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Statistical Profile’

I
o - WOBRROE IR U e i 8,511,965
. Total 1984 (73.1% urban) ............ 131,185,000
s ;?:nuaf grerh TR TOTO=BA .. e e 2.5
Birth rate (1980) ....... 23.3
General mortality (1980) ..ivivanes o B e 6.8
Infant mortality (1980) ...........coooooooen 68.1
Life expectancy (1976) .............ccovieniaaens o 60.5
Literacy (1980) e e e AL 68.7
Labor force by sector (1980) (Percentages)
Agriculture ... i 53_3
Industry praees e 0.4
COMMEICE ......ooneensenssss ,
SEVICRS .« oovsvvsvansndin sl 16.?
Ohers . ....ooovvmnsassns 20.
1983 1984°*
Real production (Growth rates)
Total GDP (market prices) ........ T — 09 -3.2 45
Agricum.uraisec!or. -25 2.2 43
Manufacturing secto : -6. .
Construdio:g sector . .. & ) 02 -150 13
Federal Public Sector 1 (Percentages of GDP)
CUment TEVBNUBS ... ... ....ooveracsssssnssasnsans . 48 254 n.a. na.
Current expenditures . .. ..........oooiiiicniimennnae 257 na. na.
CUIMeNt SAVINGS ... .o.cnceescarnnsonsaneinnstos —g.g :.:_ :.g.
Capital expenditures ... .... . a. .a.
apﬂDeﬁm OFSUMMIS | . ovvrnnnenivussnsivinguiininy -6.2 -27 0.2
Money and prices (Growth rates)
CONBUMET PRICES ... .vvvsssnnneasisssasnsnssanenars 979 179.2 2033
MONEY SUPPHY ... .cvssrnrecennnovnnsssanssrnsirnrenss 69.7 950 2035
Exchange rate, average
IBl.l.u"n'1sofri.ational currency perdollar) .. ............. 1795 577.0 18480
Balance of payments (Millions of dollars)
Merchandise exports (FOE) 20,175 21,899 27,005
Merchandise imports (FOB) 19,395 15429 13,937
Merchandise balance 780 6470 13,068
Net services ........ e o e iiaiie... —15461 —12,753 — 13,074
Curment acCoUNt BAANCE . ... .....covvenzvusnnasae — 14,755 —6171 166
Official GAPHAI . .......cocoviivsvnmnraminmsnseranrasione n.a. n.a. na.
Private capital ....... .. cciiiimcaiiiiiiianrariarrens na. n.a. na.
Change in net reserves (— increase) .................. 6,529 3,300 -7.000
External public and private dabt (Millions of dollars)
Disbursed debt (includes unregistered debt) ............ 83,205 91,632 100,228
Debt service {interest and amortization) ................ 19,537 14,410 12,209
(Percentages)
Debt service coefficient .........o.ociiiiiiiin B6.0 61.0 452
Interest coefficient ...............cciaiiiiiiiiaan 56.9 434 396

* Where necessary, the items of information presented in this lable are defined in the list ol sources appearing
on page 216, Any clarification or interpretation of the data should be referred directly to the pertinent source.

** Preliminary estimate.

n.a, Nol available

Recent Economic Trends

After three consecutive years of recession and declining per capita income
resulting from the policies adopted to reduce the growing current account
deficit in its balance of payments, Brazil showed encouraging signs of eco-
nomic recovery in 1984, The 4.5 per cent growth of the real gross domestic
product (GDP) significantly reversed the 3.2 per cent decline of 1983, which
had been the largest since the Great Depression. To a considerable extent, this
recovery was attributable to the manufacturing sector, whose real value added,
after decreasing 6.8 per cent in 1983, rebounded by 6 per cent in 1984. While
this upturn was mostly linked to higher production of capital and intermediate
goods for export markets, available data suggest that the recovery became
more general in the final months of the year, partly in response to higher
consumer spending. Nevertheless. some industries producing for the domestic
market continued to languish in 1984, owing in part to high real interest rates,
reduced real wages, and widespread unemployment in many areas. Moreover,
the higher level of activity appeared largely to reflect better capacity utiliza-
tion rather than new investment. especially in the public sector. where re-
strictive budgetary policies cut the real capital outlays of state enterprises by
an estimated 20 per cent.

