very strong and long record of trying to facilitate serious
debt negotiations, and any questions about our position was
surely unfounded. I explicitly drew his attention to the fact
that the Bank had been, for some years now, in a very sensitive
relationship with Brazil. We have had to cut back our lending
program because of absence of satisfactory economic management;
we have had to go through a major restructuring of our support
for the power sector; and we have had to weather difficult
problems relating to the environment. All this during a period
when Brazil made substantial net payments to the Bank and our
exposure was shrinking. In the context of this set of
relationship, we deserved his support rather than his criticism
as we tried to stay on a very fine course. Discussions of our
intended project pipeline should be seen in that context.

b, I then drew his attention to the financial consequences of
payment suspension by Brazil to the World Bank along the lines of
the note you have seen. I told him that if overdues evolved into
a non-accrual position, the Bank will be very seriously affected
in the market, and there would be a real risk--if the problem is
not resolved quickly--to our triple A rating. I pointed out that
it is for that reason that Management could not take the
initiative to withdraw the loans from the Board. The financial
consequences are so large that it would be fiduciarily
irresponsible if we took the action based on an informal request.
The proper way to handle such an issue is for the shareholders to
discuss this explicitly in the Board.

5. At the end of an hour, Mr. Shiratori acknowledged that
these arguments put his original view on a somewhat different
perspective and that he would, despite his earlier
recommendations, re-open discussion on the issue with Tokyo.

6. I also spoke with the MD, who things that any additional
pressure on Brazil is unnecessary at this stage; that the US
Treasury should be patient and see what the Brazilians bring to
the table; and that the risks involved in the Mulford strategy
are out of proportion to the possible benefits. He promised to



call Mr. Trichet and to convey his views to his G-7 EDs. He is
also scheduled to see Mr. Brady some time next week and will take
the same line if the issue is raised.

T The MD and I agreed that I might follow-up with Mr. Trichet
if this proves desirable, and I will do so either from Washington
or from London. However, should you see Mr. Trichet while in
Paris, you should take the opportunity to discuss this matter
with him--BUT ONLY IN PRIVATE. You should not raise it with any
Minister or anyone else in the French Treasury.

8. I also spoke with Mr. Landau. In view of Mr. Trichet's
position, he did not know yet what kind of instruction he would
get. I asked him to convey my views to Jean-Claude immediately
that the proposed approach has a high probability of creating a
major disaster for the World Bank. I gave him a copy of the note
on Brazil. I also urged him to talk to the MD.

9. I have also been in touch with a few others in the US
Government to make sure that everyone understands the financial
risk of the proposed approach compared to the marginal impace it
would have on the Brazilian strategy.

10. A Brazilian negotiating team is arriving in New York today
for discussions on Wednesday and Thursday. The agenda only calls
for a discussion of the report of the Economic Sub-Committee of
the commercial banks' Advisory Committtee and a counter-proposal
by the banks to the previous Brazilian suggestions. Actually the
counter-proposal is very creative, particularly given the extreme
nature of the original Brazilian suggestions. I hope that the
attitude being created by the Treasury initiative will not
prevent the banks from making the proposal to which agreement was
obtained only with great difficulty. Despite the limited agenda,
this meeting will nonetheless be an opportunity for Brazil to
change the atmosphere of skepticism and distrust about the
seriousness of their negotiating objectives. The results of the
meeting will no doubt be an important factor in the kind of
pressure we can expect between now and the 13th. Unquote
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SUBJECT: Brazil Loans

The following is a transcript of a STRICTLY CONFIDENTIAL
memo to Mr. Conable from Mr. Stern dated November 3, 1990.
Quote:

As I reported to you, Mr. Mulford called Mr. Wapenhans on
Wednesday, October 31, and asked about the two loans to Brazil
which are scheduled for Board discussion on November 13. He
indicated that the US would not want these loans to be considered
on that date and asked us to delay issuance of documents if they
had not been issued and/or otherwise withdraw the loans from the
agenda. The reason for the US concern is Brazil's apparent lack
of seriousness in its negotiations with the commercial banks. He
did not want our lending to be a signal that we would continue to
lend into arrears when there is an unwillingness to have good
faith negotiations.

After I discussed this with you by phone on Thursday,
November 1, I spoke with Mr. Mulford. I described the two loans
at issue and our general position vis-a-vis Brazil along the
lines of the attached note. I argued that to delay these routine
projects at this time could only serve to inflame Brazilian
political attitudes on debt. Given the fact that they paid us
$750 million net last year, a fact they have been very conscious
of, there was a high probability that they would suspend payments
to the Bank if the loans were delayed. Not only would the
resulting arrears complicate the debt negotiations immensely, but
since they would mount rapidly, it would complicate any financial
work-out program. If Brazil reached non-accrual status, this
would require $1 billion of provisioning per year, plus loss of
$650 million in interest income. This is roughly twice our
projected total net income. Management could not take
administrative action which could have such consequences. If
shareholders felt that, contrary to our advice, these routine
operations should not be approved, then this should be on the
basis of a full discussion of the likely consequences, since it
involves substantial risks to shareholders' capital.

I do not believe that Mr. Mulford had had all of the
potential ramifications spelled out for him, and at the end of
the conversation, he seemed to accept that management would not



withdraw the loans from the Board agenda. We also agreed to
inform the Brazilian authorities of their concern. Mr. Mulford
called in the Brazilian Ambassador on Thursday, October 31. I
discussed the matter with Mr. Malan, who already knew about it
because the US had made a similar approach to the IDB.

In the IDB, a loan which parallels our loan for Private
Sector financing, was scheduled for Friday, November 2. However,
in the IDB, the US Executive Director has the possibility of
deferring loan for up to two months. This has been done and so
the IDB will await the outcome of discussions in the Bank.

I subsequently spoke with Mr. Husain in Brazil to inform
him of these developments and also to make sure that the
Brazilian authorities understood the importance we attach to the
speedy initiation of good faith negotiations. However, Mr.
Husain had already completed his meetings with the authorities
and had already made those points.

Mr. Mulford had also indicated that he might seek G-7
support, since the G-7 Ministers had made an official statement
on the subject during the Annual Meetings.

There were no further developments until late Friday
afternoon when Mr. Coady called a G-7 meeting at short notice.
From what I have learned, it appears that Japan strongly
supported the US position; the UK leaned in that direction, and
three continental Europeans, plus Canada, thought the approach
was undesirable. They agreed to consult their capitals over the
weekend. A G-7 Deputies meeting had been scheduled previously
for Monday, November 5. Undoubtedly, the matter will be raised
there.

I had spoken to a few of the G-7 EDs before any G-7 meeting
of EDs had been called to convey to them the magnitude of the
potential consequences and to give them our assessment that the
possibility of adverse Brazilian reaction was very high.

In talking to the UK Executive Director, it turned out that
the UK Treasury had already, on its own initiative, raised the
issue with Mr. Peretz. They had not yet decided what to do, if
anything, but were distressed by the Brazilian negotiating
position. I discussed the likely consequences, left a copy of
the attached note, and urged great caution while emphasizing that
the approximate $100 million of disbursement in the first year
could not possibly undermine the debt negotiations. As it turned
out, this may have helped to keep the UK position undecided when
the G-7 EDs met.

Whatever happens at the G-7 Deputies Meeting, we should
stand firm in our refusal to withdraw the loans. In view of the
risk, the management cannot take the responsibility for such
potentially damaging consequences to the Bank. The Board is the
only proper forum for this, so that responsibility will be clear



if our prognosis proves correct.
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Loans to Brazil - Some Relevant Facts

1 Two loans are scheduled for discussion on November 13:

Private Sector Finance - $300 million
Science Research & Training - $150 million

2. The Science Research Loan is expected to disburse over 6
years, with about $110 million disbursed by end FY93.

3. The Private Sector Finance Loan is expected to disburse
over 4 years, with 50% expected to be disbursed by the end of
FY92. Once $150 million has been committed to sub-loans, a
review of performance is required before the balance can be
committed.

b, The Bank's outstanding portfolio to Brazil at the end of
FY90 is $8.1 billion, representing 9.22% of total outstanding and
disbursed loans.

5. Commitments to Brazil in FY90 were $1.6 billion. Gross
disbursements were $968 million. Repayment of principal amounted
to $1,045 million and interest payments to $647 million.

6. As of September 30, 1990, Brazil had payments overdue of
more than 30 days of $190 million. Should Brazil go into
protracted arrears to the Bank, provisioning policy would require
a 1% provision per month of the affected portfolio, or about $80
million---about $1 billion on an annual basis. In addition,
there would be an annual loss of income of about $630 million.

Unquote.

THE FOLLOWING IS A FURTHER UPDATE FROM MR. STERN DATED NOVEMBER
6, 1990. HE ALSO PLANS TO CALL MR. CONABLE FROM LONDON ON
WEDNESDAY, NOVEMBER 7.

Quote:

1. As expected, the G-7 Deputies discussed Brazil at their
meeting in Rome. The US position was strongly supported by Japan
and, surprisingly, by France. Demurrals came from the UK and
Germany, with Canada also insisting for more time for
consideration; Italy seems undecided. (This represents a
different view from what the UK Treasure view had been; perhaps,
our interactions paid off or merely wiser heads prevailed). It
was left that further consultation would take place in the course



of this week to see if a consensus could be forged. (It is not
clear whether the objective is a further demarche to Management
or a common front in the Board.)

2, I had a long conversation with Mr. Shiratori who expressed
very strong views about the non-responsiveness of the Brazilians
and had no doubt that this should be met by a much stronger
reaction from the World Bank. He strongly supported the proposed
US approach and could not understand why we could not accommodate
the G-7 by taking the initiative in withdrawing the loans. In
the course of the conversation, he also expressed doubts about
Bank management's sincerity in trying to get the debt problem
resolved and criticized a recent press report commenting on our
future lending program in Brazil.

3. I explained to Mr. Shiratori that the Bank's management has
a very strong and long record of trying to facilitate serious
debt negotiations, and any questions about our position was
surely unfounded. I explicitly drew his attention to the fact
that the Bank had been, for some years now, in a very sensitive
relationship with Brazil. We have had to cut back our lending
program because of absence of satisfactory economic management;
we have had to go through a major restructuring of our support
for the power sector; and we have had to weather difficult
problems relating to the environment. All this during a period
when Brazil made substantial net payments to the Bank and our
exposure was shrinking. In the context of this set of
relationship, we deserved his support rather than his criticism
as we tried to stay on a very fine course. Discussions of our
intended project pipeline should be seen in that context.

b, I then drew his attention to the financial consequences of
payment suspension by Brazil to the World Bank along the lines of
the note you have seen. I told him that if overdues evolved into
a non-accrual position, the Bank will be very seriously affected
in the market, and there would be a real risk--if the problem is
not resolved quickly--to our triple A rating. I pointed out that
it is for that reason that Management could not take the
initiative to withdraw the loans from the Board. The financial
consequences are so large that it would be fiduciarily
irresponsible if we took the action based on an informal request.
The proper way to handle such an issue is for the shareholders to
discuss this explicitly in the Board.

51 At the end of an hour, Mr. Shiratori acknowledged that
these arguments put his original view on a somewhat different
perspective and that he would, despite his earlier
recommendations, re-open discussion on the issue with Tokyo.

6. I also spoke with the MD, who things that any additional
pressure on Brazil is unnecessary at this stage; that the US
Treasury should be patient and see what the Brazilians bring to
the table; and that the risks involved in the Mulford strategy
are out of proportion to the possible benefits. He promised to



call Mr. Trichet and to convey his views to his G-7 EDs. He is
also scheduled to see Mr. Brady some time next week and will take
the same line if the issue is raised.

Ts The MD and I agreed that I might follow-up with Mr. Trichet
if this proves desirable, and I will do so either from Washington
or from London. However, should you see Mr. Trichet while in
Paris, you should take the opportunity to discuss this matter
with him--BUT ONLY IN PRIVATE. You should not raise it with any
Minister or anyone else in the French Treasury.

8. I also spoke with Mr. Landau. In view of Mr. Trichet's
position, he did not know yet what kind of instruction he would
get. I asked him to convey my views to Jean-Claude immediately
that the proposed approach has a high probability of creating a
major disaster for the World Bank. I gave him a copy of the note
on Brazil. I also urged him to talk to the MD.

9. I have also been in touch with a few others in the US
Government to make sure that everyone understands the financial
risk of the proposed approach compared to the marginal impace it
would have on the Brazilian strategy.

10. A Brazilian negotiating team is arriving in New York today
for discussions on Wednesday and Thursday. The agenda only calls
for a discussion of the report of the Economic Sub-Committee of
the commercial banks' Advisory Committtee and a counter-proposal
by the banks to the previous Brazilian suggestions. Actually the
counter-proposal is very creative, particularly given the extreme
nature of the original Brazilian suggestions. I hope that the
attitude being created by the Treasury initiative will not
prevent the banks from making the proposal to which agreement was
obtained only with great difficulty. Despite the limited agenda,
this meeting will nonetheless be an opportunity for Brazil to
change the atmosphere of skepticism and distrust about the
seriousness of their negotiating objectives. The results of the
meeting will no doubt be an important factor in the kind of
pressure we can expect between now and the 13th. Unquote
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Brazil - Further Update

1. As expected, the G-7 Deputies discussed Brazil at their meeting in Rome.
The US position was strongly supported by Japan and, surprisingly, by France.
Demurrals came from the UK and Germany, with Canada also insisting for more
time for consideration; Italy seems undecided. (This represents a different
view from what the UK Treasury view had been; perhaps, our interactions paid
off or merely wiser heads prevailed). It was left that further consultation
would take place in the course of this week to see if a consensus could be
forged. (It is not clear whether the objective is a further demarche to
Management or a common front in the Board).

2 I had a long conversation with Mr. Shiratori who expressed very strong
views about the non-responsiveness of the Brazilians and had no doubt that
this should be met by a much stronger reaction from the World Bank. He
strongly supported the proposed US approach and could not understand why we
could not accommodate the G-7 by taking the initiative in withdrawing the
loans. In the course of the conversation, he also expressed doubts about Bank
management’s sincerity in trying to get the debt problem resolved and
criticized a recent press reporct commenting on our future lending program in
Brazil. ‘

3s I explained to Mr. Shiratori that the Bank’s management has a very
strong and long record of trying to facilitate serious debt negotiations, and
any questions about our position was surely unfounded. I explicitly drew his
attention to the fact that the Bank had been, for some years now, in a very
sensitive relationship with Brazil. We have had to cut back our lending
nvogram heczugse of aheence of satisfactory econcomic managemant; we heave bad o
go through a major restructuring of our support for the power sector; and we
have had to weather difficult problems relating to the environment. All this
during a period when Brazil made substantial net payments to the Bank and our
exposure was shrinking. In the context of this set of relationship, we
deserved his support rather than his criticism as we tried to stay on a very
fine course. Discussions of our intended project pipeline should be seen in
that context.

4. I then drew his attention to the financial consequences of payment
suspension by Brazil to the World Bank along the lines of the note you have
seen. I told him that if overdues evolved into a non-accrual position, the
Bank will be very seriously affected in the market, and there would be a real
risk---if the problem is not resolved quickly---to our triple A rating. I
pointed out that it is for that reason that Management could not take the
initiative to withdraw the loans from the Board. The financial consequences
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are so large that it would be fiduciarily irresponsible if we took the action
based on an informal request. The proper way to handle such an issue is for
the shareholders to discuss this explicitly in the Board.

5. At the end of an hour, Mr. Shiratori acknowledged that these arguments
put his original view on a somewhat different perspective and that he would,
despite his earlier recommendation, re-open discussion on the issue with
Tokyo.

6. I also spoke with the MD, who thinks that any additional pressure on
Brazil is unnecessary at this stage; that the US Treasury should be patient
and see what the Brazilians bring to the table; and that the risks involved in
the Mulford strategy are out of proportion to the possible benefits. He
promised to call Mr. Trichet and to convey his views to his G-7 EDs. He is
also scheduled to see Mr. Brady some time next week and will take the same
line if the issue is raised.

7. The MD and I agreed that I might follow-up with Mr. Trichet if this
proves desirable, and I will do so either from Washington or from London.
However, should you see Mr. Trichet while in Paris, you should take the
opportunity to discuss this matter with him---but only in private. You should
not raise it with any Minister or any one else in the French Treasury.

8. I also spoke with Mr. Landau. In view of Mr. Trichet’s position, he did
not know yet what kind of instruction he would get. I asked him to convey my
views to Jean-Claude immediately that the proposed approach has a high
probability of creating a major disaster for the World Bank. I gave him a
copy of the note on Brazil. I also urged him to talk to the MD.

9 I have also been in touch with a few others in the US government to make
sure that everyone understands the financial risk of the proposed approach
compared to the marginal impact it would have on the Brazilian strategy.

10. A Brazilian negotiating team is arriving in New York today for
discussions on Wednesday and Thursday. The agenda only calls for a discussion
of the report of the Economic Sub-committee of the commercial banks’ Advisory
Committee and a counter-proposal by the banks to the previous Brazilian
suggestions. Actually, the counter-proposal is very creative, particularly
given the extreme nature of the original Brazilian suggestions. I hope that
the attitude being created by the Treasury initiative will not prevent the
banks from making the proposal to which agreement was obtained only with great
difficulty. Despite the limited agenda, this meeting will nonetheless be an
opportunity for Brazil to change the atmosphere of skepticism and distrust
about the seriousness of their negotiating objectives. The results of the
meeting will no doubt be an important factor in the kind of pressure we can
expect between now and the 13th.
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Ernest Stern

cc: Mr. Qureshi
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Status Report on Brazil Loans as of November 3, 1990
1. As reported to you, Mr. Mulford called Mr. Wapenhans on Wednesday,

October 31, and asked about the two loans to Brazil which are scheduled for
Board discussion on November 13. He indicated that the US would not want
these loans to be considered on that date and asked us to delay issuance of
documents if they had not been issued and/or otherwise withdraw the loans from
the agenda. The reason for the US concern is Brazil’s apparent lack of
seriousness in its negotiations with the commercial banks. He did not want
our lending to be a signal that we would continue to lend into arrears when
there is an unwillingness to have good faith negotiations.

2. After I discussed this with you by phone on Thursday, November 1, I
spoke with Mr. Mulford. I described the two loans at issue and our general
position vis-a-vis Brazil along the lines of the attached note. I argued that
to delay these routine projects at this time could only serve to inflame
Brazilian political attitudes on debt. Given the fact that they paid us $750
million net last year, a fact they have been very conscious of, there was a
high probability that they would suspend payments to the Bank if the loans
were delayed. Not only would the resulting arrears complicate the debt
negotiations immensely, but since they would mount rapidly, it would
complicate any financial work-out program. If Brazil reached non-accrual
status, this would require $1 billion of provisioning per year, plus loss of
$650 million in interest income. This is roughly twice our projected total
net income. Management could not take administrative action which could have
such consequences. If shareholders felt that, contrary to our advice, these
routine operations should not be approved, then this should be on the basis of
a full discussion of the likely consequences, since it involves substantial
risks to shareholders’ capital.

3. I do not believe that Mr. Mulford had had all of the potential
ramifications spelled out for him, and at the end of the conversation, he
seemed to accept that management would not withdraw the loans from the Board
agenda. We also agreed to inform the Brazilian authorities of their concern.
Mr. Mulford called in the Brazilian Ambassador on Thursday, October 31. I
discussed the matter with Mr. Malan, who already knew about it because the US
had made a similar approach to the IDB.

4. In the IDB, a loan which parallels our loan for Private Sector
financing, was scheduled for Friday, November 2. However, in the IDB, the US
Executive Director has the possibility of deferring loan for up to two months.
This has been done and so the IDB will await the outcome of discussions in the
Bank.
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S I subsequently spoke with Mr. Husain in Brazil to inform him of these
developments and also to make sure that the Brazilian authorities understood
the importance we attach to the speedy initiation of good faith negotiations.
However, Mr. Husain had already completed his meetings with the authorities
and had already made those points.

6. Mr. Mulford had also indicated that he might seek G-7 support, since the
G-7 Ministers had made an official statement on the subject during the Annual
Meetings.

7 There were no further developments until late Friday afternoon when

Mr. Coady called a G-7 meeting at short notice. From what I have learned, it
appears that Japan strongly supported the US position; the UK leaned in that
direction, and three continental Europeans, plus Canada, thought the approach
was undesirable. They agreed to consult their capitals over the weekend. A
G-7 Deputies meeting had been scheduled previously for Monday, November 5.
Undoubtedly, the matter will be raised there.

8. I had spoken to a few of the G-7 EDs before any G-7 meeting of EDs had
been called to convey to them the magnitude of the potential consequences and
to give them our assessment that the possibility of adverse Brazilian reaction
was very high.

9. In talking to the UK Executive Director, it turned out that the UK
Treasury had already, on its own initiative, raised the issue with Mr. Peretz.
They had not yet decided what to do, if anything, but were distressed by the
Brazilian negotiating position. I discussed the likely consequences, left a
copy of the attached note, and urged great caution while emphasizing that the
approximately $100 million of disbursement in the first year could not
possibly undermine the debt negotiations. As it turned out, this may have
helped to keep the UK position undecided when the G-7 EDs met.

10. Whatever happens at the G-7 Deputies Meeting, we should stand firm in
our refusal to withdraw the loans. In view of the risk, the management cannot
take the responsibility for such potentially damaging consequences to the
Bank. The Board is the only proper forum for this, so that responsibility
will be clear if our prognosis proves correct.

Ernest Stern
cc: Mr. Qureshi o/r
Mr. Husain o/r
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Loans to Brazil - Some Relevant Facts
1. Two loans are scheduled for discussion on November 13:
Private Sector Finance - $300 million
Science Research & Training - $150 million
24 The Science Research Loan is expected to disburse over 6 years, with
about $110 million disbursed by end FY93.
3. The Private Sector Finance Loan is expected to disburse over 4 years,

with 502 expected to be disbursed by the end of FY92. Once $150 million has
been committed to sub-loans, a review of performance is required before the
balance can be committed.

4. The Bank’s outstanding portfolio to Brazil at the end of FY90 is $8.1
billion, representing 9.22X of total outstanding and disbursed loans.

54 Commitments to Brazil in FY90 were $1.6 billion. Gross disbursements
were $968 million. Repayment of principal amounted to $1,045 million and
interest payments to $647 million.

6. As of September 30, 1990, Brazil had payments overdue of more than 30
days of $190 million. Should Brazil go into protracted arrears to the Bank,
provisioning policy would require a 1 provision per month of the affected
portfolio, or about $80 million---about $1 billion on an annual basis. 1In
addition, there would be an annual loss of income of about $630 million.
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October 22, 1990

Mr. Barber B. Conable

2,

Mr. Edward V.K. Jaycox, Acting Senior Vjice President, OPNiZ//
S. Shahid Husain, Vice President, LAC
39001

BRAZIL- Visit of Mr. Ibrahim Eris, President of the Brazilian Central
Bank

i 1 Mr. Ibrahim Eris, President of the Central Bank of Brazil, will be
visiting you on Wednesday, October 24, to discuss his Government’s
proposal for settling Brazilian foreign debt. Please find attached a
brief note that the Department had prepared last week on the Brazilian
Government’'s position and the response of the commercial banks.

2. You may also wish to discuss the issue of overdue payments at this
time. Brazil had improved its payments record to the Bank under the
Collor Administration. However, in recent weeks, late payments have
again been approaching and even exceeding the 60-day mark. Furthermore,
last weekend, Mr. Jorio Dauster, Brazil’s chief debt negotiator, made a
public statement that if the IMF Board did not approve the Stand-by
Agreement with Brazil soon, only the IMF would be paid, as there would
be no funds available to pay other creditors. You may wish to ask Mr.
Eris what steps are being undertaken to improve the late payments
situation and whether his Government intends to suspend payments to the
Bank if the IMF program is not approved, as stated by Mr. Dauster.

3. Also attached is a biography of Mr. Eris.

Attachments

cc: Messrs. Choksi (LA1DR), Papageorgiou (LA1CO)
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Brazil - Status of Negotiations with Commercial Creditors

1. Brazil resumed formal external debt negotiations with its
commercial creditors in New York on October 10-12. The Government
presented to the Banks’ Advisory Committee a proposal for the:
renegotiation of Brazil’s public sector external debt to commercial
banks named "Brazil’s Public Sector Debt Restructuring Plan” (attached).
The details of the proposal were announced simultaneously in Brasilia by
the Minister of the Economy in a meeting with the Ambassadors of the G-7
countries, and in New York by the Debt Negotiator and the Secretary of
Economic Policy .of the Ministry of the Economy. The commercial banks’
response to the proposal is that it does not represent a basis for

negotiations.

2. The Brazilian proposal recognizes Brazil’s intention and,
over the long term, its capacity to pay its external debt, but it it
also takes into account the fiscal constraints the country now faces.
Therefore, the Government argues, that the annual payment on debt
service would be linked to the primary surplus. The thrust of the
proposal is the transformation of the outstanding medium-and long-term
external debt to commercial banks (approximately US$60, billion, which
includes fully capitalized arrears) into bonds with maﬁprities up to 45
years. Maturing private sectof external debt (approximately US$6
billion) would not be part of the negotiations. Private debtors would
negotiate their external debt directly with foreign commercial banks,
and payments could be resumed as soon as the negotiations are completed.
The Brazilian delegation mentioned that the Government will seek
additional funds from the World Bank for the next two fiscal years.

3. The following are the main elements of Brazil's proposal:

Arrears to commercial banks accruing through December 31,
1990, or until a new agreement becomes effective, would be
paid with the proceeds of a bridge loan from the banks. The
amount of the bridge financing will be included in the debt
to be restructured. The Government intends to make interest
payments of US$427 million in 1991, and US$154 million in
1992. Should Brazil'’s primary surplus generate additional
resources, payments on interest will be increased up to US$1

billion for each of these two years.

a.

{
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b. Short Term External Debt: Trade and Interbank Lines of
r2dit will become veoluntary at the expiration, in March
1991, of the 1988 Trade Commitment and Interbank Commitment
Letters, if an agreement is reached for the funding of
foreign branches and agencies of Brazilian banks.

C. Menu of Options. Three options are included:

(1) Zero Coupon Bonds: 45 year zero coupon bonds issued by
the Government in bearer form without collateral or
guarantee, with an implicit interest rate of 97 per
year. Redemption of the bonds will be based on
Brazil’s ability to pay (linked-tg the fiscal
performance) and will take place through government
held quarterly auctions at a discount. In case
creditors do not make any bids or the bids submitted
do not cover the full amount allocated for redemption,
bonds to be redeemed will be selected by lottery.
Additional funds would be made available for
redemption for these bonds if (1) Brazil’s GDP grows
at least at a 77 annual rate for two succesive
quarters; and (2) Brazil’s international reserves
(cash concept) exceed five times the monthly average
amount of total imports in the preceding 12 months.

(ii) Interest Reduction Bonds: 25 year, bullet maturity
" bonds issued by the Government in bearer form without
collateral or guarantee, with a 1.23Z interest rate in
the first year increasing to a 77 in the tenth year,
after which it remains constant.

Exit Bonds: 15 year, bullet maturity bonds issued by
' the Government in bearer form without collateral or
guarantee, with a 1.237 interest rate in the first
year, increasing through the fourth Jear when it .

stabillzes at 3 per annum. Q

All these instruments could be used in Brazil's Privatization Program.
Their eligibility for other types of conversions, e.g., debt for equity,
debt for export, debt for nature, will be analyzed in the negotiation

process.

4, The commercial banks responded to the Brazilian debt restructing
plan with their "Principles of Negotiations" (attachment), in which,
inter alia, they state that Brazil’s proposal is unacceptable for
negotiations. . The commercial banks will be sending an economic mission
to Brazil in the next few days to assess the assumptions under which the
Brazilian Delegation presented alternative scenarios of the country’s
ability to pay in the future. The mission will then make its own
projections about Brazil’'s ability to, and extent of servicing its debt.
No dates for resumption of the negotiations have as yet been agreed.
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=S As a result of the above, the IMF has postponed indefinitely Board
~discussions of Brazil's stand-by program (about US$2.0 billion). The
new Board date will be linked to the IMF’s determination that there is
satisfactory progress in the debt negotiations. In the meantime, the
IMF management will decide on whether it will issue the Board paper.

Attachments

Selowsky (LACCE), Kashiwaya (CFSVP); Elwan (CFSPS);
Bock (OPNSV); Garcia (o/r), Vatnick (LA1CO);
Shilling (CFSFA); LAl Management Team; Debt Task

Force.

cc: Messrs./Mmes.:
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package wculd echance the value of Brazil's ccmmercial bank.debth

'_necessary for the privatization program.. : . “..;,_

‘because it dces not satzsfy the p:inc1ples set forth below.- R

Frrboapo=s [QF NegUWlALLlOTS

The Bank Adviscry Commitege welccmes Brazil's deci:ion to meet
formally tc discuss Brazil's commercial bank extersal indebtedness. .

‘The Comzittee recognizes the importance of the aubstantial .
econcmic reforms undertaken by Brazil's new demsc¢ratic adminigtratiod,
Nevertheless, the-Committee, iz its role a3 advisor to Brazil and " 7.+
representative cf the Intermational Financial Communz:y believes that ‘e
Brazil's izitial propcsal dces not represent a basis for nego:iation ’

Ultimate Objective - ‘ﬂi_ .'f?i:u.::i7ﬁ

Any future negotiation should have as its primary goal the
restoraticn of Brazil's creditworthiness and its early returz to' the

international financial markets. It is only through access to the o
‘voluntary capital mapkets That Brazil will 1chieve its investmznt et

and growth objectivas, -
Nbrmalization
'Prcmpt acticn to regularize the paymcn: of interest zoing forwa:d

and an acceptable resoluticn to the interest arrears are
prerequisices to substancive discusgicus between Brazil and the

Committee.
Any proposal which simply c:pitalize: 1ntarest ;rrears into the ‘=
stack of debt 1is nct acceptable, - b , .i' s

The Committee believes that negotza:ionn should proceed in z m&nnar
consistent with the G-7 expectation that Brazil will resclve ™its ..
arrears problems with its external creditcrs ia the ccutext ot the .

adcpticn cf a formal IMF agreement" “ars

Economic and Market Reality

C e s .t

Brazil must recognize what is viable in the marketplace._ Although
the Cocrmittee recognizes the need tc understand Brazil's economic -
situaticn, the banking community caanct accept azy finsncial plan -
whether or not derived from Brazil's "capacity to pay," wherein ‘the
financing, in its varicus forms, of Brasil's ecipomic program is mot-
shared by all of Brazil's cred*tc' groups in axn equitahle manner.-;j,

Within the framework of the above p:inczples, a m;rketable,_ :
veluatary restructuring of Brazil's external indsbtedness would include

2 menu of cpticns ‘composed of, amoug cother things, new monay acd deht 1-3
and debt service reduction with the appropriate collateral, - Such a ;

limited to, the payment of expenses and the waivers and amendmants

DFESA

The Committee locks forward to entering in.o d;sCuzszons

ghortly with the Brazilian Delegatioz on the baszs of these ptznciples.
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IBRAHIM ERIS

President of the Central Bank

Mr. Ibrahim Eris, 45 years old, was born in Turkey and is now a
naturalized Brazilian. He has been appointed President of the Central Bank of
Brazil and is one of the primary authors of President Collor’s economic plan.

Mr. Eris was a professor at Vanderbilt and Rice Universities before
he moved to Brazil in 1973 and became a professor of economics at the
University of Sao Paulo. From 1973 to 1981 he was a senior economist with the
National Economic Research Foundation (FIPE), and from 1979 to 1981 he served
as an adviser to then-Minister of Planning Antonio Delfim Netto. Mr. Eris left
the government in 1981 to work as consultant on the financial market for
various companies. He has also published numerous articles on taxes and

public finance.

Mr. Eris received a bachelor’s degree from the Middle East
University in Ankara. He holds a master’s degree and a doctorate from
Vanderbilt University.
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Country: BRAZIL *Delegation: Ms. Zelia Cardoso de MELLO, Min. of Economy
September 23 at 4:30 P.M. Mr. Ibrahim ERIS, President, Central Bank
Mr. Jorio DAUSTER, Spec. Amb., Ext. Debt Matters

BACKGROUND

- Upon taking office in March 1990, the Collor government introduced a major
stabilization program and structural reforms to attack hyperinflation and chronic
economic deficiencies. Radical monetary contraction was key--over 677 of broad
money supply, including outstanding domestic public debt, was frozen.

- Other measures included new taxes, higher public sector prices, subsidy cuts,
dismissal of 200,000 civil servants, and a privatization program.

- In June, trade and industrial policy reforms to dismantled non-tariff barriers.

- Overall very positive impact. Monthly inflation reduced from 84Z in March to 127
in July. Operational deficit should be zero in 1990 (10Z deficit in 1989).

- IMF Standby for 18 months, $2.1 billion agreed on Sept. 1l4. Conditions for Board
(October): begin negotiation with commercial banks, commit to regular payments
and start making them.

POINTS TO MAKE TO DELEGATION

1. Collor Plan. Congratulate Government for its commitment to an ambitious, far-
reaching and well-conceived economic program. Bank is impressed with evolving
macroeconomic situation which should no longer obstruct our lending program.

We welcome opportunity to assist analytically, especially in other areas, e.g.
education, health, energy, and infrastructure.

2. Invite Minister to brief you on their agreement with IMF and their debt strategy.

3. Bank Lending Pipeline has been adversely affected by COFIEX’s slow process of
priority determination and review of previously approved projects, including
those under preparation. this process must be accelerated to enable viable
lending programs for FY91 and 92.

As we demonstrated last year in other countries, the Bank will not compromise
project quality, or substitute new loans to compensate for slippages. Nor will
we substitute adjustment loans for slipped investment projects.

Also, our Board limits the elapsed time between reforms undertaken and loans made
in their support. (This is relevant for possible trade adjustment loan).

4. Human resources and Poverty: Bank has a strong commitment to these areas which
must surely be high on Brazil’s priorities. Personally would like to be involved
in these sectors. Hope COFIEX’s difficulties can be resolved.

5. Power Sector Tariffs have not been adjusted since March to account for inflation.
they are 30% below levels needed for effectiveness of an approved project and
negotiations of another power loan. Public sector tariffs are not under anti-
inflation control. Bank is still awaiting response to our queries.

6. Overdue Payments: Appreciate improvement in situation due to recent measures.
Still not on time though.

7. Environment: We await Government proposal for Bank role in pilot program for
preserving rain forests of Brazil as requested of us by G-7 at Houston.



BRAZIL
Page 2

P(,GA'Sc Do NOT QAISE THILS YOUQ_{EEE-

IF THE DELEGATION MENTIONS:

1. Adjustment Loan in support of trade policy reform
YOU SHOULD INDICATE our appreciation of the strong trade liberalization
measures taken and the importance of such a loan. It would depend on the
macroeconomic program, particularly the inflation rate (10-12%) which needs
reduction.

Shahid Husain should discuss this further when he visits in October/November.

Estimated GDP Growth: -2.0Z (1990) FY90 Commitments: $1,569m
Lending Program: $3,662m (FY91-92) Disbursements: $968m

* OTHER DELEGATION MEMBERS:
Mr. Marcos GIANNETTI DA FONSECA, National Secretary for Planning
Mr. Clodoaldo Hugueney FILHO, Director of Intl. Affairs, Ministry of Economy
Mr. Antonio KANDIR, Special Secretary for Economic Policy
Mr. Eduardo Marco MODIANO, President, National Development Bank




BRAZIL - Briefing Update for the Annual Meetings

IMF Stand-by Arrangement. After an IMF mission was in Brazil for the
month of August, the Government of Brazil and the IMF reached agreement
on a new 18-month Stand-by Arrangement for about $2.1 billion on
September 14. The IMF targets for the operational deficit are a surplus
of a 0.57 of GDP for 1990 and a balance in 1991. These figures exclude
any revenues from privatization that could amount to about 1Z of GDP.
The inflation projections that underlie the IMF targets are 52 per month
by December 1990 and 25 for the calendar year 1991. Prior to
presentation to the IMF Board (expected in the second half of October),
the Government of Brazil must: a) begin negotiations with the commercial
banks; b) commit to making regular payments to these banks; and c) start
making those payments. The amount of those payments was negotiated
directly by Mr. Camdessus and the President of the Central Bank and is
still unknown.

Key Issue likely to be raised by the Delegation

Adjustment Lending. It now appears likely that the Brazilian delegation
may request from the Bank an adjustment loan for trade policy reform.
You may wish to mention to the Brazilian delegation that we have taken
notice of the strong trade liberalization measures implemented by the
Government and that we understand the importance of such a loan for the
country. The loan would be crucially dependent on the macroeconomic
program; in particular, the rate of inflation which, at the current
level of 10-12% per month, is too high and must be reduced prior to
Board presentation of this loan. You may wish to let them know that
during Mr. Husain’s visit to Brazil in October/November to review the
economic program, further discussions on adjustment operations will be
held after which a final decision will be made.

Human Resources and Poverty. Recent decisions by COFIEX have indicated
some difficulties with project approvals in the areas of poverty and
human development. You may wish to express to the Brazilians the strong
commitment on the part of the Bank to operations directed toward human
resource development and poverty alleviation.




ANNUAL MEETING BRIEF

Name of Country: BRAZIL
Meeting With: Ms. Zelia Cardoso de Mello, Economy Minister
Mr. Ibrahim Eris, President of the Central Bank
Mr. Jorio Dauster, Special Ambassador for External Debt Matters
Mr. Marcos Giannetti da Fonseca, National Secretary of Planning
Mr. Clodoaldo Hugueney Filho, Director of Intenational Affairs,
Department of the Ministry of Economy
Mr. Antonio Kandir, Special Secretary for Economic Policy
Mr. Eduardo Marco Modiano, President of the National Development Bank

Population: 144.37 million (1988) Est. Population
GNP per capita: $2160 (1988) Growth Rate: 2.0 (1988)
Total Commitments to 6/30/90: 17,136.0 FY90: Commitments: 1,569

of which: . Disbursements: 968
Bank 17,;136.0 Amortization: 1,045
IDA 0.0
Total Undisbursed 53270
Lending Program: FY91-92 3,662.0

Average Est.

Summary Data 1985-1989 1990
GDP growth (2) 4.5 -2.0 to -3.0
Export growth (2) 0.8 2.0 Aid Group Meeting: n.a.
Import growth (2) 4.6 20.0 Last meeting: n.a.
Current Account Deficit/GDP -0.001 -0.006 IMF Stand-by:
Debt Service Ratio 67.1 45.9 Arrangement expected
Annual Inflation Rate (%) 435.7 1,150.0 in October 1990

Background: In March 1990, upon taking office, President Collor introduced a
stabilization program and structural reforms to overcome the sources of Brazil’s
hyperinflation and chronic economic deficiencies. The key to the plan was a radical
monetary contraction, freezing over 677 of the broad money supply including outstanding
public domestic debt. Other measures included new taxes, higher public sector prices,
limited private sector price and wage controls, a flexible exchange rate, cuts in
subsidies, a reduction of government bureaucracy--for instance, by firing about 200,000
civil servants-- and a privatization program. Also, in June, a trade and industrial
policy reform was introduced which would dismantle non-tariff barriers to outside
competition. Overall, the impact of the Plan has been very positive. Its continued
successful implementation could increase the likelihood of a switch from the current
base case lending program to a "high case" scenario for the Bank’s lending in Brazil. In
1990, the operational deficit should be roughly balanced, in contrast to a 10% deficit
in 1989. Monthly inflation has declined from 84% in March to around 127 in July, and may
stabilize around 57 soon. The plan led to a recession. GDP may decline by as much as 3%
in 1990 but a recovery is likely next year. The parallel market premium has dropped. The
real interest rate is still high, but lower than before the plan. The government has
taken no.position on a foreign debt repayment and is expected to await an agreement with
the IMF, which may come as early as this fall. When negotiations with the commercial
banks start, the Brazilian government will likely call on the Bank for assistance under
the Brady Plan.

Issues likely to be raised by the delegation 1Iss 2s to be raised by Bank Management
1. Increasing the size of Bank’'s transfers 1. collor Plan

2. Eligibility under Brady Plan 2. Improvement on late payments

3. Concessionary loans for social sectors 3. Importance of pipeline
4 4
5

. The Rondonia project Power tariffs
G-7 recommendations on environment



Issues likely to be raised by the Delegation

1 Increasing the Size of the Bank’s Transfers to Brazil. Negative net transfers,
beginning in 1987, have been a recurring theme on the Brazilian agenda for annual
meetings. The issue has become more pressing over the last two years. In FY89, IBRD net
disbursements to Brazil were negative for the first time in 25 years and they remained
negative in FY90. This new trend is an inevitable outcome of the long relation between
Brazil and the Bank over the last 40 years. Currently, the lending program assumes that
net transfers should remain negative for the next 4 years but decreasingly so, with
average disbursements around $1.4 billion. However, as the Bank’s lending program to
Brazil is based on a graduated response, the more policies Brazil puts into effect in
agreement with the Bank, the higher the level of our lending program could be. You may
wish to mention that in view of the degree of commitment of the Government to the March
Economic Plan and in view of its first indications of success, the current lending
projections--around $1.8 billion/year--could be increased to a high lending scenario--
$2.5 to $3 billion/year if the economic program remains on track. Under this scenario,
between FY91 and FY95, net transfers would average to zero. In this case, the lending
program could combine adjustment loans to support Brazil’s stabilization and structural
reform program, if the Brazilians so request, with investment loans to support Brazil’s
medium-term development objectives. However, for risk management reasons, the volume of
adjustment loans should not exceed 507 of investment loans in each FY.

2 The Bank’s Role in Debt Reduction. Brazil’s eligibility for support for debt and
debt service reduction depends primarily on the existence of a macroeconomic and
structural adjustment program, and on coherent debt strategy. Currently, debt strategy
remains unclear. The Minister of Economy has already made public statements on Brazil's
inability to make external payments in 1990 above $5 billion. Out of that amount, $4
billion would be for Multilaterals. Only $1 billion would be for commercial creditors,
in spite of arrears of over $6 billion. Implementation of any financing package for
Brazil that includes debt and/or debt service reduction will depend on credit
enhancement from the Bank, IMF and other sources. The specific contribution of the Bank
will be determined after Brazil has reached an agreement with its commercial creditors
and has obtained a Stand-by arrangement from the IMF. Consistent with the guidelines
approved by the Board, a total amount of up to $2 billion could be available to support
the reduction of Brazil’s public external debt with commercial banks. The specific
amounts of Bank support will depend on the sustainability of the adjustment program, the
structure of the financing package negotiated with the commercial banks, and the
expected benefit of the operation. :

B Concessionary Loans for Social Sectors. In recent meetings with the Bank,
Brazilian Officials have stated that they are reluctant to borrow on standard Bank terms
for projects in education, health and nutrition, etc., because these projects have long
payoff periods and the benefits accrue to individuals, rather than to the government or
to corporations which can be easily taxed. You may wish to remind the delegation that
the Bank'’s instruments are not tailored to different sectors of the Economy.

4. The Rondonia Project. The Brazilian delegation may wish to discuss the future of
this project. The Rondonia environmental project was approved by COFIEX a year ago. It
has been negotiated, off and on, since early January 1990. However, disputes between
the federal and the state government and within the federal government bureaucracy on
the design and desirability of the project have stalled any further progress.
Furthermore, the most likely winner for governor of the state of Rondonia in the October
elections is now campaigning against the project. All of these indicate a considerable
lack of commitment to the project by the federal and state governments. You may wish to
inform the Brazilian Delegation that even if a political compromise were to emerge
before the election and we were asked to finance the project, we would have to reassess
it thoroughly before we commit ourselves to its financing.




Issues to be raised by Bank Management

L The Collor Plan. You may wish to endorse and congratulate, once more, the
government’s commitment to its economic program. The Plan’s targets and ambitions are
far-reaching and its design is well conceived. The Department is very impressed with the
current evolution of the macroeconomic situation. If the intensity of the government’s
commitment to this program is unaltered and the early positive results are confirmed,
the macroeconomic situation should not be an obstacle to our lending program. Also, the
Bank welcomes any opportunity to contribute to the government’s thinking and to offer
our assistance in the design of policies in other areas, such as education, health,
energy and infrastructure.

2 Status of Overdue Payments. You may also wish to express our appreciation for the
improvement in the late payments situation. Although the payments are not yet received
on time, they are no longer very late as a result of the implementation of the
recommendations of a committee in the Ministry of Economy that looked into this problem.
One of the reasons for the delays was the centralization of all foreign currency
payments in the Central Bank. As of June 1, payments to the Bank are no longer
centralized and this seems to have helped. You may wish to impress upon them the
importance of the Bank receiving payment on time.

3. Importance of Pipeline. You may wish to mention that the Department’s lending
program for FY91 and beyond is being adversely affected by the Ministry’s slow process
for determining the priorities of externally financed projects. A committee, COFIEX,
reviews all projects proposed for foreign financing and must grant its approval before
any preparation can begin and before the operation can be appraised. In addition to
establishing the new administration’s priorities, COFIEX is now reviewing all loans
which it already approved under the previous government as well as those under
preparation. We welcome the government’s objective of establishing its own priorities,
but COFIEX’s process must be accelerated if we are going to have viable .lending programs
for FY91 and 92. The process remains very slow. We will do our best to maintain our
lending to Brazil, but these delays in setting priorities have already resulted in
slippages and are adding to the negative transfers problem. You may wish to mention that
the Bank will not compromise project quality by hastening the processing of operations
late in the FY to meet lending targets, nor will it substitute new loans for loans which
slip because the government has not defined its priorities on time. Similarly, the Bank
will not be prepared to substitute adjustment lending for slipped investment projects.
You may also wish to mention that, in our current view, the most likely possibilities
for adjustment lending are a trade policy loan and a privatization loan. On this matter
you may wish to clarify to the delegation that the eligibility of these loans for Board
presentation is subject to a "statute of limitations" from the time the reforms were
implemented. For instance, because of the lapsed time, we would not be able to present
to the Board an adjustment loan on trade policy in June of 1991 on the basis of reforms
implemented in the summer of 1990.

4, Power Sector Tariffs. After an initial increase of 327 on March 15 as part of the
Macroeconomic Plan, the new administration has failed to make any further adjustment in
power sector tariffs to compensate for inflation. As a result, real power tariffs have
fallen from 927 (for the month of April) to about 70%Z (for July) of the level specified
as a condition of effectiveness of the Electricity Transmission and Conservation Project
(US$385 million), approved by the Board on June 14, and as a condition of negotiation
for the Electricity Distribution and Conservation Project (US$300 million). You may wish
to remind the Brazilian delegation that we have asked the government about their plans
to correct this but have received no reply to date. The Secretary of Planning has
informed us that public sector tariffs were not being controlled as an anti-inflationary
measure. The Minister of Infrastructure announced recently that power sector tariffs
were adequate but gave no evidence to substantiate his claim. This situation puts the
future of the above loans in doubt and, in our view, the financial prospects of the
power sector as well.




5 G-7 Recommendations on Environment. In their Houston communique of July 10, 1990,
the G-7 welcomed the commitment of the new Government of Brazil to help stop the
destruction of the country’s tropical forest and to provide sustainable forest
management. They asked the World Bank to prepare, in cooperation with the European
Economic Communities and the Brazilian Government, a pilot program to preserve the rain
forests of Brazil. This program should be presented to the G-7 at their next Economic
Summit at the latest, in June of 1991. If, by the time of the Annual Meeting, we have
not received the Government’s proposal for the Bank’s role in the pilot program, you may
wish to urge the Brazilian delegation to present us with one as soon as possible, to
facilitate the implementation of the recommendations of the G-7.
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ZELIA CARDOSO DE MELLO

Minister of the Economy

Ms. Zelia Cardoso de Mello was born in Sao Paulo in 1953. She was
close economic advisor to President Collor de Mello throughout the campaign,
and is now Minister of the Economy in the new administration.

Ms. Cardoso has worked as an economic analyst and consultant since
1976 when she joined the State Company for Public Housing (CECAP). She has
since worked for the Sao Paulo Auxillary Bank, the Dummont Advisory and
Planning Agency, and the Brazilian embassy in London. She has served as a
member of the Sao Paulo Power Company Fiscal Council (1983-87) and as a
Financial Director of the Housing Development Company in Sao Paulo (1984-86).
Most recently, Ms. Cardoso has worked for the Ministry of Finance (1986-87),
under Minister Dilson Funaro, with the Secretariat for Public Sector Finance
Control in the Treasury, where she was closely involved in renegotiation of
state debts to the federal government and banking reform issues. After
leaving the federal government, Ms. Cardoso formed her own consulting firm,
ZLC, through which she advised Collor when he was governor of the state of
Alagoas.

Since 1977, Ms. Cardoso has been teaching in the economics
department of the University of Sao Paulo. She has also worked on economic
research projects with the University and various government institutions.

Ms. Cardoso holds both a bachelors’ degree and a doctorate in
economics from the University of Sao Paulo.
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IBRAHIM ERIS

President of the Central Bank

Mr. Ibrahim Eris, 45 years old, was born in Turkey and is now a
naturalized Brazilian. He has been appointed President of the Central Bank of
Brazil and is one of the primary authors of President Collor’s economic plan.

Mr. Eris was a professor at Vanderbilt and Rice Universities before
he moved to Brazil in 1973 and became a professor of economics at the
University of Sao Paulo. From 1973 to 1981 he was a senior economist with the
National Economic Research Foundation (FIPE), and from 1979 to 1981 he served
as an adviser to then-Minister of Planning Antonio Delfim Netto. Mr. Eris left
the government in 1981 to work as consultant on the financial market for
various companies. He has also published numerous articles on taxes and
public finance. ;

Mr. Eris received a bachelor’s degree from the Middle East
University in Ankara. He holds a master’s degree and a doctorate from
Vanderbilt University.
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JORIO DAUSTER MAGALHAES e SILVA

Special Ambassador for External Debt Matters

Ambassador Jorio Dauster Magalhaes e Silva was born in Rio de
Janeiro in 1937. He is now serving as the Special Ambassador for External

Debt Matters.

Ambassador Dauster began his diplomatic career in 1961. From 1965
to 1968 he served as Vice-Counsel in Montreal and from 1968 to 1972 as
Secretary in Prague. He returned to Brazil from 1972 until 1979, first as
Subsecretary for Technology Transfer in the Ministry of Industry and Commerce,
and then serving in the Basic Products division of the Ministry of External
Relations. Ambassador Dauster then went to London as Special Representative
for Brazil from 1979 to 1985, and as President of the Producers Group of the
International Coffee Organization from 1979 to 1987. In 1985 he became the
head of the London office of the Brazilian Coffee Institute and in 1987 went
to Brasilia as the President of the Brazilian Coffee Institute. He held this
position until his recent appointment as Special Ambassador under President
Collor de Mello.
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Mr. MARCOS GIANNETTI DA FONSECA

Secretary of the Secretary of Planning, Ministry of Economy

Mr. Marcos Giannetti Da Fonseca was born in S&o0 Paulo in 1948. He is
currently Secretary of the Secretary of Planning in the Ministry of Economy.