Agriculture also contributed to the improved 1984 economic perform-
ance. since the growth rate of output nearly doubled with respect to 1983 and
rose in line with real GDP. This result reflected good weather and improved
harvests of cotton. potatoes, rice, corn and sugarcane among other factors.
The largest production increase, however, was recorded in the mining sector,
whose real value added soared 27.3 per cent, largely because of increased
extraction of iron. copper. and bauxite ore and. especially, of petroleum. In
fact, oil production rose by a record 40 per cent during 1984 to reach an
average of 474,000 barrels per day (bpd). This production enabled Brazil to
cover about 50 per cent of its needs. compared with only 15 per cent as
recently as 1979.

The production trends summarized above, coupled with an aggressive
policy of frequent minidevaluations, also contributed to a significant improve-
ment in Brazil’s balance of payments. The improvement was especially
evident in merchandise exports. which climbed 23.3 per cent to a record $27
billion. Most of this increase was accounted for by sales of manufactured and
semi-manufactured goods, which increased over 37 per cent to about $17.9
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billion. The United States. the primary market for Brazilian manufactured
exports absorbed nearly 55 per cent of the total compared with about one-half

in the preceding year. At the same time, merchandise im‘pnrls declined 9.7 per
cent to $13.9 billion. The bulk of this decrcase was attributable to outlays for
oil. which plummeted 13.9 per cent to $6.7 billion, uwing not only to the
increase in domestic production but also to falling world oil prices. and 1!1-:
widespread substitution of fuel oil by hydroelectric encrgy inlthc mdusmz'll
sector. Non-oil imports, in contrast. decreased 2.9 per cent in 1984. This
decline was explainable in part by the existence of considerable idle capacity
in the capital goods sector and also by the start-up pl‘ a numlhcr of large
import-substitution projects that reduced import requirements in key arcas
such as petrochemicals, and aluminum and other non-ferrous metals.

As a consequence of these trends, Brazil recorded an unprecedented
$13.1 billion trade surplus in 1984, significantly above the $9 billion target
projected at the beginning of the year and double the $6.5 billion level of
1983. Morcover, the results in the trade account were accompanied by a
reduction of around 2.5 per cent in the service deficit, which was estimated at
$13.1 billion, and permitted Brazil, when net transfers are taken into account,
to achieve an estimated current account surplus of-$166 million. This outcome
constituted a dramatic improvement compared with the $11.6 billion average
deficit of the preceding three years.

The positive developments in the current account caused Brazil's external
adjustment process to advance at a rapid rate in 1984; virtually all the balance
of payments targets established in the Extended Fund Facility Arrangement
(EFF) with the International Monetary Fund (IMF) were amply surpassed.
Moreover, the $12 billion loan and refinancing agreement negotiated with over
800 creditor banks in January 1984 was of considerable importance in nor-
malizing capital inflows. These facts, coupled with greater-than-anticipated
export earnings, enabled Brazil to reduce its short-term debt and substantially
increase its holdings of foreign exchange. In 1984, Brazil's net international
reserves rose to $3.7 billion, up about $7 billion with respect to December
1983. Finally, the total external debt (including short-term obligations) in-
creased by $10.8 billion to an estimated $102.4 billion by year-end 1984 in
part. however, this increase reflected the large accumulation of reserves.