Mr. Fonseca combines an academic career with an active
participation in the management of major banks of the state of S&o Paulo. He
has been a professor at the University of S&o Paulo between 1976 and 1987. He
was visiting professor in 1978 at Washington University, Saint Louis,
Missouri. Between 1983 and 1985, he served as a board member of two states
banks for the State of S&o Paulo: the Development Bank of the State of S&o
Paulo and of the State Bank of S&o Paulo. During the same period, he was
Chairman of the Board at the "Caixa Economica" of the State of S&o Paulo.
Between 1987 and 1988, he was coordinator of the Amparo Foundation Research
Institute. Between 1988 and 1990, he was vice-president of a financial
consulting firm, SILEX.

Mr. Fonseca holds a B.A in Economics from the University of Sé&o
Paulo. In 1978, he completed a Ph.D. in Economics at Yale University.



MR. CLODOALDO HUGUENEY FILHO

Director of the Department of International Affairs, Ministry of Economy

Mr. Clodoaldo Hugueney Filho was born in the city of Rio de Janeiro
in 1943. He is currently the Director of the Department of International
Affairs in the Ministry of Economy.

Mr. Hugueney has made his career in the foreign service since 1966,
beginning as Assistant to the Adjunct General Secretary for Western European,
African and Near Eastern Affairs. Between 1969 and 1975 he served in
Santiago, as Adjunct Counsel and Commissioner, and in Washington at the OAS as
Second Secretary and Chief Negotiator. 1In 1975, Mr. Hugueney became Assistant
to the Chief of the Department of Commercial Promotion and from 1977 to 1979
he served as Advisor to the Chief of the Economics Department in the Foreign
Affairs Ministry. He was Counsel in London from 1979 to 1982. 1In 1983, he
attained the position of Minister in the diplomatic corps, ranking immediately
below ambassador. From 1988 until Collor’s inauguration, he served as
Secretary of International Affairs with the Ministry of Planning.

In addition, Mr. Hugueney has served as a member and a delegate at
numerous international organizations and meetings, including UNCTAD, CEPAL,
the OAS, the Special Commission for Restructuring the Interamerican System,
CIECC, the Tokyo and Uruguay Rounds of GATT, and several Brazilian negotiating
teams.

Mr. Hugueney holds a degree in law from the Catholic University of
Rio de Janeiro, and a Masters in Economics from the University of Chile.



ANTONIO KANDIR

Special Secretary for Economic Policy

Mr. Antonio Kandir was born in Sao Paulo in 1953. He is now Special
Secretary for Economic Policy in the Ministry of Economy.

Mr. Kandir has worked as a researcher and consultant for a number of
government institutions. From 1976 to 1978 he was researcher with the
Research Institute of the Planning Ministry (IPEA/SEPLAN), and from 1980 to
1989 he was with the Brazilian Center for Planning and Analysis (CEBRAP). He
was a consultant for the Ministry of Economy and Planning of the State of Sao
Paulo from 1983 to 1989 and for the President of State Bank of Sao Paulo
(BANESPA) from 1985 to 1986. 1In 1987 he was appointed a faculty fellow of the
Kellogg Institute of the University of Notre Dame, and he has published a book

on inflation.

Mr. Kandir received his doctorate in economics in 1988 from the
State University of Campinas, Brazil.
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EDUARDO MARCO MODIANO

President, National Bank for Economic and Social Development

Dr. Eduardo Marco Modiano was born in 1952. He is now President of
the National Bank for Economic and Social Development (BNDES).

Dr. Modiano has made his career as a professor of economics. He
began teaching in 1978 as a visiting professor at the Alfred P. Sloan School
of Management of MIT. He returned to Brazil in 1979 and began teaching at the
Catholic University of Rio de Janeiro in the economics department. Since 1984
Dr. Modiano has been an associate professor and, since 1987, he has also
served as director of the economics department.

Dr. Modiano’s publications include several books and numerous
articles, many dealing with the Brazilian economy and inflation.

Dr. Modiano holds bachelors’ degrees in engineering and economics
from the Catholic University of Rio de Janeiro and the Faculty of Sciences,
Politics and Economics in Rio. He received a masters degree in administration
and an interdepartmental doctorate from the Alfred P. Sloan School of
Management of MIT.
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1990 ANNUAL MEETING BRIEF we T P

BRAZIL

(Member since 1956)

23 E .
Date/Time: Wednesday, September_zél 1990 Place: Washington Sheraton
_12+60 Noon Hotel - Room 5045
U3p
1. Representing Brazii
Zelia Cardcso de Mello Minister of Economy
Ibrahim Eris President of Central Bank

2. Representing IFC

Messrs. Ryrie, Parmar, Kaffenberger, Santos, Alland

3. ﬁackground

(1) Country Outlook and IFC Strategy. In March 1990, upon taking
office, President Collor introduced a stabilization program
and structural reforms to overcome the sources of Brazil's
hyperinflation and chronic economic deficiencies. The key to
the Plan was a radical monetary contraction, freezing over 67%
of the broad money supply including outstanding public
domestic debt. Other measures included new taxes, higher
public sector prices, limited private sector price and wage
controls, a flexible exchange rate, cuts in subsidies, a
reduction of government bureaucracy -- for instance, by firing
about 200,000 civil servants -- and a privatization program.
In June, a trade and industrial policy reform was introduced
which dismantled non-tariff barriers to outside competition.

Overall, the impact of the Plan has been very positive. 1In
1990, the Government's operational deficit should be roughly
balanced, in contrast to a 10% deficit in 1989. Monthly
inflation has declined from 84% in March to around 12% in
July, and may stabilize around 5% soon. The Plan has however
led to a recession. GDP may decline by as much as 3% in 1990
but a recovery is 1likely next year. The parallel market
premium has dropped. The real interest rate is still high,
but lower than before the Plan. To date, the government has
taken no position on a foreign debt repayment and is expected
to await an agreement with the IMF, which may come as early as
this fall.

Given the apparent success of the Collor Plan and that IFC
remains the only significant source of new long-term foreign
funds to the Brazilian private sector, demands for IFC funding
is expected to remain strong. However, in view of the fact
that Brazil already represents 12% of IFC's held portfolio,



(ii)

(iii)

(iv)

and our largest market, annual approvals will be maintained at
the US$150-200 million level. The solid demand will permit
IFC to foecus on projects based on Brazil's comparative
advantages and backed by first rate sponsors thus
strengthening the quality of our portfolio. A second
sbjective is to broaden the scope of our activities to
concentrate mere than in the past on the facilitation of the
flow of ‘'new mwmeney” +to Brazil through the promotion of
international equity, convertibles and/or straight debt issues
by Brazilian companies, to play a significant role in the
Collor administration's privatization program and to continue
to seek advisory services contracts particularly in the area
of financial restructurings.

FY90 Results. US$115.5 million including US$25.0 million in
equity for 5 projects representing (on a $ volume basis) 7.7%
of 1IFC's FY90 approvals. (See Annex I for historical
approvals and details on portfolio.)

FY91 Pipeline. 1In view of the strong pipelines of both the
Investment Department (ID) and the Capital Market Department
(CMD), it is anticipated that FY91 approvals in Brazil will be
in the order of US$200 million. 1ID presently has a pipeline
of 20 potential projects for a total US$250 million of which
US$80 million is in equity. This total includes US$15 million
in loans for the Votorantim syndication but does not include
the Riocell syndication (US$15 million for IFC) nor the US$3
billion debt-for-equity privatization fund. (These three
projects are being undertaken jointly by ID, CMD and Corporate
Financial Services (CFS).) CMD is also working on (a) a
syndicated guarantee facility for Brazilian exporters of
capital goods and services; (b) a privatization fund using the
portfolio of BNDES, the federal development bank; (d) a
venture capital fund and (e) a facility for the securitization
of export receivables of Brazilian banks and industrial groups.

Mobilization of Funds/Loan Syndications. Although about
US$0.5 billion of the US$1.3 billion of investments committed
by IFC in Brazil over the last 25 years were syndicated loans,
there has been a dearth of Brazilian syndications since the
debt crisis. Last year, IFC arranged a US$5 million
syndication with a German commercial bank for Copene, a
petrochemical cracker and a US$5 million syndication with
French banks for the Santa Marina project (a Saint Gobain
subsidiary). Recently, IFC was approached by Votarantim S.A.,
the largest privately-held group of companies in Brazil, for
about US$125 million help for finance the group's investment
program. Given our ceiling constraints in Brazil, we are
looking into syndicating this loan. In addition, we will try




(v)

(vi)
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to syndicate US$60 million for financing the cost overrun in
Bahia Sul, a pulp and paper project, and US$100 million for
Copene's (a petrochemical cracker) investment program. This
is an anbitious program and we do not know whether we will be
successful. Our success will depend on how flexible the
Central Bank will be on interest rates and fees and whether
the banks will require enhancements, such as direct access to
export revenues of the companies (see Paragraph 4(a)). IFC
can also be helpful in attracting financing from mnational
investment institutions such as DEG, FMO. IFC recently was
instrumental in attracting from DEG DM30 million for the
Copene petrochemical project and we are currently talking to
DEG about involvement in Bahia Sul and Eucatex (a wood
products project). '

IFC assistance to Companies Wishing Access to International
Capital Markets. In addition to 1loan syndications, we are
also seeking to help Brazilian companies to mobilize funds in
international equity markets. We are currently working with
Riocell S.A. (owned by BNDESPAR and RIV Participacoes S.A.
(Klabin, Iochpe and Votarantim)) to help that company raise on
the international market US$150 million in equity for an
US$800 million expansion of a bleached pulp mill in Rio Grande |
do Sul.

Portfolio Sales. For FY91l, we anticipate that we will be
selling our shareholdings in CODEMIN (nickel mining) and
TRIUNFO (petrochemical) for an estimated capital gain of
US$10-15 million. 1In FY90, IFC sold its participations in
Volvo do Brasil (acquired in 1979) and Ciminas (acquired in
1972). The capital gain of these sales was US$18.9 million.
However it should be noted the Ciminas shares were sold to an
of f-shore entity (Holderbank) and did not, therefore,
represent a foreign outflow from Brazil. It should be clear
for Brazil that these sales are part of the normal, ongoing
process of revolving IFC's portfolio whereby our more mature
holdings are sold in order to make room for new investments.
In the case of Brazil, IFC has been adding such new
investments at a significant and increasing rate. Finally,
while such portfolio sales represent a major source of capital
gains for IFC, they provide an important demonstration effect
to other foreign investors on the attractiveness of equity
investments in Brazil.




(vii)

Advisory Services and Technical Assistance. Due to the
liquidity crisis and recession caused by the Collor Plan,
many Brazilian companies with sound underlying businesses- are
experiencing severe financial difficulties. ID/CFS have
already been approached by several companies requesting
financial restructuring advisory services. In addition in
FY91, CMD expects to provide technical assistance to the
Brazilian Securities Commission in promoting and, as needed,
in improving the regulatory framework to facilitate foreign
issues of Brazilian debt and equity securities.

4. Objectives of IFC's Meetings with the Brazilian Delegation.

(a)

Privatization. From the beginning the Collor administration
has emphasized the importance of privatization in reforming
the Brazilian economy. The Minister of Infrastructure has
announced that private investment will be welcome in several
areas that have traditionally been state monopolies such as

highways, railroads, electric power generation,
telecommunications and steel. The first nine candidates for
privatization have been identified. They are primarily in

the steel (Usiminas and Tubarao), the petrochemical (Copene
and Copesul crackers) and the fertilizer sector. Building on
our solid knowledge of the Brazilian private sector, our
close relationship with many of the large Brazilian
industrial groups, and our experience in privatization and
funds, IFC is interested in playing several roles in this
initiative. We are currently developing a US$3.0 billion
debt-for-equity fund. Secondly, we have submitted
preliminary documentation to qualify to provide advisory
services to the Government on the sell-side. We are focusing
these efforts on the sale of state steel and fertilizer
companies and are considering working on a case-by-case basis
with a local group and/or international bank. While our
expertise/knowledge 1is best in the petrochemical sector,
acting as advisor to the Government on the sale of Copene and
Copesul could pose potential conflicts of interest, since we
are shareholders and lenders to many of the likely buyers.
We are also seeking buy-side mandates, and in this regard,
have already received some expressions of interest from
Oderbrecht and TIpiranga concerning the acquisition of
petrochemical assets and from Camargo Correa on Tubarao.



(b) Greater Flexibility on Loan Pricing and Fee. Our ability to
mobilize a substantial amount of syndicated funds for Brazil
and to broaden the range of services we offer to our clients
is constrained by the lack of flexibility of the Central
Bank. With regard to margins, in January 1989, we reached an
agreement with the Central Bank concerning a schedule of
indicative margins over LIBOR for IFC loans. At that time,
it was also agreed that for projects which represented higher
risks spreads above LIBOR plus 1-1/2% would be appropriate.
In practice, however, in our day-to-day contacts with the
Central Bank, it has been clear that getting a transaction
with a margin above 1-1/2 would be extremely difficult and
entail wunreasonable delays. We believe that without more
flexibility on margins, we will not be able to mobilize the
substantial funds from the commercial banks for the Brazilian
projects in our pipeline. Oon the second item, lack of
Central Bank flexibility and timeliness in approving fees
associated with particularly complex IFC loans or advisory
services is constraining our ability to broaden the range of
activities we provide our clients.

Issues Likely to be Raised by the Brazilian Delegation

Net Flow of Funds. In the past, the Brazilian Delegation has
expressed concern about the net flow of funds between IFC and
Brazil. IFC has been a net contributor of funds to Brazil. Over the
past 10 years, the net flow of funds from IFC to Brazil has been over
$570 million, in calendar year 1989 alone the net flow to Brazil was
US$70 million.




ANNEX I

Page 1 of 5
BRAZTIL
LFC BOARD APPROVALS (FY 81-89)
(US$000°'s)
Date Approved IFC
FY 1981
Cosigua 7-15-80 3,727
Brasilpar 11-18-80 1,500
Triunfo 2-10-81 19,000
Cobrape 3-16-81 ' 8,500
Itaisa 5-26-81 10,000
PPH 6-04-81 12,000
Ciminas -6-23-81 33,500
Total 88,227
FY 1982
Caue 7-21-81 25,000
Pisa 12-31-81 31,000
Fosfatados 3-30-82 15,000
Volvo . 5-21-82 2,000
Iochpe 5-25-82 10,450
Atlas 5-27-82 10,000
CRP 6-10-82 1,000
Codepa ‘ 6-10-82 5 __6,100
Total 100,550
FY 1983
Cimag 1-25-83 30,000
Codemin 2-24-83 400
Cosigua 5-05-83 643
Sococo 3-29-83 5,500
Sctave 4-07-83 21,000
Total 57,543
FY 1984
Alquim 7-19-83 24,000
Cimetal 9-13-83 1,380
Copener 2-14-84 20,000
Quimica da Bahia 5-29-84 4,800
Pisa II 6-27-84 -
Polisul 6-28-84 2,000

Total 52,180



ANNEX T
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BRAZIL

IFC BOARD APPROVALS (FY 81-89) - 2
{US$000's)

Date Approved IFC

Cosigua 2~-05-85 3,000
Cimetal 2-26-85 1,050
Mocrro Verde 3-12-85 30,175
Nitroclor 5-30-85 __8,000

Total 42,225
FY 1986
Cimag 7-16-85 - a/
Nitriflex 7-16-85 14,000
Perdigao 12-05-85 25,000
Cosigua 12-10-85 5,120 b/
Ciminas 12-19-85 10,000
Volbras 3-20-86 2,100
Caue 4-03-86 3,950
Oxiteno 5-20-86 - c/
Pisa 6-28-86 30,900

Total 91,070
FY 1987
FCC 6-11-87 20,500
MBR 6-11-87 20,000
Perdigao 6-18-87 20,000
Triunfo 4-23-87 50
Pclisul 2-06-87 1,000
PPH 6-11-87 12,400
Spasa 4-02-87 30,000
Duratex 6-25-87 7,370
Amcel 10-09-86 14,000

Total 125,320

[
~

o
~

IFC's loan of US$20.0 million to Cimag was cancelled before the end
of the fiscal year and is thus not counted in the program.

IFC sold its Cosigua shares for US$20.3 million payable over 7
years. Only the portion of the receivable in excess of the original
cost of IFC's investment is shown here. This is equivalent to the
capital gain on IFC's sale. ‘
IFC sold i:s Oxiteno shares for US$20.0 million. Since this was a
cash transaction with the investment being removed from IFC's books,
no figure is recorded here.



BRAZIL

IFC BOARD APPROVALS (FY 81-89)

(US$000°'s)

FY 1988

Banco Itau, Unibanco
‘Banco Bozano Simonsen

Brazil-Private Placement Fund

Nitcoclor

Cebrace

Santista

PPH

CPC

Equitypar-Debt Conversion Fund
Total

FY 1989

Papel Catarinense IV
Copene

Eluma

Aracruz

Politeno

Adiboard

ANNEX

I

Page 3 of 5

Date Approved IFC
8-27-87 80,000
8-27-87 17,500

12/08/87 700
12/22/87 45,000
02/09/88 19,300
02/26/88 3,600
03/24/88 45,000
05/17/88 . _10,000

221,100
08-25-88 15,000
08-25-89 45,000
09-14-88 15,000
03-09-89 20,000
03-09-89 25,000
06-01-89 7,500
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Brazil Approvals FY90

————— Gross IFC ————- ————-— Net IFC —————-

Loan Equity Total Loan Equity Total it
Bahia Sul 40.0 15.0 55.0 40.0 15.0 55.0 1
(Pulp and Paper)
Santa Marina 20.0 5.0 25.0 15.0 5.0 20.0 2
(Fiberglass) '
Ripasa ; 20.0 5.0 ~25.0 20.0 5.0 25.0 3
(Paper)
Engepol 3.5% - 3.5 3.5 = 3.5 4
(Plastics)
Minuano 7.0% - 7.0 7.0 = 5

(Agri-business)

;
i
;
;
;
-

Total

* Quasi-equity.

5751cC/2



Obligor

Amapa Florestal e Celulose
Bahia Sul

Banco Bozano Simonsen de
Investimento S.A.

Banco Itau S.A.

Brasilpar Comercio E.
Participacoes S.A.

Brasital S.A. Para A Indu e o
Comercio

Cebrace - Companhia Brasileira
de Cristal

Cimento Caue S.A.

Ciminas - Cimento Nacional de
Minas S.A.

Companhia Alcoolquumca Nacional -
Alcoolquimica

Companhia Brasﬂeura de
Agropecuaria - Cobrape

Copene

Dende do Para S/A - Denpasa -
Agricultura, Industria E Comercio
de Oleaginosas

Duratex S.A.

Eluma

Empresa de Desenvolvimento de
Recursos Minerais "Codemin" S.A.
Equity Fund of Brazil

Fabrica Carioca de Catalisadores
Fabrica de Tecidos Tatuape
Hering do Nordeste S.A. - Malhas
Agrileasing S/A -

Arrendamento Mercantil

Mineracoes Brasileiras Reunidas S.A.

Nitroclor

Perdigao S.A. Comercio e Industrias
Petroqulmlca Triunfo S.A.

Pisa - Papel de Imprensa
Polisul Petroquimica S.A.
Politeno

PCC

PPH - Companhia Industrial de
Pohproplleno

Quimica da Bahia

S.A. Moinho Santista Industrias
Gerais

Ssantista Industria Textil
Sergipe S.A.

Sao Paulo Alpargatas S.A.
Sococo S.A.

Sotave Amazonia Quimica e
Mineral S.A.

Tecanor S.A/ Textil Catarinense
do Nordeste

Toalia S.A. Industria Texil
Unibanco - Uniao de Banco
Brasileiros S.A.

Villares Industrias de Base S.A. -
Vibasa

TOTAL

BRAZIL

FC Portfolio as of June 30, 1990

D i) E—

Typé of Business

Wood products
Pulp + paper products

Development Finance
Development Finance

Money & Capital Market

Float Glass

Cement & Construction
Cement and Construction
Material

Chemicals & Petrochemicals

Food and Food Processing
Chemicals & Petrochemicals

Palm 0il
Particle Boards
Chemicals & Petrochemicals

Mining

Capital Markets
Chemical

Textiles & Fibers
Ready-made Garments

Money and Capital Market
Mining

Chemicals & Petrochemicals
Food Processing

Chemicals & Petrochemicals
Pulp and Paper Products
Chemicals & Petrochemicals
Chemicals & Petrochemicals
Pulp and Paper Products

Chemicals & Petrochemicals
Chemicals & Petrochemicals

Textiles & Fibers
Textiles & Fibers
Textiles

Food and Food Processing
Fertilizers

Textiles & Fibers
Textiles & Fibers

Development Finance
Iron and Steel

ANNEX I

Page 5 of 5

Investments Held
by the Corporation

0r1§mal Cmmfments (including undisbursed balanc

tquity

Total Lo

IFC Syndmatlons Loans . (at Cost) and Equi
14,000 - 14,000 = 14,000
55,000 40,000 15,000 55,000
20,000 = 20,000 - 20,000
30,000 - i - 30,000

1,500 - - 1,185 1,185

100 - 100 = 100
45,000 - 40,000 5,000 45,000
25,000 20,000 10,759 3,255 14,014
71,135 134,756 13,333 5,619 13,333
24,000 - 5,147 3,719 8,866

8,500 - 4,500 3,000 7,500
45,000 5,000 45,000 - 45,000
4,500 = 122 1,000 1,122

1, 370 -~ 1,370 - 1,370
15,000 = 15, = 15,000
39,740 54,000 - 4,340 4,340
20,445 - - 16,254 16,254
20,500 - 20,500 - 20,500
16,550 23,250 a,aoc]) = 8,80(‘)
217,000 3,450 2,000 - 2,500
20,000 - 20,000 = 20,000
8,700 - 1,200 5,700 6,900
20,000 20,000 - 20,000
35,175 14,931 3,561 3,066 6,627
58.800 31,670 22,000 1,200 29,200
21,000 28,000 4,000 5,999 - 9,999
25,000 = 18,500 6, 500 25,000
13, 879 8,313 15,000 15,000
33,000 = 16,009 1,643 17,651
5,286 = 231 1,800 2,031

4,000 - 4,000 - 4,000

4,500 = 3,200 1,300 4,500
30,000 = 30,000 = 30,000

5,500 - - 2,500 2,500
41,000 = 14,200 = 14,20€
16,200 - 3 - ]

1,900 - 1,900 - 1,90C
30,000 = 30,000 % 30,00C

5,000 = 417 5 417



BRAZIL PIPELINE (FY91)

Under Appraisal/Awaiting Negotiations

Silocaf

Awaiting IPR

Oxiteno

Inga
Ipiranga/Rhodia
Bahia Sul

Tupy

Cotenor

Votorantim

Coffee Processing

Acrylic Acid

Zinc Mining & Refining
Phenol Acetone

Pulp & Paper

Foundry

Textiles

Corporate Loan

High to Medium Probability

Cooperseda
Multisilicon

GRAND TOTAL

Sericulture
Ferrosilicon

23.2
23.0

30.0

20.0
22.0
15.0

133.2

[
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ANNEX TI

New IFC ———m——mum
Equity Total _#
1.3 4.0 1
5.6 28.8 2
7.0 30.0 3
10.0 40.0 4
23.0 23.0 5
5.0 25.0 6
15.0 37.0 7
_o0 15.0 8
65.6 198.8 8
3.0 12.0 9
3.0 15.0 10

6.0 27.0
229.8 10



BRAZIL

MIGA - ANNUAL MEETINGS BRIEFS

The following issues related to MIGA, which you may wish to raise
in your meetings with delegations. In summary:

(a) Non-member countries would be encouraged to sign and/or ratify
the MIGA Convention;

(b) Some countries would be asked to complete their subscription
payments promptly; and

(c) Other countries would be asked to give favorable considerations
to facilitate MIGA operations.

IAC: Brazil and Mexico

Have not signed the Convention. MIGA staff, including myself, have
tried to persuade both countries to join MIGA on various occasions. These
countries could benefit enormously from MIGA's services -- both Guarantee
Program and Policy and Advisory Service. We understand they have a legal
difficulty but are willing to discuss with them how to overcome it,
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THE WORLD BANK

July 10, 1990

Mr. Conable

This is a good note in explaining
our current position and dialogue with
Brazil. However, I would be more
flexible in regard to para. 21, i.e. our
expectations regarding satisfactory
progress regarding debt negotiations.

We cannot allow the Banks to have a veto
on our actions.

MOEEN A. QURESHI
Senior Vice President, Operations
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1. On Wednesday, July 11 you will meet with Secretary of Planning Mr. fotee o
Marcos Fonseca and Minister Clodoaldo Hugueney, who is in charge of et
International Affairs, under Mr. Fonseca. Mr. Fonseca is one of the three B
secretaries of the Ministry of Economy. He is an economist with private CLiA
sector experience and is very well disposed towards the World Bank. Mr. ‘&¢[£;A
Hugueney is a member of Itamarati, the Diplomatic Corps of Brazil. He i
appears to have a strong nationalistic attitude and to be suspicious of ML
multilateral organizations including the World Bank. He seems to be >/
concerned with the potential infringement of national sovereignty by such /OD
organizations. The purpose of their mission is to discuss the lending

program of the World Bank to Brazil. We expect them to raise issues on

both adjustment and investment lending.
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BRAZIL - Meeting on July 11 with Secretary of Planning Mr. Marcos Fonseca lw
and Minister of International Affairs Mr. Clodoaldo Hugueney.

An Update of the "Collor Plan"

2 By July 11th, it will be almost four months since the new
administration announced its new plan. Its current status is analyzed
below under nine separate policy headings.

3. Monetary Policy. After the initial freeze and elimination of most of
the money when the Plan was introduced (March 16, 1990), the quantity of
money about doubled within two months. This has led to renewed
inflationary expectations. Since mid-May, however, and particularly
towards the end of the month, the Central Bank has introduced measures
which have granted it an effective control over monetary policy; and has
announced targets for monetary expansion which, if fulfilled, would make
monetary policy highly restrictive (e.g., a targeted increase of the money
supply of about nine percent for the second half of 1990--roughly an annual
rate of 20 percent). Partial information shows that this change in trend
has indeed been started: during the first three weeks of June, money
supply (M;) and the monetary base remained practically unchanged. If
maintained persistently, this policy--together with an appropriate fiscal
stance--should lead to a significant deceleration of inflation within a few
months.

4. The Fiscal Stance. A new budget for 1990--in effect, a budget for the
second half of the year--should be submitted to Congress very shortly; but
information about it is not yet available. Preliminary evidence suggests
that since the implementation of the Plan, a budgetary cash surplus has
been realized; but this may turn soon to become a cash deficit, for a
variety of reasons: much of the increase in government revenues has
originated from one-shot taxes; revenues are expected to decline due to




lower economic activity; and prices of public-sector goods and services,
which were increased by 407 on average on March 16th, have been maintained
at a constant nominal level since then. The latter phenomenon, in
particular, is a source of concern. The reduction of public-sector
employment, which will be noted shortly, is not expected to be large enough
in monetary terms to offset these factors. Nevertheless, the budget for
the rest of 1990, as well as for 1991, may be expected to be roughly
balanced (the operational balance may be within the range of a one percent
surplus to a two percent deficit). This compares with 10-12% deficit in
1989. If this materializes, it will represent a change in the fiscal
position of the Government of about 10 percent of GDP. This would be a
significant accomplishment. Such a budgetary stance should be consistent
with a major reduction in the inflation rate.

5. Prices. Prices did not increase at all for the first few weeks
following the implementation of the Plan. Since mid-April, however, some
inflation has reappeared, with the rate of increase of prices rising from 3
to 4 percent per month in the second half of April to 9 to 10 percent in
the second half of June. No general price controls have been introduced;
but the Government has made various announcements which may indicate a
consideration of such measure. It is possible, indeed, that some of the
acceleration of price increases may be attributed to the fears of such an
event, which leads to preemptive price hikes. Due to the rapid increase in
liquidity in May, further price increases may be seen in July. After
which, if the fiscal and monetary policies are properly implemented,
inflation should start on a downward trend.

6. Wages. Wage developments, as well as the government’s wage policy, are
now in a flux. Several measures which were designed by the administration
to ensure a minimal increase of wages have been rebuffed by Congress and by
the courts. While the adjustment of wages has apparently left average
wages on at least the real level of the day of introduction of the Plan, it
is likely that a substantial reduction of real wages had materialized
during the period of rapid acceleration of inflation prior to the
introduction of the Plan. Consequently--and combined with the renewed
inflationary expectations--labor is demanding (and, in the private sector,
to some extent has realized) large nominal wage increases. It is likely
that wages will increase in the next two to three months considerably more
than in the last two months.

7. Foreign-Trade Regime. A major trade liberalization has been
introduced. First, all prohibitions which had prevented the importation of
goods have been eliminated (the single exception is the law of
Informatics). Second, as of the end of last week, rationing of imports
through licensing and the allocation of foreign exchange has been
abolished. Thus, as of July 1, all QRs of imports have been eliminated.
Imports now face only tariffs, which will be gradually lowered and
collapsed, within four years, to a system of three low tariff levels. The
law of informatics will also be phased out within two years. The complete
removal of all QRs is a revolutionary development in the context of Brazil
and Latin America, it is an act of trade liberalization with very few
parallels in recent history, the only obvious case that compares is that of
Chile.




8. The Foreign-Exchange Rate. The foreign-exchange rate, presumably free,
is in effect determined by the Government (through the size of its net
purchase of foreign exchange in the market). This is a managed-float
exchange-rate regime. The level of the rate was around 60 cruzeiros per
dollar at the end of June. This represented a depreciation of about 17-18
percent during June, following a depreciation of some 20 percent during
May. The cumulative depreciation since the second half of March thus
exceeds significantly the rate of domestic price increases. Nevertheless,
the real exchange rate is still lower by some 20 percent than its level in
1987-88. The level of the parallel-market rate has remained practically
unchanged, during June--at about 87 to 88 cruzeiros per dollar. The
parallel-market premium has thus declined from about 70 to just over 45
percent.

9. Public Sector Employment. A large reduction of the public-sector labor
force has been announced as a target of the Plan upon its introduction. By
mid-May, a concrete level had been determined: a reduction of some one-
fifth of the labor force--360,000 employees altogether. By the second half
of June, large-scale firing had actually taken place. Around 150,000
employees have been removed from their positions. Of these, about two-
thirds--over 100,000--have actually been fired; whereas the rest are mostly
tenured employees, which have been relegated to a "pool." The Government
intended to pay the "pool" employees only a fraction of their normal
salaries, but this has been ruled unconstitutional by the Supreme Court.
The total budgetary saving of the labor-force reduction thus far is not
overwhelming --it is within the range of 1-1.5 percent of GDP; but the
implementation of this large-scale dismissal is of crucial importance for
the Plan’s credibility and for the reduction of the government’s share in
economic activity.

10. Privatization. The privatization of state enterprises is one of the
cornerstones of the Plan. The administrative machinery for implementation
of liberalization has been established, and from all indications the
Government is committed to carrying out a large-scale privatization program
within a period of several years. First in line will be enterprises in the
steel and petrochemical sectors. Part of the financing of privatization
will be made through "Certificates of Privatization"--an involuntary bond
to be bought by financial institutions, with a total value of US$7 billion.
Legislation to that effect has been passed, but the sale of the
Certificates has not yet been carried out. Longer term privatizations will
include railways, ports, and the power sectors.

11. Overall Evaluation. The Plan’s targets and ambitions are far-
reaching, and its design well conceived. Errors in implementation-
-particularly in the monetary sphere--have delayed its success.
Nevertheless, we believe that the probability of the Plan’s eventual
sustainability is high. This belief originates from the degree of
commitment of the Government--primarily President Collor--has demonstrated
with regard to all the important components of the Plan; and from the fact
that--although the evidence about this is incomplete and applies to only a
short recent period--monetary expansion has been brought under control.
What may be expected now are some months of stagflation--a reduction of
activity, possibly even severe, together with inflation in the range of 10
percent per month. Beyond that time, inflation should subside
significantly; and, probably a year from now, growth should be resumed,




oy

gathering momentum as time goes by. The issue is whether the stagflation
and, in particular, the recession will undermine support for this program.
Congressional and gubernatorial elections in October, during the period of
stagflation, may lead to a new congress opposed to the President, thus
undermining his authority.

Lending Program

12~ The Department’s lending program for FY91 and beyond is being
adversely affected by the Ministry of Economy’s slow process for
determining the priority of externally financed projects. A committee,
COFIEX, chaired by Mr. Fonseca reviews all projects proposed for foreign
official financing, and must grant its approval before project preparation
can begin, and before the operation can be appraised. In addition, in order
to establish the new administration’s priorities, COFIEX is now reviewing
all externally financed loans that are under preparation, but have not yet
been signed.

13 We agree in principle with the objectives of the Ministry of
Economy in establishing government investment priorities to combat fiscal
deficits and inflation. We have requested, however, that COFIEX handle the
review process in a speedier manner not to impede unduly Bank’s operations.
To that effect, we have asked COFIEX to establish a three-year term
pipeline of projects, so that we can work with them with little
bureaucratic interference so that we reach the stage of appraisal and
negotiations rapidly. The Ministry has agreed with this proposal; COFIEX is
now meeting once a week to establish its priorities.

14, In its meetings, COFIEX is also reviewing the technical aspects of
appraised projects, especially those which have been opposed by the old
Planning Ministry staff. As a result, there have been delays in
establishing clear guidelines and in determining priorities for project
approval. It appears that some COFIEX members voice nationalistic concerns
in these meetings toward multilateral and foreign commercial banks,
presumably because of fears that these institutions would attempt to impose
their own policy agenda on Brazil.

185 Of the nine FY91 (actual and standby) operations for $1.84 billion
that we had planned, we had appraised seven for $1.62 billion. The two
remaining loans are a recently identified privatization technical
assistance operation and a trade reform adjustment loan based on the
announced reforms. Of these nine operations only one, Hydrocarbon
Transport, has been approved unconditionally by COFIEX. We expect three
others totalling $750 million to be approved shortly; of the remaining
appraised operations, one is being held up subject to the negotiation of an
acceptable guarantee with the borrower, the State of Sao Paulo, and two
have been held up by policy issues raised by COFIEX. For the two
unappraised operations we await COFIEX's approval to proceed with their
processing.

16. 0f the loans that have been already approved by the Board two-
-Northeast Irrigation and the Itaparica Supplemental loan--have not yet
been approved by COFIEX, because of technical and budget issues. We do not
know when COFIEX will take up these loans. COFIEX has requested a
reformulation of the Highway Management Loan--which has been approved by



our Board--to eliminate the highway construction component and channel all
resources to rehabilitation. We have no objection to this and are waiting
to hear whether they wish to make this change prior or subsequent to loan
signing.

175 The preparation of most of our FY92 program was started prior to
the new COFIEX procedures and is well underway but, again, we have not
received any approvals from COFIEX, and this has substantially delayed our
work. Three appraisal missions and a number of preparation missions were
postponed in June because of lack of COFIEX approval.

18 You may wish to remind Secretary Fonseca of our request that the
COFIEX process be accelerated as much as possible, and that, while we will
do our best to maintain our lending to Brazil, delays in government’s
decision making have already resulted in slippage. You may wish to mention
to Secretary Fonseca that we will not compromise project quality by
hastening the processing of undeveloped operations late in the FY to meet
lending targets, or to substitute new loans for loans which slip because
the Government has not defined its priorities on time. Similarly, we do not
intend to substitute adjustment lending for slipped investment lending.

You may wish to emphasize that our ability to increase our lending in any
FY will depend not only on the Brazilian economic program, but also on the
procedures being established in COFIEX. At the current rate, we will lend
less to the Collor Government in FY91 than we did to the Sarney Government
in FY90 ($1.57 billion); the level could even drop to below that of FY90
(8707 million). In any event, our resources are limited; the slippage of
the June missions was unfortunate as it will be costly for us to replace
those operations in FY91. Furthermore, COFIEX must decide now on investment
priorities if the FY92 program is not to be jeopordized. You may wish to
recommend that in order to maintain smooth operations, the Government and
the Bank should agree now on a three year lending pipeline.

Adjustment Lending

19. We expect that Secretary Fonseca will formally request at least
one adjustment operation for this fiscal year. The most likely candidate
would be one for trade policy reforms. Although we strongly believe that
Brazil’s recent announcements of trade policies are extraordinary in scope
and speed of implementation, our involvement in such an operation would
depend on the fulfillment of several other conditions which have been
officially communicated to the Government. It would help if you reinforced
our messages.

20. First, we would require a fully satisfactory macro-economic
environment before we embark on formal discussions with the Government on
any adjustment loan. This would imply that there be an IMF standby program
in effect and that our own macroeconomic assessment has been completed and
indicates a satisfactory macroeconomic environment. We expect now that an
IMF mission will visit Brazil on July 15, while we plan our own assessment
mission for August 6.

21.. Second, we would expect that there would be satisfactory progress
in their negotiations with the international banking community regarding
their foreign debt.



22. Finally, we expect that we would need to have fully satisfactory
sectoral agreements. In the case of the trade adjustment loan, we do not
foresee any problems.

23, We have also explained to the Brazilians that it would be unlikely
that the Bank would handle more than two adjustment loans in any fiscal
year. Furthermore, we have informed them that the size of the total
adjustment program in Brazil in any fiscal year will not exceed one third
of the total lending program.

24, As we expect the Brazilians to present us with a formal request
for a trade adjustment loan, you may wish to inform them that we would be
prepared to start discussing trade policy issues in a preliminary and
exploratory way, for example, reviewing the effectiveness of the measures
that they have implemented on trade, while our more substantive involvement
must await our macroeconomic mission’s satisfactory evaluation of the
economy. In this way, we may avoid resurrecting past Brazilian
disappointments with the Bank for withholding adjustment operations,
notwithstanding strong sectoral agreements, because of unfavorable
macroeconomic conditions.

Status of Overdue Payments

25 We are continuing to receive payments steadily but late. The
situation seems to have improved in the last couple of weeks. Certain
borrowers seem to have problems with obtaining funds, and the problem
appears to be mainly in the Treasury which supplies the funds to the
borrowers for their repayments to the Bank.

26. As of today, payments due through May 1, 1990 have been received.
The total amount outstanding for May 15, 1990 is about US$2.7 million.
However, there remains an accumulation of late payment charges (interest on
principal amounts received late for the previous payment period) on certain
loans totalling about US$80,000 equivalent. The payment periods in
question are March 1, April 1 and 15, and May 1.

27 About six weeks ago, Minister Zelia Cardoso de Mello established a
committee in the Ministry of Economy, to look into the late payments
situation, identify reasons for delays, and ultimately make recommendations
for facilitating the payment process. Although we have now been informed
that the committee has concluded its work, we have not received any word on
the committee’s findings or recommendations.

28. One of the reasons for the delays in the payment was the
centralization of all foreign currency payments in the Central Bank of
Brazil, which went into effect June 30, 1989. This action was taken by the
Government in order to maintain their foreign reserves at desired level.

In an effort to assist in the reduction of delays, the President of the
Central Bank, Mr. Ibrahim Eris, officially announced that as of June 1,
1990, payments to the World Bank would no longer be centralized, and this
seems to have helped.



29. Concerning the accumulation of late charges, we have been informed
that Minister Clodoaldo Hugueney Filho, Director of International Affairs
in the Ministry of Economy, in a meeting last week with the Central Bank
requested that this matter be cleared up as soon as possible.

30. You may wish to emphasize the importance of making payments to the
Bank on time.

cc: Mr. S. Shahid Husain (o/r); Brazil Management Team.



Mr. MARCOS GIANNETTI DA FONSECA

Secretary of the Secretary of Planning, Ministry of Economy

Mr. Marcos Giannetti Da Fonseca was born in Sdo Paulo in 1948. He is
currently Secretary of the Secretary of Planning in the Ministry of Economy.

Mr. Fonseca combines an academic career with an active participation in
the management of major banks of the state of S&o Paulo. He has been a professor
at the University of S&o Paulo between 1976 and 1987. He was visiting professor
in 1978 at Washington University, Saint Louis, Missouri. Between 1983 and 1985,
he served as a board member of two states banks for the State of Sdo Paulo: the
Development Bank of the State of S&o Paulo and of the State Bank of S&do Paulo.
During the same period, he was Chairman of the Board at the "Caixa Economica"
of the State of S&o Paulo. Between 1987 and 1988, he was coordinator of the
Amparo Foundation Research Institute. Between 1988 and 1990, he was vice-
president of a financial consulting firm, SILEX.

Mr. Fonseca holds a B.A in Economics from the University of S&o Paulo. In
1978, he completed a Ph.D. in Economics at Yale University.



MR. CLODOALDO HUGUENEY FILHO

Director of the Department of International Affairs, Ministry of Economy

Mr. Clodoaldo Hugueney Filho was born in the city of Rio de Janeiro
in 1943. He is currently the Director of the Department of International
Affairs in the Ministry of Economy.

Mr. Hugueney has made his career in the foreign service since 1966,
beginning as Assistant to the Adjunct General Secretary for Western European,
African and Near Eastern Affairs. Between 1969 and 1975 he served in
Santiago, as Adjunct Counsel and Commissioner, and in Washington at the OAS as
Second Secretary and Chief Negotiator. In 1975, Mr. Hugueney became Assistant
to the Chief of the Department of Commercial Promotion and from 1977 to 1979
he served as Advisor to the Chief of the Economics Department in the Foreign
Affairs Ministry. He was Counsel in London from 1979 to 1982. In 1983, he
attained the position of Minister in the diplomatic corps, ranking immediately
below ambassador. From 1988 until Collor’s inauguration, he served as
Secretary of International Affairs with the Secretary of Planning.

In addition, Mr. Hugueney has served as a member and a delegate at
numerous international organizations and meetings, including UNCTAD, CEPAL,
the OAS, the Special Commission for Restructuring the Interamerican System,
CIECC, the Tokyo and Uruguay Rounds of GATT, and several Brazilian negotiating
teams.

Mr. Hugueney holds a degree in law from the Catholic University of
Rio de Janeiro, and a Masters in Economics from the University of Chile.
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DATE: October 22, 1990

TO: Mr. Barber B. Conable

THROUGH:  Mr. Edward V.K. Jaycox, Acting Senior Vjkce President, OPNisz
FROM: S. Shahid Husain, Vice President, LAC
EXTENSION: 39001

SUBJECT: BRAZIL- Visit of Mr. Ibrahim Eris, President of the Brazilian Central
Bank

il Mr. Ibrahim Eris, President of the Central Bank of Brazil, will be
visiting you on Wednesday, October 24, to discuss his Government'’s
proposal for settling Brazilian foreign debt. Please find attached a
brief note that the Department had prepared last week on the Brazilian
Government's position and the response of the commercial banks.

2. You may also wish to discuss the issue of overdue payments at this
time. Brazil had improved its payments record to the Bank under the
Collor Administration. However, in recent weeks, late payments have
again been approaching and even exceeding the 60-day mark. Furthermore,
last weekend, Mr. Jorio Dauster, Brazil’s chief debt negotiator, made a
public statement that if the IMF Board did not approve the Stand-by
Agreement with Brazil soon, only the IMF would be paid, as there would
be no funds available to pay other creditors. You may wish to ask Mr.
Eris what steps are being undertaken to improve the late payments
situation and whether his Government intends to suspend payments to the
Bank if the IMF program is not approved, as stated by Mr. Dauster.

3 Also attached is a biography of Mr. Eris.

Attachments

cc: Messrs. Choksi (LA1DR), Papageorgiou (LA1CO)
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Brazil - Status of Negotiations with Commercial Creditors

1z Brazil resumed formal external debt negotiations with its
commercial creditors in New York on October 10-12. The Government
presented to the Banks’ Advisory Committee a proposal for the:
renegotiation of Brazil’s public sector external debt to commercial
banks named "Brazil’s Public Sector Debt Restructuring Plan” (attached).
The details of the proposal were announced simultaneously in Brasilia by
the Minister of the Economy in a meeting with the Ambassadors of the G-7
countries, and in New York by the Debt Negotiator and the Secretary of
Economic Policy .of the Ministry of the Economy. The commercial banks’
response to the proposal is that it does not represent a basis for

negotiations.

2. The Brazilian proposal recognizes Brazil’s intention and,
over the long term, its capacity to pay its external debt, but it it
also takes into account the fiscal constraints the country now faces.
Therefore, the Government argues, that the annual payment on debt
service would be linked to the primary surplus. The thrust of the
proposal is the transformation of the outstanding medium-and long-term
external debt to commercial banks (approximately US$6Q billion, which
includes fully capitalized arrears) into bonds with malurities up to 45
years. Maturing private sector external debt (approximately US$6
billion) would not be part of the negotiations. Private debtors would
negotiate their extermal debt directly with foreign commercial banks,
and payments could be resumed as soon as the negotiations are completed.
The Brazilian delegation mentioned that the Government will seek
additional funds from the World Bank for the next two fiscal years.

3 The following are the main elements of Brazil’'s proposal:
a. Arrears to commercial banks accruiné through December 31, -

1990, or until a new agreement becomes effective, would be
paid with the proceeds of a bridge loan from the banks. The
amount of the bridge financing will be included in the debt
to be restructured. The Government intends to make interest
payments of US$427 million in 1991, and US$154 million in
1992. should Brazil’s primary surplus generate additional °
resources, payments on interest will be increased up to US$1
billion for each of these two years.

4
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b. Short Term Externmal Debt: Trade and Interbank Lines of
r2dit will become veluntary at the expiration, in March
1991, of the 1988 Trade Commitment and Interbank Commitment
Letters, if an agreement is reached for the funding of
foreign branches and agencies of Brazilian banks.

Cs Menu of Options. Three options are included:

(i) Zero Coupon Bonds: 45 year zero coupon bonds issued by
the Government in bearer form without collateral or
guarantee, with an implicit interest rate of 91 per
year. Redemption of the bonds will be based on
Brazil’s ability to pay (linked-tg the fiscal
performance) and will take place through government
held quarterly auctions at a discount. 1In case
creditors do not make any bids or the bids submitted
do not cover the full amount allocated for redemption,
bonds to be redeemed will be selected by lottery.
Additional funds would be made available for
redemption for these bonds if (1) Brazil’s GDP grows
at least at a 7 annual rate for two succesive
quarters; and (2) Brazil’s international reserves
(cash concept) exceed five times the monthly average
amount of total imports in the preceding 12 months.

(ii) Interest Reduction Bonds: 25 year, bullet maturity
", bonds issued by the Government in bearer form without
collateral or guarantee, with a 1.23Z interest rate in
the first year increasing to a 77 in the tenth year,
after which it remains constant. '

(iii) Exit Bonds: 15 year, bullet maturity bonds issued by
" the Government in bearer form without collateral or
guarantee, with a 1.237 interest rate in the first
year, increasing through the fourth year when it .
stabilizes at 31 per annum. h

All these instruments could be used in Brazil'’s Privatization Program.
Their eligibility for other types of coaversions, e.g., debt for equity,
debt for export, debt for nature, will be analyzed in the negotiation

process.

4. The commercial banks responded to the Brazilian debt restructing

‘plan with their "Principles of Negotiations" (attachment), in which,

inter alia, they state that Brazil’s proposal is unacceptable for
negotiations. . The commercial banks will be sending an economic mission
to Brazil in the next few days to assess the assumptions under which the
Brazilian Delegation presented alternative scenarios of the country’s
ability to pay in the future. The mission will then make its own
projections about Brazil’s ability to, and extent of servicing its debt.
No dates for resumption of the negotiations have as yet been agreed.
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5. As a result of the above, the IMF has postponed indefinitely Board
~discussions of Brazil's stand-by program (about US$2.0 billion). The
new Board date will be linked to the IMF’s determination that there is
satisfactory progress in the debt negotiations. In the meantime, the
IMF management will decide on whether it will issue the Board paper.

Attachments

Selowsky (LACCE), Kashiwaya (CFSVP); Elwan (CFSPS);
Bock (OPNSV); Garcia (o/r), Vataick (LA1CO);
Shilling (CFSFA); LAl Management Team; Debt Task

Force.

cc: Messrs./Mmes.:
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1891 in the azount of $437 millien and 4in 1992 in ths
amount of $154 millien may bs supplazentad by up o $1.0

pillien of additicnal paymsnt capacity not included in
curzsnt pr:jnctionn ©f yascurces 2ren extarmal lcurcaa.
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consilttnt with ths principle of payment enly so the
extent ©f real paymant czxpaclty, 3rasll is intsrested
in explering with its bank ccziitors eiRar optlons vhich

are consistent with this principls.

| - 4! Bzaill Zaxo Counom Bord

Dadt avallabls for axchangnx'
up to Uss 66.0 Blllieon

Tanori 4B years _

Izplislt {nterest ratas
9.0% - Y

rora! bheasarer
Qallaitaral: nene,

Redenpticon: 7The defired annual.
eapas tg o pay will ba uzed to
radaen bondg, Redenpiion will taks
gznca at Quartsrly. aveticons, 212

- thsre are ne bids erha bids |
subnittad do not utilize tha 2ull
azount avallakle for redaxpiion,
bends will bBe melactad by 1ot for

redenpticn.

Innencezant: If (i) GD® grows by 7%
or mers par Luartar for tweo
successive guartsrs and (44

14

interraticnal rasazvas (atu& concapt)

excead 5 timas the nonitly avarsga
azount of i=zportx in the prageding 412
months, such excass will ke used far
rsdemption of the Brazil 2erp coupon
benéz at the syccseding quartarly
austisn,

, 5317 ©5. 9T 130

T -



i B e

¢ &d

215

112)

éisguasicn, '

© lokarssl Redustion Jond

Axeunt ©f debs xvailable for axshanges
&% pazi wup £2.TT9760.0 billion

Tenor: 23 ysars, bullet
Irtesragt Rats: Inczesasd F3)

the 1047 ysar when 4t stablliizas
ot the lavel o2 7% p.&.

Forz! Dearser

Collatersl! neons

Exit dond - -

Azount of dedt avallahlnlzor exchangs
at part up o USY 60.QC billlen

Tanort 18 years, bullet -
Interest Yate: Inorsasing ehyoushr
the 4tX yesr when it stamilipes -
at the level of 3% Ped. ;
Torai Dbearsy .

cellsterall nans

| All instrumants will be eligibla fer uia in ths
Haticnal Frivatisation Progra=. The Brasilian |

governzant will issus specific rulss tg'dnal with othar
 pessitle tyﬁ-s es éanv-rticn (0.5, dabt=to-gquity, dabt
gor export, dest for natuze). The eligibility of dest

Lnitru:antl.!cr uss in thase prograns iy a matter !gr

= . .