Brazil's significant progress in adjusting its balance of payments in 1984
was somewhat tarnished, however. by the singular lack of success in control-
ling inflation and the expansion of the monetary aggregates. Measured by the
General Price Index (IGP). inflation averaged over 10 per cent a month and
reached a record 223.8 per cent by year end, compared with 211 per cent in
1983 and the 103 per cent average growth of 1981-82. The surge in prices was
also translated into large increases in the money supply, which soared 203.5
per cent in 12 months. despite the new restrictive measures introduced during
the year. Although this result constituted a decline in real terms. it nevertheless
far surpassed the initial IMF target of 60 per cent and the revised target of 95
per cent established in September.
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Several Lactors have contributed to Brazil's spiraling inflation since 1982,
An important one has clearly been the substantial real devaluation of the
cruzeiro. which. while directly stimulating exports and fostering balance of
payments adjustment. also strongly influenced the price level. This was
especially so in 1983, when the cruzeiro was devalued at a rate considerably
faster than that of domestic prices, largely because of the unanticipated 30 per
cent maxidevaluation that occurred in February of that year. A more gener-
alized explanation of the escalation of prices, however, must be sought in the
increasingly widespread and institutionalized use of indexation procedures
throughout the Brazilian economy, which provide nearly automatic mecha-
nisms for restoring nominal values of key economic variables in the current
period to their real values in the previous period. For these reasons, Brazil's
inflation was widely recognized during 1984 as being largely inertial in
nature. It was essentially in this way that the acceleration of prices could be
explained within the context of the restrictive monetary, wage, and demand
management policies adopted after 1982,

Economic Policies

Perhaps in no other area did inflation control pose such a difficult challenge to
economic policy formulation in 1984 than in efforts to lower the nominal
fiscal deficit, in particular the “operational”™ component of the deficit (i.e.,
the deficit excluding exchange and monetary correction payments on the
domestic debt). To that end. measures were adopted to improve tax administra-
tion and increase the revenues of the social security system, which had
incurred large deficits after 1982 owing to rising unemployment. Controls
over current and capital expenditures at all levels of the public sector were also
tightened. For the most part. these measures were successful, since an esti-
mated operational surplus equivalent to 0.2 per cent of GDP was achieved in
1984, compared with deficits of 6 and 2.7 per cent in 1982 and 1983,
respectively.

Very different results were obtained, however, for accrued monetary
correction payments on the domestic debt, the other component of the nominal
fiscal deficit; these payments, which had soared from 9.1 per cent of GDP in
1982 to 15.9 per cent in 1983, reached an estimated 20.7 per cent in 1984,
Thus, notwithstanding the improvement in the “operational”™ component, the
nominal deficit increased 1.9 percentage points to an estimated 20.5 per cent
of GDP in 1984,

The increase in monetary correction payments reflected not only the fact
that Brazil's domestic debt is fully indexed and thus increases pari passu with
inflation. but also the fact that the authorities continued to use open market
operations on a massive scale during 1984 in an effort to neutralize the
expansionary effects on the monetary base of the larger-than-anticipated
inflow of forcign exchange. However, this response served in many ways to
make overall monetary management more intractable. Specifically, to capture
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. volume of resources required, the yields on domestic debt in‘s!mm!:‘nts,
“?L '\f‘lllf;rly Readjustable Treasury Bonds (ORTN) and Treasury Bills (LTN),
E.:: lttnlhc increased. As in 1983, these higher yiclg.Js exerted conliqucd ppmn-d

s al interest rates for domestic debt instruments, which, in turn,
ssapstierinbeips ‘reasi 5 ags hout the financial sector
were transmitted with increasingly hh(‘ll’lct? ]d‘p throughou ' s
to both deposits and loans. By late 1984, for instance, real mtcrqs.t rates for &Jfﬂ
month investment bank credits were at least 35 per cent, despite the modest

svels of economic activity in most sectors.

lwdl‘l‘\al‘:r;ﬁ:::ﬂas real in[c{cst rates rose, nddilif_mal qistnrlinns surfaced. Il-!rst
of all. a rising volume of new debt had to be offered just to meet the serwctljg
requirements of existing bonds and bills as they matured qr were rolled over:
this debt was in addition to the new issqu that were rcq‘m'rcd for con‘ducnn;_i
open market operations. Conscqucm‘ly. instead of pmlwdmg ‘u sn‘lul‘utm:!htr
rapid growth of the domestic debt itself was becon_nng a central !s.\uu“ u‘
economic policy: this fact is clearly rcvcahf:d by the ratio of the gnnua? mcrms:
in domestic debt instruments to GDP, which rose from a relatively s.tahlc. 1.9
per cent average in 1978-80 to 7.6 per cent in 1983 and. by 1984, reached an
estimated 12.9 per cent. At the same limc,_ concern mgume_d about the
“crowding out™ effect of open market operations nn_crcd:{ avallahlg o lhc
private sector, especially to firms producing essentially for the domestic
market. b _ ‘ _