LES

83:t1 @6, 9T 120




1992
1993

1993

894

4003

BRAZIIL EXIT BOND

. Intsrast Ratag

3.23%
3,308
2.75%

J3.00%

A |

3,608

Azount: Up to U,8, $40 Billien
.Tenort 15 Ysars, 3ullat

- rormi 3earer

v'd

élf oy

85:0f 85, ST 120



amaunt: Up to U.S§, §80 aillien

Tanort
rornt

BRAZIL INTZRIST RIDUCTION BOND

1991
1892
1993
1594
1998
1894

. 1997

1958
1999
2000

[ _J
-

012

Intarest: Ratas

23 Yasars, Bullet

Bsarsr

S

1,33%
1,388

2.75% .

3.58%

4,838

- B.0%N
5,008

6, 00%
6.26%
7.00%

7,008

Y

ey s © ©
.

6S:5T @6, 9T 120

Y om—



E DAIIKCLY LLUDL MAJLLLpJaLLy
280 Park Avenue, New York, New Yotk 10017

PO Boz 318, Chwfh Sceet Sad

' Nchcrk,Nech&’lOOb 3

CONTACT NAME:

COMPANY NAME: L ETR S

FAX NUMBER: A e

L 3¢M7é_fl§?¢/

SENDER: LAWRENCE J. BRAINARD
FAX# (212)850-1497

DESCRIPTION:

NUMBER OF PAGES INCLUDING COVER SHEET [71

If there are any prcblcms wnh r.hxs &z.usrmssmn, pl:asc call

AIRRENT s j )& /773 :

(212) 850-2624 OR 2656

TaS ADITOL LIACIUD LE* INISTZ : 20 as ‘st

,.c

<



—

& iy

‘becausa it dces nct satzsfy the pr‘n:1p’es set forth belcw.- o

The Bank Adviscry Cocsittee welccces Brazil's decision to meat .

forzally to discusa Brazil's commercial bank exterzal indebcadnexs. ' '5
‘The Ccozittee recognizes the impo*tanca of the nubstantixl

econczic reforzs undertaken by Brazil's new demscratic adm-n-:.ratioq. )

Nevertheless, the-CocmitZee, iz it3 role as adviser to Brazil acd "ff.fﬂ

representative cf the Interzmatioral Finaacial Commuzity believes that -

Brazil's izitial prepcsal dces not represent a basis for ne;o:i&tic"-}_vf'

N

Ultizate Objec:ive _ ;.: Figlh ?iiu-glif.

Any future negotiation ghould have s its priuary goal the

restoraticn of Brazil's creditwerthicess aand its early returs to' thg_
icternational financia] markets. It is only through access to the -
‘voluztary capital markefs That Brazil will achiave its investment °..

and growth otjectivas, s
Nor=z lization ‘ o e ’::;fi

'Prcm-t actica ts regularize the payncn: of interest 3oing forwa:d
and an acceptadble regoluticn to the interest arrears sare . .. -
prereguisictes tso substan:ive dis¢ussicas betwaen Brazil and the

Committee.

Any propcsal which simply capitalizex 1n*erest trrez:s into the "
stack of debt is nmct acceptable. . . o I - .

Tke Ccmmittee believes that negotiatien) should proceed in a minna:” -
consistent with the G-7 expectaiion that Brazil will resclve "its ..
arrears prablams with i{ts exterzal creditors in the con:ext of the .

adcpticn c. a fermal IMF agreement" '3?}

‘L e

- _ Econocmic and Market Reali:y v i
Braz'l mugt recogulze what is viable ia the marketplace. Although
economic -

the Ccomittee recognizes the need to uaderstand Brazil's
situaticn, the banking commumity caanct accept azy finsacial plan -
whether or not derived from Brazil's "capacity to pay,"” wherein the
finaneing, ia its varicus forms, of Brasil's ecgpomic program is mot-
shared by all of Brazil's ereditcr groups in a equi:able manner.is;_

.....

Witkin tke framewosk of the ;bove p:inczples, a marketable,,,__:

veluctary restrueturing of Brazil's external indesbtedness would include.

package would echance the valuz of Brazil': ccmmercial bank debt.-

'_necessa:y fer the PT rivatization program.. 5 ..,.,:.

2 menu of cpticns ‘composed cf, among cther things, new money aczd debt_. =
2nd debt service reduction with the appropriate collateral, - Such & -7k

Finally, acy t-ansactzon pust ;nclude :atisfactory rcaolu:‘gg_
of outstanding issues under the 1988 Agreements nel: ding. but zot
limited to, the payment cf expecses and the waivara : ments

The Comczittee locks forwasd to ecteriz g in.o dLSCuxszcna

shortly with the Erazilian Delegaticz= on the baszs of these prznciplea.
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IBRAHIM ERIS

President of the Central Bank

Mr. Ibrahim Eris, 45 years old, was born in Turkey and is now a
naturalized Brazilian. He has been appointed President of the Central Bank of
Brazil and is one of the primary authors of President Collor’s economic plan.

Mr. Eris was a professor at Vanderbilt and Rice Universities before
he moved to Brazil in 1973 and became a professor of economics at the
University of Sao Paulo. From 1973 to 1981 he was a senior economist with the
National Economic Research Foundation (FIPE), and from 1979 to 1981 he served
as an adviser to then-Minister of Planning Antonio Delfim Netto. Mr. Eris left
the government in 1981 to work as consultant on the financial market for
various companies. He has also published numerous articles on taxes and

public finance.

Mr. Eris received a bachelor’s degree from the Middle East
University in Ankara. He holds a master’s degree and a doctorate from
Vanderbilt University.

o

file: bios
§/4/90




THE WORLD BANK
Washington, D.C. 20433
US.A.

BARBER B. CONABLE
President

April 3, 1990

Dear Mr. President:

I have learned of your appointment as Alternate
Governor for Brazil on the Boards of Governors of The
World Bank Group. I realize this is incident to your
responsibilities in your own Government, but I hope you
will be in a position to actively participate in the
affairs of the Bank Group, as well.

The Executive Directors, Officers and Staff of
The World Bank Group believe very strongly in its
development mission and in the battle against poverty.
We look forward to working with you to make the Bank
Group even more effective during the coming years.
Congratulations on your appointment and thank you for
your willingness to take on this additional responsibi-
lity.

I look forward to meeting you in the near
future and send my best personal wishes.

Sincerely,

Mr. Ibrahim Eris

President

Banco Central do Brasil
Caixa Postal 04.0170

70074 Brasilia (DF), Brazil

cc: Mr. Wiesner

Mr .. Choksi
Mr. Santos

ETSanidad/sar
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COMFUTER MESSAGE - PLEASE DO NODOT INTERRUFT

Ly ]

IF THIS MESSAGE IS RECEIVED GAREBLEUs, FLEASE ADDRESS YOUR CLAIM TO TEL

EX MACHINE 412092 BCBR RR OU 611299 EBCEBR BR REFIDEDRI/90008878-001.

FROM ¢ BANCO CENTRAL UD BRASIL ODEORI/Z20008878-00

o
o

i ¢ INTL.EBK RECONSTRUCTION DEVELOFMENT
ATTNMR. T.T.THAHANE - SECRETARY
NEORI/GARIN-90/027 = MARCH 26, 1990

I AM FLEASED T0O INFORM YOU THAT HIS EXCELLENCY THE FRESIDENT OF THE
FEFURBLIC HAS AFPFPOINTED MS. ZELIA MARIA CARDOSO DE HELLO. MINISTER OF

ECONOMYs FINANCE AND FLANNINGs TO ACT AS GOVERNOR FOR RBRAZIL EEFORE
I'HE WORLD BAMK GROUFP AND MR. IBRAHIM ERIS, FRESIDENT OF

CENTRAL BANK 0OF BRAZILs TD ACT AS ALTERNATE GOVERNDOR FOR BRRAZIL
REFORE THE WORLD EBANK GROUF.

SINCERELY YOURSs

CARLDS ALBERTO AMORIM JR.

HEAD OF THE DEFARTMENT FOR INTERNATIONAL
MRGANIZATIONS ANS AGREEMENTS - DEORI.
BANCENTRAL

EANCENTRAL
CX0E END OF MESSAGE

=03271123

DISTRIBUTION
TO- Executive Director
=Q32709322 Country Director, Bank
Investments Director, IFC
ALT RTD FROM:ISCGF File Credential
1
NMNNN E. T. Sanidad !

FROM «  SECRETARY'S DEPARTMENT



THE WORLD BANK
Washington, D.C. 20433
US.A.

BARBER B. CONABLE

President

April 3, 1990

Dear Madam Minister:

I was pleased to meet you yesterday in Montreal and to
congratulate you personally on your appointment as Governor for Brazil on
the Board of Governors of The World Bank Group. I realize this is incident
to your responsibilities in your own Government, but I hope you will be in

a position to actively participate in the affairs of the Bank Group as
well.

The Executive Directors, Officers and Staff of The World Bank
Group believe very strongly in its development mission and in the battle
against poverty. We look forward to working with you to make the Bank
Group even more effective during the coming years, and thank you for your
willingness to take on this additional responsibility.

I hope to see you again at our Annual Meetings in September.

Best personal wishes.

Sincerely,

/id»wé-ulf(

Her Excellency

Zelia Maria Cardoso de Mello

Minister of Economy, Finance and Planning
Ministerio de Economia, Fazenda e Planejamento
Bloco P - 6 andar

70048 Brasilia (DF)

Brazil
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~SUBJECT: CONGRATULATORY MESSAGE

~DRAFTED BY: ARMEANE M. CHOKSI EXT: 31811
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391 613382 =

~PRESIDENT-ELECT MR. FERNANDO COLLOR DE MELLD

~BRASILIA. BRAZIL

IBRDERA

~GEORGE FAFADOFOULOS, RESIDENT REFRESENTATIVE

~-BRASILIA. BRAZIL

BT

WASHINGTON DC - 4-JAN-90

ADDRESSED TO PRESIDENT-ELECT MR. FERNANDO COLLOR DE MELLD. ON
BEHALF OF THE WORLI BANK. I WOULD LIKE TO CONGRATULATE YDU FOR
YOUR VICTORY IN THE ELECTIONS FOR THE PRESIDENCY OF THE REFUBLIC
OF BRAZIL. I WISH YOU EVERY SUCCESS IN THE CHALLENGING TASK YDU
FACE TO SOLVE THE ECONOMIC AND SOCIAL PROEBLEMS OF BRAZIL. THE
WORLD BANK I3 READY TO ASSIST YOU AND YDUR GOVERNMENT WITH THE
DESIGN AND IMPLEMENTATION OF POLICY REFORMS AND LENDING
OFERATIONS AIMED AT RESUMING BRAZIL'S ECONDMIC GROWTH. WITH BEST
REGARTIS: BARBER B. CONABLE. FRESIDENT. WDRLD BANK.
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WORLD BANK OTS SYSTEM
OFFICE OF THE PRESIDENT

CORRESPONDENCE DATE : 89/05/05 DUE DATE : 00/00/00
LOG NUMBER : 890505004 FROM : E. Stern
SUBJECT : BRAZIL: Follow up to this morning’s meeting (May 5).

|
OFFICE ASSIGNED TO FOR ACTION : o Mr. B. Conable (E-1227)

ACTION:
APPROVED
PLEASE HANDLE
FOR YOUR INFORMATION

L~ FOR YOUR REVIEW AND RECOMMENDA®ION

FOR THE FILES
PLEASE DISCUSS WITH
PLEASE PREPARE RESPONSE FOR SIGNATURE

[ AS WE DISCUS o A
RETURN TO /9555) M F- M’
Lf

COMMENTS :




May 5, 1989

Mr. Conable

Barber -

To follow-up on our conversation of this morning, regarding the Brazil
project. What is at stake here is very simple and does not depend on
whether the project design needs modification.

What is at stake is our whole system of policy-based lending. For many
years, we made project loans without regard to the macro-economic
framework, although we learned that the results of such projects were
less than expected, we maintained the proposition that an excessively
tight link to a satisfactory macro-economic performance, would penalize
potentially useful operations in sectors less directly impacted by
macro-economic distortions. However, at the same time, we decided that
we would insist on improvements in macro-economic performance and the
tools were policy-based lending. When we introduced sector loans, and
we recently reaffirmed, that sector policy reforms could not stand by
themselves. Quick disbursing financing in the absence of a sound macro-
economic framework is unjustified.

To make an exception to this policy, will in effect eliminate the
policy. On this point we ought to be clear. There is no discernible
difference between a quick disbursing loan for, say, education reform in
Egypt and what we are proposing to do in Brazil. Once we have
established that sector lending can be disconnected from macro-economic
performance, and that quick disbursing assistance can be provided
explicitly to offset economic mismanagement, we have made every country
eligible regardless of the performance. The consequences of this, for
our credibility in the debt strategy, in the markets, and, in the long-
term, with our borrowers is incalculable. It may make everyone feel
better for the moment, but in the longer-term we will have taken
ourselves out as an effective player.

¥

S

-

Ernest Stern



WORLD BANK OTS SYSTEM
OFFICE OF THE PRESIDENT

CORRESPONDENCE DATE : 89/05/05 DUE DATE : 00/00/00

LOG NUMBER : 890505003 FROM : Stanley Fischer
SUBJECT : Note - re Brazil’s meeting of May 5.

OFFICE ASSIGNED TO FOR ACTION : Mr. B. Conable (E-1227)

ACTION:
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PLEASE HANDLE
FOR YOUR INFORMATION
FOR YOUR REVIEW AND RECOMMENDATION
FOR THE FILES
PLEASE DISCUSS WITH
PLEASE PREPARE RESPONSE FOR SIGNATURE
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The World Bank
Washington, D.C. 20433
LLSA.

STANLEY FISCHER

Vice President Development F(‘()numBEC LASSIF‘ED

and Chief Economist

Confidential.

0CT 20 2023

May 5 1989
WBG ARCHIVES

Mr. Barber Conable.

Mr. Conable:

Reflecting on this morning's meeting, it becomes clearer
that if we let this loan go, we will be opening the door to
many more such loans in which we lend into an inadequate
macroeconomic environment.

Brazil's current very poor macroeconomic situation is bound
to worsen, because they are holding the exchange rate down to
keep inflation relatively low. The exchange rate is becoming
progressively overvalued and will have to be devalued. At
that point the inflation rate will jump. It will take a major
new stabilization effort by Brazil to straighten out. That
effort is nowhere in prospect now.

If we make this loan, we will be saying that we in fact
do not consider an adequate macroeconomic framework a
prerequisite for rapidly disbursing lending--because there
cannot be a clearer case of an inadequate macroeconomic
framework.

It cannot be in the Bank's interest to send that signal at
a time when lending for debt reduction is about to get under
way. And even leaving that aside, we should not make this
loan. :

A8~

Stanley Fischer

cc: Moeen Qureshi
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Conservation Loan. /ij? 2
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THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

DATE:

TO:

FROM:

EXTENSION:

SUBJECT:

April 20, 1989
Mr. Barber B. Conable

S. Shahid Husain, Acting Senior Vice President, Operations

A

39001

BRAZIL - Proposed Environmental Reform and Energy Conservation Loan

1 As you know, this loan has evolved from the Second Power Sector
Loan which we had been discussing with the Government for over two years.
That loan became the symbol of our relationship with Brazil which had
deteriorated significantly--since we were seen as being inflexible and
interfering in their domestic affairs. It was, therefore, vital to defuse
this issue while preserving the gains made in the environmental area. The
Brazilian Government has now agreed to substitute this Environmental Reform
and Energy Conservation Loan for the Second Power Sector Loan. Thus, this
loan is a transmutation of the Second Power Sector Loan which preserves
some of its original components and characteristics including the quick-
disbursing aspect. The latter is also justified on macro-economic and
sectoral grounds. This loan package includes all of, and builds on the
environmental provisions of the previous Second Power Sector Loan proposal,
and has a much strengthened electricity conservation component. It
therefore fully conforms to the guidelines and relevant parameters approved
by the Regional Loan Committee in early September 1988 and the Operations
Committee on October 19, 1988, when they cleared the loan package for the
Second Power Sector Loan.

2 The principal objective of this loan is to continue improving the
power sector’s capability to address better, the environmental and
sociological aspects of its investment program and to support the
Government'’s priority for electricity conservation and distribution/loss
reduction programs. This loan of US$325 million equivalent will,
therefore, support the significant past efforts as well as the ongoing and
future efforts by the Government in the implementation of sound
environmental policies and energy conservation and demand management
programs. The borrower would be the Federative Republic of Brazil; the
implementing agencies would be ELETROBRAS and other Electric Power
Companies.

3. The policy reforms under the proposed loan are an important
precondition for rational investment decisionmaking in a sector where
annual investments average around $5 billion. The environmental policy
reforms to be undertaken are unique and unprecedented for any developing
country, in terms of comprehensiveness as well as depth. The proposed loan
(particularly its quick disbursing characteristic), will serve as a crucial
bridge to maintain the momentum of past efforts undertaken by the Brazilian
power sector in both the environmental and energy conservation areas. It
will also enable the Government to implement on-going measures and maintain
the necessary continuity of activity that will be picked up through planned
future operations, including the proposed National Environment Loan, the



Electric Transmission and Conservation Loan and the Electric Distribution
and Conservation Loan. The policy reforms and measures undertaken through
this loan will significantly improve the efficiency of future investments
in the power sector, and it would also come at a critical juncture when the
Brazilian Government is prepared to assume the additional short-run costs
of environmental protection and energy conservation despite the country’s
difficult economic and financial situation.

4. The proposed loan will make it possible for the Government to
undertake a number of difficult and urgent policy adjustments and costly
administrative and implementation measures on the environmental side,
including: crucial studies that will influence imminent decisions on the
next generation of large power projects in the "Plano 2010"; action plans
to implement environmental and resettlement related mitigatory measures
arising from several large hydroelectric dams that were built in the recent
past; generally expand institutional capability to regulate, monitor and
implement the Environmental Master Plan; support and facilitate the work of
the newly created federal environmental agency, IBMA, in its role of
monitoring and licensing power projects; and strengthen Government
capability to deal with environmental and safety issues relating to the
nuclear power program.

Sie On the conservation side, the loan will consolidate the
fundamental policy shift in the power sector that recognizes the critical
role of demand management and conservation as a cost effective alternative
to building new power supply facilities. Specific policy measures and
actions to be supported by this loan under the Electricity Conservation
Program (PROCEL) and the Distribution Rehabilitation and Loss Reduction
Program (DRELOR), include: economically efficient levels and structure of
tariffs; load management; industrial energy conservation; equipment
performance, codes, standards and legislation; institutional strengthening
and staffing for energy conservation research and development; educational
and advertising campaign for energy conservation; and distribution
rehabilitation and loss reduction.

6. The main quantifiable benefits attributable to this loan during
the period 1989-92 arise from the implementation of the electric energy
conservation policy measure and action plans included in the PROCEL and the
Distribution Rehabilitation/Loss Reduction programs. Such implementation
is expected to reduce sector financial requirements by about US$1.0 billion
during each of the years under consideration. This is equivalent to
approximately 0.3%7 of the 1988 GDP and 8% of the 1988 operational fiscal
deficit. The main non-quantifiable benefits stem from environmental policy
reforms and actions supported by the proposed loan. It is expected that
such measures and actions will result in better use of natural resources,
avoidance or reduction of environmental costs associated with power
projects, and rationalization of the long-term power sector investment
program averaging about $5 billion per year.

7 It is our view that the proposed loan is an important operation
and the first of its kind--it will support fundamental policy and
institutional reforms that would contribute to improving the quality and
pattern of economic development. It would demonstrate quite visibly, that
sound environmental policy measures and economic development are mutually



reinforcing. This loan, therefore, constitutes a major and radically

different
watershed
It is our
Otherwise
engage us

8.

approach to environmental policy reform in Brazil and is a

in the Bank’s relationship with Brazil on environmental issues.
view that we must make every effort to proceed with it.

we risk losing the confidence of the Brazilians who now wish to
in a wide variety of environmental policy changes and programs.

Like all other adjustment operations, the submission of this loan

to the Board will be subject to the satisfactory performance of the
Brazilian economy. We will continue to consult with the Fund and make a
determination, closer to the date of Board Presentation, whether the
macroeconomic situation warrants our moving forward with this operation.

cc: Mr.

AMChoksi/

Moeen A. Qureshi, o/r

%) %/
1
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For May 5 1989

Background Note: Brazil Environmental Reform and Energy Conservation Loan

Proposed Loan

$ 325 million quick disbursing in two equal tranches over six
months period.

Loan would be disbursed against acceptable general imports.

Preliminary interest of Japan to cofinance $ 325 million.

On the environmental side, the loan would support the
implementation of the Environmental Master Plan (EMP) as defined in the
previous Second Power Loan. The difference is that counterpart funds would
be available for the EMP instead of the financing of the Power Sector
Rehabilitation Plan. This loan expands on the previous loan in terms of
more specific conservation and loss reduction measures although the thrust
of these actions was also contained in the Second Power Loan.

Government would make available necessary funds to implement
electricity conservation program ($§ 60 million), distribution loss
reduction program ($ 70 million), resettlement activities ($ 145 million)
and institutional strengthening ($ 495 million).

Main actions to be taken under loan include:

On environmental side

- strengthening of environmental staffing of Eletrobras, Federal
Environmental Agency, and Indian Agency (FUNAI);

- EMP monitoring and evaluation system;

- satisfactory EMP implementation including funding of action
programs of regional power companies;

- satisfactory implementation of indian components of power
projects;

- studies and update of the EMP;

- strengthen capabilities to deal with environmental and safety
aspects of nuclear program.

On electricity conservation side:
- progress on Integrated Energy Strategy Study;
- implementation of distribution and Loss Reduction program
(DRELOR) and of conservation program (PROCEL);
- electricity priced at long run marginal cost.

Report argues that significant actions have been taken to date
including institutional strengthening of Eletrobras and federal
environmental agencies, environmental action plans by power companies,
preparation of conservation program.



ANNEX I

May , 1989

From: Vice President and Secretary

NOTICE OF INVITATION TO NEGOTIATE

BRAZIL

ENVIRONMENTAL REFORM AND ENERGY CONSERVATION LOAN

The Bank is inviting the Government of Brazil to send representa-
tives to Washington, D.C. to negotiate a proposed loan of US$325 million
equivalent in support of the government'’s program of Environmental Reform
and Energy Conservation.

The loan would be disbursed against acceptable general country
imports.

Distribution

Executive Directors and Alternates

President

Senior Vice Presidents

Senior Management Council

Directors and Department Heads, Bank and IFC



For May 4, 1989

Brazil Environmental Reform and Energy Conservation Loan
Issues for Discussion

First In opening mention that three general issues must be addressed:

- The lack of a satisfactory macro-economic framework for a fast
disbursing loan and the extent to which a Sector Adjustment
Loan can be delinked from the macro-economic environment;

- Quick disbursing. Many of the activities involved in the
operations require sustained implementation over a long period
of time. Are the fully quick disbursing nature, the
conditionality and the timing of the tranching (as little as 6
months) of the loan appropriate?

Content. Does the content of the loan address appropriately
major environmental policy issues?

Macro Issues

Second Ask Messrs. Qureshi, Stern and Fischer:

- under which circumstances could a sector adjustment loan go
ahead in the absence of a satisfactory macro economic
framework?

- What would be the precedent established for other countries if
the proposed loan went ahead?

Third Ask Mr. Qureshi what has been implicitly agreed to date with the
Brazilians?

Quick Disbursing

There has been progress in the implementation of the Environmental
Master Plan even in the absence of the Second Power Loan (demand
projections are being scaled down and some damaging power projects have
been postponed or shelved through application of new environmental review
process). It is also clear that the loan contains some important policy
emphasis on electricity conservation rather than system expansion as in the
previous loan. This, combined with some of the policy conditionality for
the second tranche, could a priori justify a quick disbursing component to
the loan.

However, a large part of the conditionality is associated with
actions which require sustained implementation over a long period of time
(such as institutional development, implementation of resettlement projects
or the rehabilitation of the distribution loss reduction program).



Fourth - Are the timing and level of specificity of the tranches

appropriate considering that most of the loan conditionality
relates to implementation activities?

- To which extent would the impact of the loan be enhanced by
being a hybrid loan rather than a fast disbursing loan? (NOTE:
a hybrid loan would require similar fulfillment of macro
conditionality as fully fast disbursing loan)

- How much time would be required to prepare a loan to finance a
time slice of investments?

Content

This operation only addresses environmental issues associated with
electricity generation. It is not a broad environmental reform loan as
suggested by the title of the Operation, and it does not represent a
significant departure in content from the previous loan. Considering time
pressure, conditionality could expand to deal with regulatory and
legislative aspects related to environmental impacts of alcohol program,
Carajas iron ore, zoning and further strengthening of state level
environmental agencies.

Fifth - Can the scope of the operation be broadened to cover a broader
set of environmental policy conditions which would set more
appropriately the stage for the upcoming National Environmental
Loan?

The operation could adopt two positions in relation to the nuclear
program: maintain distance or get involved into the definition of
environmental safeguards. The operation has chosen the second course.

Sixth - To which extent could this lead to a Bank implicit endorsement
of the environmental and safety aspects of the Angra I and II
plants? Should the Bank get involved at all?

The actual implementation of the EMP depends on a large number of
institutions, many of which are either new (such as the new Federal
Environmental Agency) or have a poor track record to date (such as FUNAI).
The loan document and conditionality do not provide sufficient criteria to
assess satisfactory progress by these institutions.

Seventh - What can be done to strengthen Bank capacity to monitor
appropriate implementation and institutional strengthening?




The World Bank

Washington, D.C. 20433
US.A.

Office of the President

May 3, 1989

Messrs. Hopper, Qureshi, Shihata, Stern & Fischer

I understand that the Operations Committee will meet on the
Brazil Environmental Reform and Energy Conservation Loan on Friday
afternoon, May 5.

I would appreciate an informal exchange of views, during our
3:00 p.m. meeting tomorrow (May 4), on a number of related issues which
are also raised in the attached note from Mr. Qureshi:

(a) Under what circumstances can and should we go ahead with a
Sector Adjustment Loan when a macro-economic framework
satisfactory to us is not in place, nor is likely to be in
place in the foreseeable future?

(b) To what extent must the Brazil Environmental Reform and
Energy Conservation Loan be implemented as a fast-disbursing
Sector Adjustment Loan, as compared to a hybrid or
investment-type loan?

I believe that we should deviate from "an acceptable macro-
economic framework" only under very exceptional circumstances and after
both Operations and PPR have confirmed that the substance and importance
of the sectoral measures being undertaken, both in the environmental and
energy conservation field, are so substantial that they outweigh the lack
of a macro-economic framework. I do not want to prejudge the Operations
Committee discussion on this matter but would like you to address these

issues in a general way.
[P, bott



WORLD BANK OTS SYSTEM
OFFICE OF THE PRESIDENT

CORRESPONDENCE DATE : 89/05/02 DUE DATE : 00/00/00
LOG NUMBER : 890503001 FROM : M. Qureshi
SUBJECT : BRAZIL: Environmental Reform and Energy Conservation Loan.

OFFICE ASSIGNED TO FOR ACTION : Mr. B. Conable (E-1227)

ACTION:
APPROVED
PLEASE HANDLE
FOR YOUR INFORMATION
L FOR YOUR REVIEW AND-RECOMMENDATION

FOR THE FILES W Qg’ : MJ .
¥~ pLEasE piscuss witd _ (5 OO %’ %
PLEASE PREPARE RESPONSE FOR SIGNATURE

AS WE DISCUSSED
RETURN TO

COMMENTS :Action needed on attached. MAQ would like to discuss w/BBC.
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SUBJECT: Brazil: Environmental Reform and Energy Conservation Loan /
15 At the time the Second Power Sector Loan was first designed and

prepared in 1986-87, the Bank’s major concern about the sector was its
financial capacity to carry out a major investment program. Emphasis was
placed on the adequacy of tariffs, the development of a least cost
investment program and the financing of that program. The Bank was also
concerned about the environmental impact of power sector development in the
context of the First Power Sector Loan and it had thus required the
preparation of an Environmental Master Plan (EMP) for the sector and the
start of institutional development programs. These reforms were to be
continued as one of four elements of the Second Power Sector Loan; however,
the principal emphasis of that operation was to financially rehabilitate
the power sector and to equip it to undertake a large-scale new investment
program. Now, in the Environmental Reform and Energy Conservation Loan, we
are no longer giving priority to new generation but rather to policies and
actions associated with crucial environmental issues and energy
conservation designed to achieve much greater effective use of current
generation capacity and to defer new investment.

2. The Environmental Reform and Energy Conservation Loan represents a
significant reorientation of the Bank’s approach to the power sector in
Brazil. 1In the relatively short period of time since it was initiated, the
EMP has grown from an ancillary program designed to protect against the
adverse environmental and social impact of the power sector investment
program, to--in this new loan--a substantial undertaking affecting all
project selection, design and implementation decisions. It has moved from
an exercise in the preparation of guidelines to a full-fledged over-arching
policy framework in this loan which now includes the actual implementation
of operational environmental and social programs. Making the policy
framework of the environmental program the central focus of this operation
has permitted us to increase--over what was in the Second Power Sector
Loan--the depth, specificity and details associated with the environmental
and social programs and their respective budgets for all power companies.
This operation is now a far more effective instrument for supporting and
monitoring the actual implementation of the environmental program than the
Second Power Sector Loan. It will thus be the umbrella operation that will
set the policy framework on environmental issues for all future investment
made in the power sector not only by the Bank, but also by the Brazilians
and the bilaterals (e.g., the Japanese).

3 To reenforce this change in emphasis and priority, the scope of
the Environmental Reform and Energy Conservation Loan has been
significantly modified from that of the Second Power Sector Loan. In
addition to putting significantly greater emphasis on the environmental



component, a substantial and new conservation component has been added to
the project with attendant conditionality; these were not in the Second
Power Sector Loan. This strengthens the reorientation of our approach.
This conservation component complements and supports the environmental
protection program. A major part of the expansion program under the Second
Power Sector Loan would have been some hydroelectric development in the
Amazon; as a result of the conservation policy measures included in this
loan, such new investments would have to be postponed or cancelled with
substantial environmental benefits. The implementation of the conservation
component will result in investment savings during the 1989-1992 period of
about US$1.0 billion per year, or the equivalent of deferring the
installation of 800 MW of additional generating capacity and corresponding
transmission/distribution facilities in each of the above years.

4. The conservation component of this loan also includes a program
for distribution rehabilitation and loss reduction. 1In addition to a
variety of measures to strengthen the conservation and loss reduction
programs, the Government actions to be undertaken include increased funding
for these activities and raising tariffs to the level of long run marginal
costs and improving their structure so as to promote energy conservation.
The policy initiatives and programs supported by this operation will lay
the necessary foundations for, and will be sustained in a planned series of
appropriately designed conservation and investment loans to follow. This
would not have been accomplished under the Second Power Sector Loan.

5 Because of the urgency of the environmental problems in the power
sector, the proposed loan is virtually an emergency operation, necessary to
regain momentum in ongoing environmental and conservation programs and to
allow for their further expansion. This loan will also enhance the Bank’s
credibility in the areas of environmental and conservation reform.

cc: Messrs. Husain (o/r) (LACVP), Choksi (LA1DR), Weissman (LA1DR)
Munasinghe (LA1lIE)
Ms. Koch-Weser (LA1CO)
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DATE:

T0:

FROM:

EXTENSION:

SUBJECT:

April 21, 1989

Mr. Moeen A. Qureshi }

S. Shahid Husain /}d/’
39001

BRAZIL - Proposed Environmental Reform and Energy Conservation Loan:
Green Cover Package

1, Please find attached for your review, the Green Cover Report
and Recommendation of the President for the Environmental Reform and
Energy Conservation Loan, for which a quick disbursing US$325 million
loan to the Federal Government of Brazil is recommended. The draft
Green Cover package was reviewed and cleared by the Regional Loan
Committee on April 19, 1989. This Green Cover package has been revised
to incorporate comments made at the Regional Loan Committee meeting.
The report has been cleared by the regional procurement advisor, the
environmental unit, and the Bank’'s lawyer and disbursement officer for-
Brazil. Our current timetable is to present this loan to our Board on-
June 8, assuming that we receive authorization to negotiate by May 1.

2. As you know, this loan has evolved from the Second Power Sector
Loan which we had been discussing with the Government for over two
years. That loan became the symbol of our relationship with Brazil
which had deteriorated significantly, since we were seen as being
inflexible and interfering in their domestic affairs. It was,
therefore, extremely important to defuse this issue while preserving the
gains made in the environmental area. The Brazilian Government has now
agreed to substitute this Environmental Reform and Energy Conservation
Loan for the Second Power Sector Loan. This operation is, therefore, a
transmutation of the Second Power Sector Loan which preserves some of
its original components and characteristics including the quick-
disbursing characteristic. The latter is also justified on macro-
economic and sectoral grounds (see paras. 4.04-4.07 in the report).

This loan package includes all the environmental provisions of the
previous Second Power Sector Loan proposal and a much strengthened
electricity conservation component. It, therefore, fully conforms to
the guidelines and the relevant parameters approved by the Operations
Committee on October 19, 1988, when the loan package for the Second
Power Sector Loan was cleared.

Current Macroeconomic Situation

3. The macroeconomic situation three months after the initiatjou
of the Summer Plan is fragile. However, the Government began the second
phase of the Plan on April 15th with the announcement of a midi-
devaluation of 3.1%, and selected price adjustments of between 3% and
182. The Government is also introducing a new index (BTN) which will be
used to index selected financial instruments in order to maintain their
value as at February 1, 1989. There is discussion of reindexing the
exchange rate and financial instruments, although the full details are
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yet to be announced. The Government has also proposed a wage adjustment
of about 147 to offset real wage declines since the beginning of the
Plan. These measures are broadly in line with the Government's
commitment to undertaking mid-course corrections to ensure that the
Summer Plan’s principal objectives of controlling inflation are met, if
also supplemented by additional fiscal measures which will strengthen
the Plan's fundamentals. We expect these mid-course corrections to
continue to be made in the coming weeks.

4. An IMF mission which was in Brazil evaluating the Government’s
1989 program has just returned. It is expected to return to Brazil in
2-3 weeks after the Government announces some new measures. We will
also be sending our own macroeconomic assessment mission to Brazil and
we expect to have a view on the macroeconomic situation in May. The
IMF's assessment of the macroeconomic situation will be an important
element in our final judgment. We are coordinating and will continue to
coordinate very closely with the IMF on the assessment of the
macroeconomic situation. An IMF waiver of the current Stand-by
Arrangement targets or approval of the 1989 program on the part of the
IMF would be a necessary but not a sufficient condition for a positive
evaluation on our part. We do not intend to present this loan to the
Board until the Bank has determined that a satisfactory macroeconomic
program is being implemented. However, in accordance with the latest
agreement on Bank-Fund collaboration, we will coordinate our positions
with the IMF on the macroeconomic program. The external financing
program is attached (Table I). We will update the macroeconomic part of
the report prior to Board presentation.

Loan Objectives

50 The principal objective of this loan is to continue improving
the power sector’s capability to address better, the environmental and
sociological aspects of its investment program and to support the
Government's priority for electricity conservation and distribution/loss
reduction programs. This loan of US$325 million equivalent will,
therefore, support the significant past efforts as well as the ongoing
and future efforts by the Government in the implementation of sound
environmental policies and energy conservation and demand management
programs. The borrower would be the Federative Republic of Brazil; the
implementing agencies would be ELETROBRAS and other Electric Power
Companies.

6. This loan constitutes a major and radically different approach
to environmental policy reform in Brazil and is a watershed in the
Bank’s relationship with Brazil on environmental issues. The policy
reforms under the proposed loan are an important precondition for
rational investment decision making in a sector where annual investments
average around $5 billion. The environmental policy reforms to be
undertaken are unique and unprecedented for any developing country, in
terms of comprehensiveness as well as depth. They will demonstrate
quite visibly that sound environmental policy measures and economic
development are mutually reinforcing.

75 The proposed loan (particularly its quick disbursing
characteristic), will serve as a crucial bridge to maintain the momentum



of past efforts undertaken by the Brazilian power sector in both the
environmental and energy conservation areas. It will also enable the
Government to implement on-going measures and maintain the necessary
continuity of activity that will be picked up through planned future
operations, including the proposed National Environmental Loan, the
Electric Transmission and Conservation Loan, and the Electric
Distribution and Conservation Loan. The policy reforms and measures
undertaken through this loan will significantly improve the efficiency
of future investments in the power sector. It would come also, at a
critical juncture when the Brazilian Government is prepared to assume,
the additional short-run costs of environmental protection and energy
conservation despite the country’s difficult economic and financial
situation.

8. The loan amount of $325 million is based on our estimate of the
costs associated with the different components of the loan. It would be
disbursed in two equal tranches of $162.5 million each, separated by an
interval of at least six months.

Attachments

cc: Messrs./Mmes. S. Weissman (LA1DR); P. Bottelier (LA4DR); P-C. Loh
(LA3DR) ;R. Steckhan, (LA2DR); E. Wessels (LATDR);
E. Segura, M. Selowsky, M. Linder, C. Quijano, M.
Garcia-Zamor, A. Pimenta-Neves, G. Dolenc -(LACVP);
R. Goodland, S. Davies (LATEN); R. Moscote, C.*
Khelil (LATIE); G. Nankani, M. Koch-Weser, R.
Coutinho (LA1CO); N. Birdsall (LAlHR); P. Pomerantz
(LA1AG); Papageorgiou (LA1lTF); Papadopoulos _
(LA1BR); R. Bates o/r, J. Vietti, J. Larrieu o/r,
C. Velez (LA1IE); E. Jaycox (AFRVP); A.
Karaosmanoglu (ASIVP); W. Thalwitz (EMNVP); E.
Stern (FINSV); D. Hopper (PPRSV); T. Baudon:
(OPNSV); J. Wood (FPRVP); I. Shihata (LEGVP); V.
Rajagopalan (PREVP); M. Haug (EXC); S. Fischer
(DECVP); T. Thahane (SECGE); S. Burmester
(SECGE) ;F. Aguirre-Sacasa (EXTDR); R. Frank
(CFPVP); J. Parmar (CIOVP); C. Sethness (CCMDR); E.
Santos (CL2DR); V. Dubey (2), S. Rajapatirana
(EAS); D. Bock (DFS); H. Vergin (OPNSV); A. Shakow
(2) (SPRDR); D. Lee (CODDR); J. Holsen (3) (CECDR);
J. Baneth (IECDR):; A. Churchill (IENDR); D. C. Rao
(2) (FRS); D. Goldberg (LEGOP): R. Barahona ’
(LOAEL); J. F. Collell, E. Abbott (LEGLA);: A. Steer
(FRS); R. Liebenthal (SPRPA): R. Agarwala (AFTSE);
Regional Staff, (IMF); LACIC: Internal Documents !
Unit (3)

AMChoksi/MMunasinghe: sk

PR, e



BRAZIL - BALANCE-OF-PAYMENTS PROJECTIONS (1989-1991)

(Policy Adjustment Scenario) /a
(USS Billions)

1989 1990 1991
Trade surplus 14.5 13.0 13.6
Gross interest payments 10.6 10.4 10.6
Current account 0.9 -0.6 -0.8
Direct Foreign Investment 1.0 1.1 1.4
Other Capital -1.2 -1.2 -1.2
Net INF/® -0.9 -0.8 -0.6
Inc. Reserves -1.2 -1.2 -1.3
(1) Net Borrowing /b 1.4 2.7 2.6
World Bank
Disbursements 1.3 1.8 1.6
Amortization 1.1 1.2 1.3
Net 0.2 0.4 0.3
Other multilaters!
Disbursements 0.8 0.8 0.8
Amortization 0.3 0.3 0.3
Net 0.2 0.2 0.2
Bil. & Suppliers
Disbursemente 3.8 5.8 5.1
Amortization 3.9 6.6 4.8
Net -0.4 0.3 0.3
Other
Net -0.6 -0.2 -0.1
Commercial Banks/d
Disbursements 2.0 2.0 1.8
Amortization (] 0 (o]
Net 2.0 2.0 1.8
(Memo item
Reserves/Imports ratio 6.4 6.6 5.5
(months) ]
Simulations
(2) Additions! financing needs .8 il .8
due u:,c
Incresse in LIBOR 1.8 1.8 1.8
(2 percentage points)
No Incresse in reserves -1.2 -1.1 -1.3
Reserves/Imports ratio 4.7 4.4 3.9
(months)
Total Net Financing (1+2) 2.0 3.4 3.0

/e

/b Borrowing needed to complete balance of peyments financing.
Assumes refinancing of smortization payments due bilateral and
suppliers. Includes the effects of the 1988 commercial banks financing

package.

Mid-course mecroeconomic policy sdjustments undertaken shortly to
shore up the Summer Plen, and maintain through 1991 and beyond.

/c Incresse in the finsncing gap due to » 2 percentage point rise in
LIBOR pertly compensated by no incresse in reserves.

/d The 1989 disbursement of the second and third tranches of the
commercial benk package will smount to USS$1.2 billion.

/e Assumes no INF progrem. An INF progrem with net disbursements equal
to scheduled smortization payments would reduce commerciasl banks net
disbursements by the same amount.

TABLE 1
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LOAN AGREEMENT

AGREEMENT, dated , 1989, between

FEDERATIVE REPUBLIC OF BRAZIL (the'Borrower) and INTERNATIONAL
BANK FOR RECONSTRUCTION AND DEVELOPMENT (the Bank).

WHEREAS (A) the Bank has received a letter dated :
1989 from the Borrower describing a program of actions, objectives
and policies designed to achieve substantial improvements in the
protection and preservation of the Borrower'’'s environment and
Amerindian population and to-promote energy conservation (herein-
after called the Program), declaring the Borrower’s commitment to
the execution of the Program, and requesting assistance from the
Bank in the financing of urgently needed imports required during
such execution; and

(B) on the basis, inter alia, of the foregoing, the Bank has
decided in support of the Program to provide such assistance to
the Borrower by making the Loan in two tranches as hereinafter
provided;

NOW THEREFORE the parties hereto hereby agree as follows:



ARTICLE I
General Conditions; Definitions
Section 1.01. The "General Conditions Applicable to Loan and
Guarantee Agreements" of the Bank, dated January 1, 1985, with the
modifications thereof set forth below (the General Conditions)
constitute an integral part of this Agreement:
(a) Section 2.01, paragraph 11, shall be modified to read:

"'Project’ means the imports and other activities that
may be financed out of the proceeds of the Loan pursuant to
the provisions of Schedule 1 to the Loan Agreement.";

(b) Section 9.07 (c) shall be modified to read:

"(c) Not later than six months after the Closing Date
or such later date as may be agreed for this purpose between
the Borrower and the Bank, the Borrower shall prepare and
furnish to the Bank a report, of such scope and in such
detail as the Bank shall reasonably request, on the execution
of the program referred to in the Preamble to the Loan Agree-
ment, the performance by the Borrower and the Bank of their
respective obligations under the Loan Agreement and the
accomplishment of the purposes of the Loan."; and

(¢) The last sentence of Section 3.02 is deleted.



Section 1.02. Unless the context otherwise requires, the
several terms defined in the General Conditions and in the
Preamble to this Agreement have the respective meanings therein
set forth and the following additional terms have the following
meanings:

(a) "SITC" means the Standard International Trade Classifi-
cation, Revision 3 (SITC, Rev. 3), published by the United Nations
in Statistical Papers, Series M, No. 34/Rev.3 (1986);

(b) "Angra Plants" means the nuclear power plants located in
Angra dos Reis, State of Rio de Janeiro, and "Angra I" and
"Angra II" mean the Angra Plants so designated by the Borrower;

(¢) "CCMA" means Comite Consultivo de Meio Ambiente,
ELETROBRAS' Environmental Advisory Committe;

(d) "CEAL" means Companhia Energerica de Alagoas;

(e) "CELPA" means Centraia Elétricas do Pard S.A.;

(f) "CELPE" means Companhia de Eletricidade de Pernambuco;

(g) "CEMAT" means Companhia Energética do

(h) "CEMAR" means Centrais Elétricasdo Maranhao S.A.

(i) "COELCE" means Companhia de Elétricas do Maranhao S.A.
(j) "CEMIG" means Companhia Energética de Minas Gerais;

(k) "Central Bank" means Bahco Central do Brasil;

(1) "PROCEL" means Energy Conservation Program set forth in

the Borrower'’'s Portaria Interministerial No. 1877, dated
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December 30, 1985, and published in the Diario Oficial da Unido of

December 31, 1985, as amended to the date of this Agreement;

(m) "CEPISA" means Centrais Eletricas do Piaui S.A.

(n) "CERON" means Centrais Elétricas de Rondénia S.A.;

(o) "CESP" means CESP-Companhia Energética de S&o Paulo;

(p) "ELETROPAULO" means Eletricidade de Sdo Paulo S.A.;

(q) "CHESF" means Companhia Hidro Elétrica do S&o Francisco,
a subsidiary of ELETROBRAS;

(r) "CNE" means Comissdo Nacional de Energia, the
Guarantor’'s National Energy Commission;

(s) "CEEE" means Companhia Estadual de Energia Elétrica;

(t) "Company" means any of the Electric Power Sector
Companies referred to individually;

(u) "COMASE“ means Comité Coordinador das Atividades de Meio
Ambiente do Setor Elétrico, the Coordination Committee for
Environmental Activities of the Electric Power Sector;

(v) "COPEL" means Companhis Paranaense de Energia;

(w) "LIGHT" means Light-Servigcos de Eletricidade S.A.

(x) "COSERN" means Companhia de Servigos Elétricos do Rio
Grande do Norte;

(y) "Cruzado Novo" and "NCZS$" mean the currency of the

Borrower;



(z) "ELETROBRAS" means Central Eletricas Brasileiras S.A. -
ELETROBRAS ;

(aa) "SEMA" means Secretaria Especial do Meio Ambiente, the
Guarantor’s Special Secretariat for the Environment;

(bb) "DNAEE" means Departamento Nacional de Agggg e Energia
Elétrica, a department of the Borrower’s Ministry of Mines and
Energy;

(cc) "Electric Power Sector Companies" means all federal and
state entities operating in the generation, transmission and
distribution of electricity in Brazil, including ELETROBRAS but
excluding Itaipu;

(dd) "ELETRONORTE" means Centrais Elétricas do Norte do
Brasil S.A., a subsidiary of ELETROBRAS;

(ee) "ELETROSUL" means Centrais Elétricas do Sul do Brasil
S.A., a subsidiary of ELETROBRAS;

(ff) "ENERSUL" means Empresa de Energia Elétrica do Mato
Grosso do Sul S.A.;

(gg) "IAEA" means :

(hh) "Environmental Protection Master Plan" and "EMP" means

the environmental protection master plan approved by ELETROBRAS on

; as amended to the date of this Agreement;

(ii) "FURNAS" means FURNAS-Centrais Elétricas S.A., a subsi-

diary of ELETROBRAS;
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(jj) "FUNAI" means Fundagdo Nacional do Indio;

(kk) "IBDF" means

(11) "IESS" means the integrated energy strategy study being

carried out by CNE under terms of reference dated

(mm) "IBMA" means

(nn) "ISP" means Institutional Strengthening Program, the
Borrower’'s Program for strengthening certain capabilities of
Federal and State level Environmental Agencies related to specific
tasks of the Electric Power Sector, agreed upon between the
Borrower and the Bank, as set forth in letter from the Borrower to

the Bank dated 1989;

(0o) "Loan No. 2138 BR" means the loan provided under Loan
No. 2138 BR Agreement (ELETROBRAS I Power Distribution Project)
entered into between the Bank and ELETROBRAS on May 12, 1982, such
Loan Agreement, as amended, hereinafter called the "Loan Agreement
No. 2138-BR";

(pp) "Loan No. 2364 BR" means the loan provided under Loan
Agreement No. 2364 BR (Eletrobras II Power Distribution Project)
entered into between the Bank and ELETROBRAS on December 14, 1983,
such Loan Agreement, as amended, hereinafter called the "Loan
Aéreement No. 2364 BR";

(qq) "Statés" means, individually and collectively, any state

of the Borrower;



(rr) "Environmental Commitment Letter" means the letter sent
by each Company to ELETROBRAS in November 1988, setting their
commitment to carry out the EMP and the specific environmental and
Amerindian population protection plans and programs of each of
such Companies;

(ss) "Itaparica Resettlement Project" means the project
described in Schedule 2 to Loan Agreement No. 2883 BR between the
Bank and ELETROBRAS, dated December 7, 1987, as such description
may be amended from time to time by agreement between the Bank and
ELETROBRAS;

(tt) "DRELOR" means the distribution network rehabilitation
and loss reduction programs contained in the projects described in
Loan Agreements No. 2138-BR and 2364-BR; and

(uu) "DRELOR Beneficiaries" means CERON, ELETRONORTE, CEMAR,
CEPISA, CEAL, LIGHT, ELETROPAULO, COSERN, COELCE, CELPE, ENERSUL
and CELPA, the Electric Power Sector Companies participating in

the execution of DRELOR.



ARTICLE II
The Loan
Section 2.01. The Bank agrees to lend to the Borrower, on the
terms and conditions set forth or referred to in the Loan Agree-
ment, various currencies that shall have an aggregate value equi-
valent to the amount of three hundred twenty five million dollars
($325,000,000), as the sum of withdrawals of the proceeds of the
Loan with each withdrawal valued by the Bank as of the date of
such withdrawal.
Section 2.02. The amount of the Loan may be withdrawn from
the Loan Account in accordance with the provisions of Schedule 1
to this Agreement.

Section 2.03. The Closing Date shall be

or such later date as the Bank shall establish. The Bank shall
promptly notify the Borrower of such later date.

Section 2.04. The Borrower shall pay to the Bank a commitment
charge at the rate of three-fourths of one percent (3/4 of 1%) per
annum on the principal amount of the Loan not withdrawn from time
to time.

Section 2.05. (a) The Borrower shall pay interest on the
principal amount of the Loan withérawn and outstanding from time

to time at a rate per annum for each Interest Period equal to one-

half of one percent per annum above the Cost of Qualified



Borrowings for the last Semester ending prior to the commencement
of such Interest Period.

(b) As soon as practicable after the end of each Semester,
the Bank shall notify the Borrower the Cost of Qualified
Borrowings for such Semester.