By late 1984, the continual eroding effect of mﬂat‘mn on rf:ai incomes
had also intensified pressure for less restrictive wage legislation. To that end,
Decree Law 7238 was approved in late October. For workers at the hnn.mp end
of the scale. who were earning the equivalent of from one to three minimum
wages. it authorized biannual adjustments equal to 100 per cent of the increase
in the National Consumer Price Index (INPC) tcnmpz_lrcd with 80 per cent
under the previous law). for workers receiving the equivalent of more than 3
minimum wages, a flat 80 per cent of the increase in the INPC (instead of a
decreasing share as under the previous law) was‘a_pprmicd. Morcover. all
categories of workers were entitled to negotiate uddn}tmnal increases based on
productivity gains. While the effect of this law mmumc_d somewhat uncertain,
it nevertheless appeared to stimulate some increase in consumer spending
during the final months of 1984, —

Al the same time, concern about the inability of existing tight monetary
and austerity policies to halt inflation steadily mounted during 1984. For this
reason, additional measures were adopted in September in a renewed cffnrt_ to
comply with IMF monetary targets and to obtain improch terms fromh foreign
banks during the third phase of external debt renegotiations. Whl(.“:l was
scheduled to begin in late 1984. These measures, mc]ud.cd. inter w‘m,.an
increase in the legal reserve requirements on time dcp(?m_[s of the ha.nkmg
system from 10 to 22 per cent; an extension in the minimum duration .of
money market investments from 10 to 30 days: a_n_d increased taxes on prt)‘flls
from overnight money-market operations. Additionally, surcharges on im-
ported goods were slashed from 100 to 30 per cent on some goods and from 30

(3%
o

RECENT ECONOMIC TRENDS, POLICIES AND OUTLOOK .

to 10 per cent on others. Finally, the list of prohibited imports was trimmed by
half to 2,000 items in an effort to encourage competition and lower prices.

Despite these and other measures, however, the money supply rose
sharply. in the final two months of the year, especially in December when an
unprecedented increase of 33.6 per cent occurred—an increase that far ex-
ceeded the expansionary pressures on the monetary base caused by the inflow
of foreign exchange. This result, coupled with continued high inflation in
January 1985, led in February to the deferment of Brazil's EFF-agreement
until a new economic program for effectively dealing with inflation could be
developed by the incoming Government. As a result of the IMF action, the
tentative agreement concluded with the creditor banks in carly February to
restructure about $45 billion in principal payments due between 1985 and
1990 was also suspended.

Outlook

Developments in 1984 indicate that lack of control of inflation is the principal
brake on Brazil's fragile economic recovery. Moreover, achieving this objec-
tive is clearly the central policy challenge to the new Government that took
office in March 1985. The dilemma is clear: the austere adjustment policies of
1982-84. while doing much to produce large trade surpluses, also entailed
heavy economic costs in terms of higher unemployment. a decrease in pur-
chasing power and a worsening income distribution. There is little latitude for
additional restrictive policies, and it is by no means clear they would work. At
the same time. an increase in expenditures is also an impractical alternative
since the nation continues to labor under constraints on new external borrow-
ing, while unbridled monetary creation could quickly plunge the country into
hyperinflation and, most probably. provoke a public reaction.