(c) For purposes of this Section:

(i) "Interest Period" means the six-month period
commencing on each date specified in Section 2.06
of this Agreement, including the Interest Period in
which this Agreement is signed.

(ii) "Cost of Qualified Borrowings" means the cost of
the outstanding borrowings of the Bank drawn down
after June 30, 1982, expressed as a percentage per
annum, as reasonably determined by the Bank.

(iii) "Semester" means the first six months or the second
six months of a calendar year.

Section 2.06. Interest and other charges shall be payable

semiannually on and in each year.

Section 2.07. The Borrower shall repay the principal amount
of the Loan in accordance with the amortization schedule set forth
in Schedule 2 to this Agreement.

[Section 2.08. (a) Central Bank is designated as representa-

tive of the Borrower for the purposes of taking any action



= T e
required or permitted to be taken under the provisions of Section
2.02 of this Agreement and Article V of the General Conditions.
(b) Without limitation or restriction to the foregoing, the
Borrower hereby entrusts Central Bank with responsibility for the
preparation of withdrawal applications under the Loan and for the
collection of the documents and other evidence to be furnished to
the Bank in support of such applications; such withdrawal applica-
tions shall to the extent practicable be consolidated so as to
apply for withdrawal of aggregate amounts of not less than

$5,000,000 equivalent.
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ARTICLE III
Particular Covenants

Section 3.01. (a) The Borrower and the Bank shall from time
to time, at the request of either party, exchange views on the
progress achieved in carrying out the Program and the actions
specified in Schedule 4 to this Agreement.

(b) Prior to each such exchange of views, the Borrower shall
furnish to the Bank for its review and comment a report on the
progress achieved in carrying out the Program, in such detail as
the Bank shall reasonably request.

Section 3.02. Except as the Bank shall otherwise agree, pro-
curement of the goods to be financed out of the proceeds of the
Loan shall be governed by the provisions of Schedule 3 to this
Agreement.

Section 3.03. (a) The Borrower shall maintain or cause to be
maintained separate records and accounts adequate to reflect in
accordance with consistently maintained sound accounting practices
the expenditures financed out of the proceeds of the Loan.

(b) The Borrower shall:

(i) have the records and accounts referred to in para-
graph (a) of this Section for each fiscal year

audited, in accordance with appropriate auditing



(i)

{i1d)

o 9 s
principles consistently applied, by independent
auditors acceptable to the Bank;
furnish to the Bank as soon as available, but in
any case not later than four months after the end
of each such year, a certified copy of the report
of such audit by said auditors, of such scope and
in such detail as the Bank shall have reasonably
requested; and
furnish to the Bank such other information concern-
ing said records and accounts and the audit thereof
as the Bank shall from time to time reasonably

request.

(¢) For all ekpenditures with respect to which withdrawals

from the Loan Account were made on the basis of statements of

expenditure,

(1)

{11)

the Borrower shall:

maintain or cause to be maintained, in accordance
with paragraph (a) of this Section, records and
accounts reflecting such expenditures;

retain, until at least one year after the Bank has
received the audit report for the fiscal year in
which the last withdrawal from the Loan Account was

made, all records (contracts, orders, invoices,



(iii)

(iv)
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bills, receipts and other documents) evidencing
such expenditures;

enable the Bank's representatives to examine such
records; and

ensure that such records and accounts are included
in the annual audits referred to in paragraph (b)
of this Section and that the report of such audit
contains a separate opinion by said auditors as to
whether the statements of expenditure submitted
during such fiscal year, together with the proce-
dures and internal controls involved in their pre-
paration, can be relied upon to support the related

withdrawals.
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ARTICLE IV
Additional Event of Suspension
Section 4.01. Pursuant to Section 6.02 (k) of the General
Conditions, the following additional event is specified, namely,
that a situation has arisen which shall make it improbable that

the Program, or a significant part thereof, will be carried out.
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ARTICLE V
Effective Date; Termination

Section 5.01. The following events are specified as
additional conditions to the effectiveness of the Loan Agreement
within the meaning of Section 12.01 (c) of the General Conditions:

(a) that the Borrower, ELETROBRAS and the Electric Power
Sector Companies are implementing the Environmental Protection
Master Plan in a manner satisfactory to the Bank;

(b) that ELETROBRAS has initiated the hiring process to
complete DEMA's staff, and has obtained the required governmental
authorizations for the hiring of an additional 17 professionals
and 8 support stéff positions;

(c) that the Borrower has made, or cause to be made,
adequate funding arrangements, satisfactory to the Bank, for the
environmental action programs to be carried out by the Electric
Power Sector Companies in 1989 pursuant to the Environmental
Commitment Letter received by ELETROBRAS from ELETRONORTE, CHESF,
FURNAS, ELETROSUL, CEEE, CESP, COPEL, CEMIG, CEMAT, CERON, and
CELPA;

(d) that ELETROBRAS has approved drafts detailing CCMA and
COMASE’s internal procedures and work programs, and their

schedules of meetings until June 30, 1990;
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(e) that the Borrower has approved an adequate financing
plan, satisfactory to the Bank, for the conclusion of the
Itaparica Resettlement Project;

(f) that the Borrower has made adequate funding arrangements
for the strengthening of IBMA's environmental licensing and
monitoring capabilities, in accordance with the tasks and time-
tables set forth in the ISP;

(g) that the updating process of the EMP is progressing in
terms satisfactory to the Bank;

(h) that the Borrower has made, or cause to be made,
adequate funding arrangements, satisfactory to the Bank, for the
strengthening of environmental monitoring functions of the fEEMA,
in connection with the Angra Plants, as set forth in the ISP;

(i) that CNE has achieved progress, satisfactory to the
Bank, in the execution of the IESS;

(j) that the Borrower has approved an adequate financing
plan, satisfactory to the Bank, for the DRELOR Beneficiaries,
which includes adequate financial resources for the full execution
of DRELCR; and

(k) that the Loan Agreement has been duly registered by
Central Bank.

Section 5.02. The following are specified as additional

matters, within the meaning of Section 12.02 (c) of the General
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Conditions, to be included in the opinion or opinions to be fur-
nished to the Bank:

(a) that the governmental authorizations referred to in
paragraph (b) of Section 5.01 of this Agreement have been duly
issued;

(b) that the funding arrangements referred to in paragraphs
(¢), (£f) and (h) of Section 5.01 of this Agreement constitute
valid and binding obligations of the entities providing such
funding; and

(c) that the Loan Agreement has been duly registered by
Central Bank.

Section 5.03. The date lis hereby speci-

fied for the purposes of Section 12.04 of the General Conditions.

1/ A date approximately 90 days after the date of this Agreement
will be inserted here.
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ARTICLE VI
Representative of the Borrower; Addresses
Section 6.01. Except as provided in Section 2.08 (a) of this
Agreement, the Ministro da Fazenda of the Borrower is designated
as representative of the Borrower for the purposes of Section
11.03 of the General Conditions.
Section 6.02. The following addresses are specified for the
purposes of Section 11.01 of the General Conditions:
For the Borrower:
Ministerio da Fazenda
Edificio Ministerio da Fazenda
Esplanada dos Ministerios
70048 Brasilia, D.F., Brazil

Cable address: Telex:

MINIFAZ 611506 MFAZ BR
Brasilia, Brazil

For the Bank:

International Bank for
Reconstruction and Development

1818 H Street, N.W.

Washington, D.C. 20433

United States of America

Cable address: Telex:
INTBAFRAD 440098 (ITT)
Washington, D.C. 248423 (RCA) or

64145 (WUI)
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IN WITNESS WHEREOF, the parties hereto, acting through their
duly authorized representatives, have caused this Agreement to be
signed in their respective names in the District of Columbia,
United States of America, as of the day and year first above

written.

FEDERATIVE REPUBLIC OF BRAZIL

By
Authorized Representative

INTERNATIONAL BANK FOR
RECONSTRUCTION AND DEVELOPMENT

By
Regional Vice President
Latin America and the Caribbean



= 90 =
SCHEDULE 1
Withdrawal of the Proceeds of the Loan
Ls Subject to the provisions set forth or referred to in this
Schedule, the proceeds of the Loan may be withdrawn from the Loan
Account for expenditures made (or, if the Bank shall so agree, to
be made) in respect of the reasonable cost of goods required
during the execution of the Program and to be financed out of such
proceeds.
2 Notwithstanding the provisions of paragraph 1 above, no with-
drawals shall be made in respect of:
(a) expenditures for goods included in the following SITC

groups or sub-gréups, or any successor groups or sub-groups under
future revisions to the SITC, as designated by the Bank by notice

to the Borrower:

Group Sub-group Description of Items
112 - Alcoholic beverages
121 - Tobacco, unmanufac-

tured, tobacco refuse

122 - Tobacco, manufactured
(whether or not con-
taining tobacco sub-
stitutes)

525 - Radioactive and asso-
ciated materials



Group Sub-group Description of Items
667 - Pearls, precious and

semi-precious stones,
unworked or worked

718 718.7 Nuclear reactors, and
parts thereof, fuel
elements (cartridges),
non-irradiated for
nuclear reactors

897 897.3 Jewelry of gold,
silver or platinum
group metals (except
watches and watch
cases) and goldsmiths’
or silversmiths' wares
(including set gems)

= 971 - Gold, non-monetary
(excluding gold ores
and concentrates)

(b) expenditures in the currency of the Borrower or for

goods supplied from the territory of the Borrower;

(c) payments made for expenditures prior to the date of this

Agreement;

(d) expenditures for goods procured under contracts costing

less than $10,000 equivalent;

(e) expenditures for goods supplied under a contract which

any national or international financing institution or agency

other than the Bank shall have financed or agreed to finance;
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(f) expenditures for environmentally hazardous goods or
goods intended for a military or para-military purpose or for
luxury consumption; and

(g) expenditures in excess of an aggregate amount equivalent

to 15 for petroleum products and foodstuffs.

3. No withdrawal shall be made and no commitment shall be
entered into to pay amounts to or on the order of the Borrower in
respect of expenditures to be financed out of the proceeds of the
Loan after the aggregate of the proceeds of the Loan withdrawn
from the Loan Account and the total amount of such commitments
shall have reached the equivalent of $162,500,000, unless the Bank
shall be satisfied, after an exchange of views as described in
Section 3.01 of this Agreement based on evidence satisfactory to
the Bank: (a) with the progress achieved by the Borrower in the
carrying out of the Program, (b) that the actions described in
Schedule 4 to this Agreement have been taken; and (c) that the
macro-economic policy framework of the Borrower is consistent with
the objectives of the Program.

4. If, after the exchange of views described in paragraph 3
above, the Bank shall have given notice to the Borrower that the
progress achieved and actions taken are not satisfactory or that
the macro-economic policy framework is not consistent with the

objectives of the Program and, within 90 days after such notice,
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the Borrower shall not have achieved progress and taken actions
satisfactory to the Bank, then the Bank may, by notice to the

Borrower, cancel the unwithdrawn amount of the Loan or any part

thereof.
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SCHEDULE 2
Amortization Schedule

Payment of Principal

Date Payment Due (expressed in dollars)
On each | ] and [ ]

beginning | ]

through [ ] | ——— ]
On [ ] | E——
* The figures in this column represent dollar equivalents

determined as of the respective dates of withdrawal. See
General Conditions, Sections 3.04 and 4.03.
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Premiums on Prepayment
Pursuant to Section 3.04 (b) of the General Conditions, the
premium payable on the principal amount of any maturity of the
Loan to be prepaid shall be the percentage specified for the
applicable time of prepayment below:

Time of Prepayment Premium

The interest rate (ex-
pressed as a percentage
per annum) applicable to
the Loan on the day of
prepayment multiplied by:

Not more than three years 0.20
before maturity

More than three years but 0.40
not more than six years
before maturity

More than six years but 043
not more than eleven years
before maturity

More than eleven years but not 0.87
more than thirteen years
before maturity

More than thirteen years before 1.00
maturity
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SCHEDULE 3
Procurement
L Contracts for the procurement of goods estimated to cost the
equivalent of $5,000,000 or more each shall be awarded through
international competitive bidding in accordance with procedures
consistent with those set forth in Sections I and II of the
"Guidelines for Procurement under IBRD Loans and IDA Credits"
published by the Bank in May 1985 (the Guidelines), subject to the
following modifications:
(a) Paragraph 2.8 of the Guidelines is deleted and the
following is substituted therefor:
"2.8 Notification and Advertising
The international community should be notified in a
timely manner of the opportunity to bid. This will be done by
advertising invitations to apply for inclusion in a bidder’s
invitation list, to apply for prequalification, or to bid;
such advertisements should be placed in at least one
newspaper of general circulation in the Borrower'’s country
and, in addition, in at least one of the following forms:
(i) a notice in the United Nations publication,

Development Business; or
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(ii) an advertisement in a newspaper, periodical or
technical journal of wide international circula-
tion; ot
(iii) a notice to local representatives of countries and
territories referred to in the Guidelines, that are
potential suppliers of the goods required."
(b) The following is added at the end of paragraph 2.21 of
the Guidelines:

"As a further alternative, bidding documents may require
the bidder to state the bid price in a single currency widely
used in international trade and specified in the bidding
documents."

(c) Paragraphs 2.55 and 2.56 of the Guidelines are deleted.
2 Contracts for goods estimated to cost the equivalent of less
than $5,000,000 each shall be awarded on the basis of the normal
procurement procedures of the purchaser of such goods.
3 With respect to each contract referred to in paragraph 1 of
this Schedule, the Borrower shall furnish to the Bank, prior to
the submission to the Bank of the first application for withdrawal
of funds from the Loan Account in respect of such contract, two
conformed copies of such contract, together with the analysis of

the respective bids and recommendations for award, a description
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of the advertising and tendering procedures followed and such
other information as the Bank shall reasonably request.
4. With respect to each contract referred to in paragraph 2 of
this Schedule, the Borrower shall furnish to the Bank, prior to
the submission to the Bank of the first application for withdrawal
of funds from the Loan Account in respect thereof, such documenta-
tion and information as the Bank may reasonably request to support
withdrawal applications in respect of such contract.
S The provisions of the preceding paragraphs 3 and 4 shall not
apply to contracts on account of which the Bank has authorized
withdrawals from the Loan Account on the basis of statements of

expenditure.
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SCHEDULE 4

Actions Referred to in Paragraph 3 (b)

of Schedule 1 to this Agreement

(a) that the Borrower, ELETROBRAS and the Electric Power

Sector Companies, are implementing the EMP in a manner

satisfactory to the Bank, and as set forth in the Environmental

Commitment Letters, and especially that they have:

(1)

(11)

(1ii)

achieved progress, satisfactory to the Bank, in the
implementation of ongoing resettlement measures
under the Itaparica, Tres Irmdos, Taquarucu and
Samuel projects,

implemented, in a manner satisfactory to the Bank,
the existing agreements between ELETROBRAS, the
Electric Power Sector Companies, FUNAI and Indian
communities on the procedures, schedules and
programs (including budgetary needs) of Indian
components for electric power projects (especially
legal assistance and land demarcation activities);
implemented, in a manner satisfactory to the Bank,
all existing agreements between ELETROBRAS and the
Electric Power Sector Companies and IBMA, its
predecessors, and/or State level environmental and

forestry authorities.
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(b) that the relevant Electric Power Sector Companies have

prepared on a timely manner RIMAs, satisfactory to the Bank, for

the following proposed electric generation and transmission

projects (

in strict adherence to pertinent national legislation, the

Electric Power Sector’s Environmental Manual, and EMP guidelines.

(c) that ELETROBRAS has updated the Environmental Master

Plan, and furnished it for comments to the Bank, COMASE, CCMA,

IBMA and FUNAI, such updated version of the EMP to include:

(1)

(11}

(1idl)

the results of the latest studies on, and improved
guidelines for, riverine population, coal fired
plants, Indian populations, flora and fauna, and
regional integration;

an amplified legal section, reflecting legislative
changes following the enactment of the Borrower’s
1988 Constitution;

an enhanced version of its Annex I, detailing the
commitments of individual Electric Power Sector

Companies;
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(iv) adjustments resulting from the earlier comments and
recommendations of CCMA, COMASE, SEMA, IBDF and
FUNAI; and

(v) terms of reference for two follow-on complementary
studies for the improvements of existing guidelines
for (1) water quality, and (2) land tenure issues
in resettlement;

(d) that ELETROBRAS has completed the strengthening and
coordination of its environmental program through:

(i) completion of the hiring of the remaining
additional higher-level staff (to complete
additional 17 permanent professional positions with
relevant technical qualifications and experience)
and middle-level staff (to complete the additional
8 positions) for DEMA over the staff working in or
assigned to DEMA as of April 1, 1989;

(ii) full functioning of the ELETROBRAS monitoring and
evaluation system for the execution of the EMP at
the level of the Power Sector Companies;

(iii) completion of the design and implementation in
ELETROBRAS and its subsidiaries of a separate budgetary system for

environmental and social programs starting in FY 1990;
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(e) that adequate higher-level staffing and funding

arrangements have been made by the Borrower for IBMA and FUNAI in

accordance with the ISP, including task requirements under agree-

ments entered into by IBMA, its predecessors, and FUNAI with

Electric Power Sector Companies and their analysis of RIMAs of the

Electric Power Sector.

(f) that progress, satisfactory to the Bank, has been made

towards increased environmental safety under the nuclear power

generation program, including furnishing to the Bank:

(1)

(11)

CEia)

(iv)

the updated Operational Safety Review (OSAR) for
Angra I carried out by IAEA;

copies of the review of regulatory practices and
safety standards related to Brazil's nuclear power
generation carried out by IAEA;

evidence that adequate funding, in terms satisfac-
tory to the Bank, is available for CNEN, IBMA and
FEEMA, for monitoring and licensing of environ-
mental aspects of Brazil's nuclear power generation
program; and

evidence that the studies on nuclear waste
disposal, decommissioning of Angra I and II, and

the RIMA of Angra II are being carried out
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according to their respective schedules, furnished

by the Borrower to the Bank on s

(g) that CNE has achieved progress, satisfactory to the
Bank, in the execution of the IESS;

(h) that the Borrower has made available funds, in terms
satisfactory to the Bank, to the Electric Power Sector Companies
for the carrying out, in a manner satisfactory to the Bank, of the
distribution/loss reduction subprojects financed under Loan
2138-BR and Loan 2364-BR and the electricity conservation program
PROCEL during year 1989;

(i) that CCMA and COMASE are carrying out the work programs
and activities referred in Section 5.01 (d) of this Agreement in a
manner satisfactory to the Bank;

(j) that the Borrower has made available, on terms
satisfactory to the Bank, funds equivalent to at least $70,000,000
to the DRELOR Beneficiaries, as provided in the financial plans
referred to in Section 5.01 (j) of this Agreement;

(k) that the Borrower has made available, on terms
satisfactory to the Bank, funds equivalent to at least $60,000,000
to the relevant Eletric Power Sector Companies for the carrying
out of PROCEL, in a manner satisfactory to the Bank, during year

1989;



= B4 =

(1) that the Borrower and the relevant Electric Power Sector
Companies have achieved progress, satisfactory to the Bank, in the
execution of DRELOR;

(m) that the Bank is satisfied that the level and structure
of prices for the sale of electricity charged by the Electric
Power Sector Companies substantially reflect the long-run marginal
costs of supply of electricity, calculated in accordance with a
methodology satisfactory to the Bank;

(n) that the Electric Power Sector Companies have made
progress, satisfactory to the Bank, in the execution of
educational and advertising campaigns on energy conservation;

(o) that the Borrower has issued a progress report,
satisfactory to the Bank, on its efforts to develop load
management policies, analytical methodologies and technologies to
promote the efficient supply and use of electric power;

(p) that the Borrower has made progress, satisfactory to the
Bank, in the execution of programs of technical assistance to
industrial consumers, manufacturers of electrical equipment and
technical institutions, all satisfactory to the Bank, to promote
and strengthen the institutions in charge of research and
development of advanced conservation technologies; and

(q) that the Borrower has made progress (including

amendments to relevant legislation and regulations), satisfactory
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to the Bank, in the establishment of new or revised electric
equipment performance, construction methods and standards for
buildings, electric machinery and appliances requiring the use of

more efficient technologies of energy use and conservation.
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CCMA

CHESF

COMASE

CNE

CONAMA

CONSERVE

DEMA

DNAEE

DRELOR

ESCELSA
ELETROBRAS

ELETRONORTE
ELETROSUL
FEEMA

FND

FUNAI
FURNAS
IBDF

IBMA

IESS
ISP
JEX
LIGHT

MIC -

MOF
MME

EMP

PETROBRAS

PROCEL

PSRP
RENCOR

GLOSSARY OF ACRONYMS

Comite Consultivo de Meio Ambiente (Environmental
Advisory Committee)

Companhia Hidro Eletrica do Sao Francisco

Comite Coordenador das Atividades de Meio Ambiente do
Setor Eletrico (Coordination Committee for Environmental
Activities in the Electric Power Sector)

Comissao Nacional de Energia (National Energy
Commission).

Conselho Nacional de Meio Ambiente (National
Environmental Council).

Energy Conservation Fund.

Departamento do Meio Ambiente, de ELETROBRAS
Departamento Nacional de Aguas e Energia Eletrica
(National Department of Water and Electric Energy,
electric sector regulatory agency).

Distribution Network Rehabilitation and Loss

Reduction Program

Centrais Eletricas Espirito Santo

Centrais Eletricas Brasileiras S.A. (Federally-owned
electric utility holding company).

Centrais Eletricas do Norte do Brasil S.A.

Centrais Eletricas do Sul do Brasil S.A.

Fundacao Estadual de Engenharia de Meio Ambiente do
Estado do Rio de Janiero (State Foundation of
Environmental Engineering of Rio de Janiero)

Fundo Nacional de Desenvolvimento (National Development
Fund) .

Fundacao Nacional do Indio (National Indian Foundation).
Furnas Centrais Eletricas S.A.

Instituto Brasileiro de Florestas (Brazilian Forestry
Institute).
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BRAZIL

ENVIRONMENTAL REFORM AND ENERGY CONSERVATION LOAN

LOAN SUMMARY

Borrower: Federative Republic of Brazil
Amount : US$325 million equivalent
Terms: Repayment in 15 years, including five years of grace, with

interest at the Bank’s standard variable rate.

Objectives: The principal objective is to continue improving the power
sector’s capability to address properly the environmental and
sociological aspects of its investment program; and to support
electricity conservation and distribution network
rehabilitation/loss reduction programs. This loan will prepare
the ground also for subsequent power lending operations that
will permit the Bank to continue to assist in the implementa-
tion of sound environmental and energy conservation policies.

Description: Environmental Program
The proposed loan would support the implementation of the
Environmental Master Plan (EMP) by the Electric Power Sector.
The EMP aims at minimizing adverse environmental and social
impacts in the context of ongoing and future generation
projects by (a) undertaking a large number of environmental
studies and impact evaluations at the inventory and feasibility
stages of planning for power projects; (b) identifying the
least damaging environmental and social options; (c) excluding
power projects with high environmental and social costs; and
(d) assuring that the highest environmental and social
standards are adhered to in those projects which are licensed
for construction.

Through the EMP, the proposed loan would support: (a)
preparation of Environmental Impact Reports, RIMAs, at the
planning stage for power projects; (b) systematic and periodic
updating of the EMP, including studies and guidelines on
Riverine Populations, Coal-fired Plants, Indian Populations,
Flora and Fauna, and Regional Integration; (c) an improvement
of guidelines and procedures for the licensing of electric
power sector projects; (d) commitment of Power Sector Companies
to comply with the EMP, through specific environmental
protection, resettlement and Indian protection programs; (e)
adequate functioning of monitoring hodies, the Coordination
Committee for Environmental Activities in the Electric Power
Sector (COMASE) and of the ELETROBRAS’ Environmental Advisory
Committee (CCMA); (f) the strengthening of ELETROBRAS’s
Environment Department (DEMA); (g) establishment of ‘a
monitoring and evaluation system for the execution of the EMP;
(h) satisfactory measures for the protection of Brazilian
Indians; and, (i) strengthening of relevant environmental
agencies.



Benefits:

Electric Energy Conservation Program

The proposed loan will support and consolidate the fundamental
policy shift in the power sector, a shift which recognizes the
importance of demand management and conservation as a cost
effective alternative to building new power supply facilities.
It would include the following components:

(a) National Program of Electric Energy Conservation (PROCEL).
This program aims at rationalizing the use of electricity
through the implementation of comprehensive policy measures,
guidelines and action plans. The measures included in the
Program would result in increased power system efficiency;
reduced electricity waste and optimized resource allocation.
Electricity conservation is to be pursued through a variety of
mechanisms such as: economically efficient pricing, research
and development, load management; improvement of
equipment/construction standards, enhancement of industrial
processes; power system loss reduction; and educational and
advertisement campaigns.

(b) Distribution Network Rehabilitation-Loss Reduction Program
(DRELOR) .

This program would establish comprehensive policy measures
covering commercial practices (electricity metering and
billing); finance comprehensive studies and the development of
corresponding guidelines; and provide technical and financial
support to improve the overall management of various small
state-owned distribution utilities located in the less-
developed areas of Brazil. Substantial reduction of system
power losses is to be pursued through the construction of new
distribution lines to unload existing lines; reconductoring
existing networks to reduce thermal losses of existing
overloaded installations; installation of new distribution
transformer banks to unload the existing ones; and
installation/replacement of electricity meters to enhance
accuracy of electricity metering and to reduce pilferage/
unaccounted electricity.

Quantifiable Benefits: The main quantifiable benefits
attributable to this loan during the period 1989-92 arise from
the implementation of the electric energy conservation policy
measures and action plans included in the PROCEL and the
DRELOR. Such implementation is expected to reduce sector

-financial requirements by about US$1.0 billion during each of

the years under consideration. This is equivalent to
approximately 0.3%7 of the 1988 GDP and 8% of the 1988
operational fiscal deficit.

Non-Quantifiable Benefits: The main non-quantifiable benefits
stem from environmental policy reforms and related actions
supported by the proposed loan. It is expected that such
measures and actions will result in better use of natural
resources, avoidance or reduction of environmental costs
associated with power projects, and rationalization of the
long-term power sector investment program which will average
about $5 billion per year.
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Risks The main risks to the successful implementation of the EMP,
PROCEL and DRELOR arise from the: (i) ability of the power
sector to comply and implement in timely manner the different
studies, works and other actions included in both programs; and
(ii) capacity of the Government to provide the adequate
financial resources required for the execution of the above
undertakings. Close monitoring by the Bank of the
implementation of the EMP, PROCEL and DRELOR and of the
allocation of resources for this purpose would help
substantially to reduce such risks.

Disbursements: The loan will be disbursed in two tranches over a 6-9 month
period against acceptable general country imports. It is
expected that US$162.5 million (first tranche) will be
disbursed at effectiveness. The remaining US$162.5 million
(second tranche) is expected to be released about six months
after effectiveness and would be contingent upon satisfactory
progress in the execution of the EMP, PROCEL and DRELOR.
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REPORT AND RECOMMENDATION OF THE PRESIDENT
OF THE INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT
TO THE EXECUTIVE DIRECTORS
ON A PROPOSED LOAN
TO THE FEDERATIVE REPUBLIC OF BRAZIL
FOR AN ENVIRONMENTAL REFORM AND ENERGY CONSERVATION LOAN

The following report and recommendation on a proposed loan to the
Federative Republic of Brazil for an amount of US$325 million equivalent is
submitted for approval. The proposed loan would be repayable over 15
years, including five years of grace, at the Bank'’s standard variable
interest rate and charges. Cofinancing from the Export-Import Bank of
Japan (JEX) amounting to US$325 million is under consideration.

PART I - THE ECONOMY

Macroeconomic Background

1: 0L During the 1980s, macroeconomic policy concerns in Brazil were
dominated by three major interlinked structural problems: (i) the rising
inflation rate; (ii) the reduction in the public sector’s savings capacity
which led to high fiscal deficits; and (iii) the need to maintain a minimum
growth rate and simultaneously service an external debt requiring a signif-
icant transfer of resources abroad. For the last several years, Brazil has
not been successful at dealing simultaneously with these issues. The
continuation of a reduction in external resources and persistently high
fiscal deficit led to low growth and high inflation.

1.02 The 1980-83 period was characterized by efforts to restore exter-
nal equilibrium in the context of economic stagnation and rising inflation.
A significant fiscal adjustment was undertaken which reduced the opera-
tional deficit from 8.37 of GDP in 1982 to 4.8Z in 1983. The domestic
costs were large but the external adjustment was successfully completed.
Between 1980-83, GDP per capita declined 11.7% but a trade surplus adjust-
ment equivalent to 5.47 of GDP was achieved. However, a 307 real exchange
rate devaluation, the increase in agricultural prices due to a poor harvest
and cuts in subsidies, and adjustments in public sector tariffs raised
inflation from an annual rate of 1007 in 1982 to about 2117 in 1983.
Widespread indexation and monetary accommodation propagated the effects of
these shocks and prevented the decline in demand from reducing inflation.
Although growth resumed in 1984-85, Brazil was unahle to achieve the
necessary shift in the savings-investment balance that was required to
offset the contraction in available external financing, particularly in the
public sector. In spite of some reduction in the inflation-corrected
deficit, continued borrowing from the monetary authorities and the
pervasive effects of widespread indexation, coupled with successive
economic shocks, brought the annualized inflation rate by the end of 1985
to over 3007Z.
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The Cruzado and Bresser Plans

1,03 The 1986-87 period was dominated by two unsuccessful attempts to
bring inflation to a substantially lower plateau: the Cruzado Plan
(February 1986); and the Bresser Plan (June 1987). Both included some form
of price controls and deindexation, to reduce the inertial component of
inflation, as well as measures to address the fundamental inflationary
forces, mainly the fiscal deficit. The two plans differed significantly
with respect to their strategies to deal with inertial inflation. The
Cruzado Plan fixed all prices including the exchange rate and abolished
indexation for most financial instruments. Zero inflation became the
official target. In contrast, the Bresser Plan did not abolish indexation
but modified the indexing rules in an attempt to stabilize prices and
wages. The price freeze was explicitly presented as a temporary measure
(maximum 90 days), and backward-looking indexation rules were established
to regulate price and wage adjustments in the post-freeze period. No
exchange rate freeze was imposed. However, the fiscal effort for both the
Cruzado and Bresser Plans was insufficient to bring aggregate demand to a
level consistent with permanently lower inflation.

1.04 Initially, the Cruzado Plan led to a drastic decline in inflation.
However, by July 1986, as a result of a larger than previously estimated
public sector deficit and higher real wages it was clear that the economy
was overheating. In November 1986, as regular minidevaluations of the
cruzado were resumed and the price freeze was relaxed and then abandoned,
inflation accelerated reaching almost 177 in January and 237 in May 1987.
The economy was virtually fully reindexed except for wages which, as a
result of the month-long lag in wage increases and substantial inflation in
excess of the 207 adjustments, declined in real terms.

1.05 In June 1987, the authorities adopted a new anti-inflation program
--the Bresser plan. Although this plan avoided some of the major pitfalls
encountered by the Cruzado Plan, the targets for inflation, the size of the
fiscal deficit and the composition of its financing were not fully
consistent, and the 1987 operational deficit rose to 5.5% of GDP (3.5% in
1986). As soon as price controls were relaxed in early September, the
inflation rate increased from an average of 52 per month during the third
quarter of 1987 to an average of 127 per month during the last three months
of the year. Moreover, increases in public sector wages granted in late
1987, which were not consistent with the income policies set forth in the
Plan, increased aggregate demand, fueled inflationary expectations and led
to anticipatory price increases by firms. The rate of inflation reached
14.17 in December and 16.57 in January, remaining in the 16-197 range in
February-April of 1988.

1.06 The failure of the Cruzado and Bresser Plans demonstrated that
"heterodox" attempts at stabilization, e.g., programs centered on income
policies that include a wage and price freeze coupled with some form of
deindexation, cannot succeed unless they are supported by strong monetary
and fiscal policies that are consistent with a lower inflation rate.
Although the design of the price and income policies played a major role in
the breakdown of the Cruzado Plan, the main reason for the failure of the
two stabilization attempts was the inadequate fiscal effort. 1In the
absence of substantial foreign savings, deficit financing through excessive



monetary expansion and domestic borrowing results in a combination of ‘high
inflation and domestic crowding out of the private sector that tends to
undermine stabilization efforts.

Recent Economic Developments

1.07 In 1988, after two failed heterodox stabilization attempts, the
Brazilian government undertook a gradualistic approach to fight inflation.
The objective was to stabilize and then bring down the inflation rate. The
strategy was to cut the fiscal deficit, thus enhancing the credibility of
the approach and preparing the ground for an additional fiscal effort
planned for 1989. The authorities’ first set of measures were targeted at
reducing the fiscal deficit and consisted mainly of expenditure cuts that
included a two month wage freeze and ceilings on the expansion of credit to
the public sector. These measures, which became the centerpiece of the
Government's program presented later to the IMF, succeeded in reducing the
fiscal deficit that early in the year was projected to exceed 7% of GDP.
Preliminary data suggests that the 1988 fiscal deficit should be close to
47 of GDP. However, the gradualistic approach failed to stabilize
inflation. Between the first and second quarters of 1988 the average
monthly inflation rate (IPC) increased from 16.87 to 18.8%. The upward
trend continued in the second half of the year and inflation reached 237
and 27.2% in the third and fourth quarters, respectively. The inflation
for the year was a staggering 9347. The combination of widespread
indexation, inflationary expectations and a loose monetary policy
undermined the gradualistic approach.

1.08 Stagflationary tendencies characterized economic performance in
1988 - the annual rate of inflation reached almost 1000%, and GDP growth
was close to zero, largely as a result of a decline in industrial output.
On the other hand, the performance of the external sector was very
encouraging. In 1988, the trade and current accounts registered a surplus
of US$ 19 billion and US$ 4.6 billion, respectively (in both cases the
largest in Brazilian history). In nominal terms exports increased by 297
and, in part on the account of declines in the oil and wheat categories,
imports declined by 2.6%. The stagnation in economic activity, faster
growth in international economy and favorable price movements in some
commodities contributed to the outcome of the external accounts.

1.09 By October it had become clear that the gradualistic approach was
not having the desired results on the inflation front. Faced with an
initial shift from financial assets into real estate, gold, and dollars the
Government joined ongoing talks between labor and business groups to
establish an improved framework for wage and price increases. On November
3, representatives of the Government, labor and business groups signed a
Social Pact setting ceilings on price increases for private and public
goods and services. Wages would continue to be adjusted according to the
URP monthly adjustment formula. Initial agreement was for a 60 day period
ending in December. The strategy underlying the Social Pact was to
stabilize and then gradually reduce inflation by setting decreasing monthly
guidelines for wage and price increases. It represented a continuation of
the. gradualistic approach, but a shift from backward to forward indexing.
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1.10 The Social Pact quickly faced strong difficulties.. Although
November's inflation rate of 26.97 was close to the target established in
the Pact, December’s inflation reached 28.9%, well above the Pact’s
objectives (25%). For January, inflationary expectations embedded in
financial contracts suggested that financial markets expected a further
increase in the monthly rate. Although the difficulties associated with
obtaining Congressional approval of the Government's 1989 fiscal package
eroded the public’s confidence in the authorities’ approach, the indexation
system remained the main obstacle to gradualism. If wage adjustments in
January and February had been allowed to follow the URP formula and thus
were based on the average inflation for the September to November period
(262), it would have been unlikely that a decline in inflation could have
been achieved. Thus, the fight against inflation had reached an impasse:
either the indexing system for wages based on the URP formula was modified
or the gradualistic approach incorporating forward looking indexation would
have to be abandoned. Given the problems that changes in indexation rules
would entail, after an internal debate the Government decided to abolish
indexation and to undertake another heterodox shock--the Summer Plan.

The Summer Plan "Plano Verao"

111 On January 15, President Sarney unveiled the third major anti-
inflation effort of his administration--the "Summer Plan." The new program
combined heterodox measures, including a price freeze and the end of
monthly wage adjustments based on past inflation with orthodox fiscal and
monetary measures. Immediately prior to the freeze, several prices and
public sector tariffs were raised and a 16.47 devaluation of the domestic
currency was undertaken. A new currency was created--the New Cruzado-
-which is equivalent to one thousand cruzados. It has been announced that
the exchange rate will remain frozen as long as the price freeze is
maintained. In the fiscal area the Plan suggests cuts in expenditures to
reduce the deficit. At the federal level, initially, expenditures will be
limited on a monthly basis to the level of revenues collected. Priority
outlays are salaries, debt service and social programs. Ceilings are
imposed on credit to the private sector, complementing a similar measure
already in place for the public sector. Indexation of financial
instruments was substantially modified. Passbook savings accounts will
remain the only indexed financial asset, the OTN was was abolished as of
the beginning of February and only contracts for a period longer than 90
days may remain indexed.

L.12 The Plan represents a decent effort at stabilization. In
comparision to the Cruzado Plan, improvements were made in the program’s
design in the areas of wage policy and pre-adjustment of relative prices.
The design of the Summer Plan has benefited from the lessons learned as a
result of the failure of the two previous stabilization attempts. The plan
recognizes the importance of an adjustment of the fiscal deficit and of a
tight monetary policy. A priori, after incorporating the effects of the
December fiscal package, the initial conditions on fiscal policy should be
better than in previous Plans, but the authorities have not completed the
design of the fiscal package. If the fiscal underpinnings of the plan turn
out to be weak and no corrective actions are taken, fiscal policy will,
once again, undermine the stabilization attempt. Because the absence of a
well defined fiscal stance prevents an evaluation of the consistency of the
plan, the credibility of this effort is not yet established.
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1.13 Recognizing the importance of a tight monetary policy for the
Plan’s success, in the weeks following the announcement of the measures the
Central Bank has supported very high real interest rates. Given their
impact on the fiscal deficit, how long the policy can be maintained remains
to be seen. Overall, the Plan’s outcome will depend on its implementation.
There are some important downside risks. Slippages in the implementation
of the announced wage policies represent a major downside risk. The
possibility that such slippages can occur in other areas, particularly
fiscal and monetary policies cannot be discarded. Two additional areas of
concern are the absence of a clear fiscal policy stance and the absence of
concrete proposals on how to ease the economy out of the price freeze
without rekindling inflation. In each of these risky areas the Government
is still developing and refining its program.

1.14 The Summer Plan represents an important stabilization effort that
profited from the lessons learned following the failure of past
stabilization attempts. Nevertheless, given the difficulties in
implementing difficult economic measures in an election year its present
prospects remain quite uncertain. Domestically, the main risk is of
slippages in the implementation of the Plan. The present Government has a
strong commitment to stabilization. However, it faces strong obstacles in
pursuing its policies and faces a credibility issue arising from the
failure of the last two heterodox stabilization programs. On the external
side, the main risks are that an increase in interest rates or delays in
obtaining the needed external financing may substantially increase the
fiscal deficit without simultaneously providing the necessary external
financing.

External Debt Developments

1515 Debt rescheduling has substantially assisted Brazil since 1983.
Agreements reached with commercial banks and official creditors resulted in
a rollover of maturities and, in the case of bank lending, lower interest
rates. The debt situation changed on February 20, 1987, when faced with
balance of payments problems including large losses in reserves, the
Government temporarily suspended interest payments on its external
commercial bank debt, while reaffirming its intention to negotiate a multi-
year rescheduling of this debt. At the end of 1987, Brazil suspended
principal payments on Paris Club debt contracted before March 1983, but
remained current on interest payments.

1.16 During the last months of 1987, significant progress was achieved
towards a normalization of the relations between Brazil and commercial bank
creditors. On June 22, 1988, Brazil reached an agreement with the Advisory
Committee of creditor banks on a financing package designed to provide the
country with both new money and refinancing of existing external debt. The
financing package signed September 22 covers the period 1987-88 and the
first half of 1989 and consists of three main components. First, new money
facilities in the total amount of US$5.2 billion to be disbursed in three
tranches of about US$4.0 billion, US$0.6 billion, and US$0.6 billion,
respectively. Secondly, facilities to refinance both public sector and
private sector external debt in the total amount of about US$62 billion.
Thirdly, facilities intended to assure the availability of existing
interbank and trade credit lines at their previous commitment levels of
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about US$15 billion. The first tranche of this agreement (US$4.0 billion)
was disbursed in November 1988.

1:17 On July 29, 1988, the Paris Club agreed to reschedule 100 percent
of principal and 70 percent of interest falling due from August 1, 1988 to
March 31, 1990, for 10 years including 5 years grace. The agreement also
provides for the rescheduling of principal due between January 1 and July
31, 1988. Bilateral discussions between Brazil and the appropriate
institutions of the creditor countries, to be completed no later than March
31, 1989, will set the details for the debt rescheduling or the
refinancing, including the rates of interest to be charged.

1.18 On June 29, the Brazilian Government sent a letter of intent to
the IMF requesting a stand-by agreement equivalent to SDR$1096 million for
a period of 19 months. The stand-by was approved after a "critical mass”
of commercial bank commitments was achieved in late August. Since
September 30, 1988, additional access to Fund resources under the stand-by
agreement have been subject to the results of a revision of the 1988
Program and the establishment of performance criteria for 1989. With the
exception of the limit on borrowing requirements of the non-financial
public sector (nominal deficit), Brazil met the other September targets of
the Fund program. For December, in addition to the nominal target for the
fiscal deficit the operational target was exceeded as well. The difference
between the nominal and operational deficits is that the former includes
monetary correction and therefore is dependent on the rate of inflation.
An IMF decision regarding the waiver is expected as soon as an evaluation
of the Summer Plan is completed.

Collaboration with the IMF

1:19 The Bank and the IMF have been and will continue working closely
together in exchanging views on Brazil’'s Macroeconomic situation. This
collaboration is particularly important during the first semester of 1989,
when the adjustment policies of the "Plano Verao" take place. The Fund’s
evaluation and recommendation of Brazil's short- and medium-term
macroeconomic policy actions and their results are important inputs to the
Bank’s own evaluation of the adequacy of the macro framework. Thus, the
Bank will carefully consider the Fund’s judgement in assessing whether
macroeconomic conditions are satisfactory to warrant Board presentation and
second tranche release.
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PART II - THE ENERGY AND POWER SECTORS,
THE ENVIRONMENT AND ENERGY CONSERVATION

A. INTRODUCTION

2.01 The Bank’s strategy in the energy sector in Brazil has supported
the Government in moving closer towards a situation in which energy pricing
and investment policy will foster the most economically efficient
development and use of energy resources, taking into account comprehensive
environmental considerations and the macroeconomic, regional and social
implications. Specific elements in this general strategy are: the basing of
the energy investment program upon a realistic demand forecast and the
least-cost method of supplying the demand; establishment of a closer
relationship between energy prices and economic costs, especially at the
regional and retail levels; strengthening of energy sector institutions,
particularly in terms of improved coordination among different agencies and
the effective execution of an integrated national energy policy; wider use
of market-based incentives; and increased participation of the private
sector. An indispensable constraint on energy policy is that energy
development in Brazil should take place in a manner consistent with sound
environmental and natural resources management.

2.02 In implementing this strategy, it is necessary to confront and try
to resolve a number of key policy issues, principally in the areas of
pricing, investment, the institutional structure, demand management and
conservation, and environment. Clearly, this is a long-term task which
cannot be tackled through any single Bank operation. The proposed loan
would make significant progress by addressing an important subset of the
above issues, viz. environmental matters and energy conservation. The
remaining energy sector issues are being dealt with by the Bank in other
ongoing and future lending operations and through its program of energy
sector work. On the Brazilian side, a major initiative has been launched
to design a new energy sector strategy, through the Integrated Energy
Strategy Study (IESS), which is being carried out by the Government through
the National Energy Commission (CNE) under terms of reference agreed with
the Bank.

B. ENERGY SECTOR

Energy Resources

2.03 Brazil is endowed with substantial energy resources, both
renewable (hydraulic power and biomass) and nonrenewable (hydrocarbons,
coal and uranium). According to the National Energy Balance, as prepared
by the Ministry of Mines and Energy (MME), the proven energy resources for
1986 were: petroleum, 325 million toe; natural gas. 87 million toe; shale
0il, 10 million toe; coal, 1,945 million toe; hydroelectric power, 270
million toe per year; and uranium, 1,340 million toe.

Energy Supply, Demand and Investments

2.04 Primary energy production almost trebled from 1970 to 1986, rising
from 49 to 143 million toe. During the 1970s, the increase of energy
production was provided mainly by hydropower and biomass -- in the latter
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case, principally wood and sugar cane. Between 1980 and 1986, crude oil
production rose from 9 million toe to 29 million toe, while natural gas
output grew from 2 million toe to 5 million toe. Domestically produced
0il, which now exceeds 600,000 barrels/day (equivalent to about 30 million
toe per year), accounts for some 507 of domestic consumption, compared to
less than 207 in 1975. Hydrocarbons amount to 227 of total Brazilian
energy production while hydropower represents 37%; biomass, 38%; and coal,
only 3Z.

2.05 Primary energy consumption grew 2.5 times from 1970 to 1986. While
energy demand rose faster than local energy production in the 1970s, the
situation reversed after 1980, when domestic energy production grew by 7.5%
annually, 1.7 times faster than energy demand. Such growth resulted in a
major decrease of imported energy (i.e., petroleum) from 347 of total
energy consumption in 1980 to 197 in 1985. It should be noted that, with
respect to the faster rate of energy consumption, the price of several
energy products rose more slowly in 1980-85 than in the 1970s or even
declined in real terms, and energy consumption may have been boosted as a
result. This is particularly the case for gasoline, alcohol, LPG,
electricity and charcoal, the prices of which declined in real terms.

2.06 During the period 1984-86, Brazil’s energy sector absorbed almost
half of all Federal and Federally-funded investment in the country. The
bulk of this investment was undertaken by two of Brazil’s parastatals: the
national electricity holding company Centrais Eletricas Brasileiras S.A.
(ELETROBRAS), which was responsible for about 227 and the national oil
company Petroleos Brasileiros, S.A. (PETROBRAS), for about 187. As far as
the electric power sector is concerned, total annual investment in recent
years has been on the order of about US$5.0 billion annually (in mid-1987
prices). The energy sector is likely to continue to account for a
significant part of Brazil’s public investment.

Energy Pricing and Investment

2.07 As a general principle, energy prices need to reflect more closely
their scarcity value or opportunity costs. For non-tradeable forms of
energy this value is the long-run marginal cost of supply, including
geographical differences, in order to encourage efficient inter-fuel
substitution -- which will reduce the overall costs of energy consumed in
the country -- and energy conservation. Evidently, this principle may have
to be tempered by the need: (i) for affordability to meet the basic needs
of low-income households in urban and rural areas, especially in poorer
regions such as the northeast; and (ii) to meet sector financial and cost-
recovery objectives. Furthermore, investment programs and operating costs
in each energy subsector need to be governed by least-cost principles.
Efficient pricing and investment policies would not only improve resource
allocation within the energy sector: they would have a beneficial impact on
the macroeconomy, in terms of public investment; external debt and debt
service; the public sector deficit; the balance of trade; and inflation.

2,08 In the electric power sector, Brazil has made considerable
progress in formulating a marginal-cost based tariff structure (see para.
2.24). Brazil has also taken several steps to adjust petroleum product
prices, even during periods of high inflation, so that at present the
average domestic price of a composite barrel of products is about 917
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higher than the border parity equivalent. However, naphtha and LPG are
heavily subsidized and diesel is seriously underpriced relative to
gasoline. Both electricity tariffs and petroleum product prices are
subject to a system of uniform national pricing, which involves cross-
subsidization of areas having high transport and distribution costs, by
areas where such costs are low.

2.09 Natural gas pricing has been geared mainly to encouraging its use
in petrochemicals, fertilizer production and substitution for fuel oil. In
the long run, revisions will be required and are being made (for example
under the recently approved Sao Paulo Natural Gas Distribution Project) in
gas pricing, to ensure that efficient utilization takes place on the basis
of the economic opportunity value of gas, with due recognition of regional
and consumer-related cost differentials.

2:10 The high level of petroleum prices in the 1970’s and early 1980’s
led to a national energy strategy that emphasized increased energy self-
sufficiency and the development of domestic energy sources sometimes at the
expense of least-cost investment principles. The issue is relevant in
alcohol, biomass, nuclear and coal production as well as the development of
domestic petroleum resources. For the petroleum sector, the impact on
public investment, public indebtedness and public sector finances can be
mitigated by defining a more appropriate role for the international oil
companies and for equity shareholders in State gas companies. Public
investment can also be reduced by rationalizing oil exploration, but the
eventual decline in the reserve/production ratio would lead to a fall in
domestic oil production and a rise in imports. Electricity investment
issues are discussed in para. 2.22 and 2.23.

Institutional Structure

2:11 Although the energy sector is under the jurisdiction of the MME,
created in 1960, energy planning, decision-making and policy implementation
in Brazil have been characterized by a lack of coordination and clearly-
defined goals. On the one hand, there are large and powerful public-sector
enterprises, notably ELETROBRAS and PETROBRAS; and on the other hand,
numerous privately-owned companies or individual entrepreneurs which are
active in other subsectors, such as coal, alcohol and fuelwood. The
application of different pricing policies by ELETROBRAS and PETROBRAS and
the co-existence of key energy resources which are generally free from
central control and others which are subject to highly-centralized
decisions has resulted in some distortion in pricing and investment
policies and inconsistency of policy among different forms of energy.
Furthermore, there is the potential for using increased market-based
incentives in energy, especially to encourage cost-reducing measures.

2:12 As far as the electricity sector is concerned, the institutional
structure has served the nation well in the past. However, the basic
legislation dates back more than 30 years and profound changes have
occurred. The power sector is currently analyzing several options to
implement basic institutional reforms. With respect to hydrocarbons,
PETROBRAS has responded well to its mandate to lead Brazil towards greater
self-sufficiency. 1In doing so, it has achieved a powerful monopolistic
position, which sometimes poses the threat of a conflict of interest. 1In
the area of investment, the Government has lacked the technical skills to
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scrutinize PETROBRAS’ program adequately, e.g., with regard to the amount
of resources devoted by PETROBRAS to the development of off-shore oil. A

partial view of Brazil’s energy needs may have induced PETROBRAS to take

inadequate account of natural gas in energy development, with the result

that large amounts have been flared in the past.

Energy Conservation

2.1 Since 1980, energy consumption has increased more rapidly than GDP
and urgent attention needs to be given to the rational use of energy,
especially in industry. Various indices of energy intensity for the
economy show an upward trend relative to the unit value of output. For
example, the aggregate final consumption of energy and of commercial
energy, in t.o.e. per 1970 dollar of GDP, increased respectively from 0.288
and 0.235 in 1980 to 0.304 and 0.260 in 1986. In particular, electricity
consumption per unit of output in industry has rise<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>