Thus, since the clamor to resume growth is becoming increasingly
difficult to ignore, it seems likely that the new Government will examine
various alternative policies—including proposals for monetary reform and
deindexation of the economy—for reducing inflation while minimizing fur-
ther losses of income and output. Moreover, the new Government's economic
strategy and policies will have to be developed quickly. not only in order to
restore relations with the IMF and secure the release of pending disburse-
ments, but also to implement the tentative debt renegotiation agreement with
the private banks. That agreement is essential if disruptions in capital flows
and debt servicing problems are to be avoided in the short term.
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sources of Data in the Statistical Profile:

Area: 3y = o o o ’
Oreanization ol American States, América en Cifras, 1972—Situacion Demogrdfica: Estado
v Movimiento de la P whlacion.

Population: : ] b _ .
The information for the following items was furnished to the IDB by the Banco Central do
Brasil, March 1984
Birth Rate (per one thousand inhabitants)
General Mortality Rate (per one thousand inhabitants)
Infant Mortality Rate (per one thousand live births)
Years of Life Expectancy
Literacy Rate
Total: DB estimate based on information furnished by Instituto Brasileiro de Geografia e
Estatistica. March 1984,

Labor Force:
Information fumnished to the IDB by the Banco Central do Brasil, March 1984.

Real GDP:'
198283 Information furnished to the IDB by Instituto Brasileiro de Economia, Centro de
Contas Nacionais. November 1984,
1984: Fundacio Getulio Vargas. Conjuntura Econdémica, January 1985,

Federal Public Sector:
1982 1983; Information furnished to the DB by the Banco Central do Brasil.
1984: Banco Central do Brasil, Informativo Mensual, January 1985.

! ».
Money and Prices: {e
Information furnished to the IDB by the Banco Lentral do Brasil. January 1985,

Exchange Rate:
International Monetary Fund, International Financial Statistics, March 1985,

Balance of Pavments:'
1982-84: Banco Central do Brasil, Brazil Economic Program-Internal and External Adjust-
ment. March and November 1984 and information furnished by the Banco Central
do Brasil, May 1985

External Public and Private Debt:
The following information has been furnished to the IDB by the Banco Central do Brasil,
Brazil Economic Program—Internal and External Adjusiment, March and November 1984
(includes the unregistered external debt):
Dishursed debt
Debt-service (interest and amortization)
Debt-service ratio
Debt-interest ratio
Debt-service (interest and amortization) as percentage of exports of good and non-factor
services.
Interest as percentage of exports of goods and non-factor exports.

' The statistical data used for Brazil might not coincide with the data used in the first part of this
report which was provisional.
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A. Current Situation

1. During 1983-85, Brazil succeeded in achieving the external
adjustment required to reach a reasonable equilibrium in its balance of
payments. After three years of GDP decline, the economy grew by about 4.5%
in 1984, while the trade surplus reached US$13 billion and a small current
account surplus (US$500 million) was also achieved. 1In 1985, in spite of
high (7%) GDP growth, the trade surplus remained at over US$12 billiom, the
current account deficit was below 1% of GDP, and gross international
reserves remained at a level equivalent to aboutiéégonths of imports. The
presence of substantial excess capacity facilitated the year's rapid
growth, The recent increase in exports (from US$15.2 billion in 1979 to
US$20.2 billion in 1982 and US$25.6 billion in 1985), and the efficient
import substitution taking place in petroleum and some industrial
subsectors, have contributed substantially to this economic performance.
Brazil has thus achieved a unique position among the high-debt countries in
having been able to resume economic growth without a deterioration in its
balance of payments.

2 The external adjustment, however, was achieved at a substantial
domestic cost. To reduce the large current account deficit (US$14.8
billion in 1982), the Government, in 1983, adopted a policy of real
devaluations and initiated a set of restrictive monetary and fiscal
policies to restrain aggregate demand. A 30% devaluation of the cruzeiro
early in 1983 was followed by regular adjustments in the nominal exchange
rate that were in line with domestic inflation. The public sector deficit
declined from 6.8% of GDP in 1982 to 3.6% in 1983 and 1.6% in 1984.
Meanwhile, GDP declined sharply in 1983 and the early months of 1984. The
rate of inflation exceeded 200% in both 1983 and 1984, up from a rate of
100% in 1982. The increase in 1983 occurred in large part because of the
large devaluation of the cruzeiro, adjustments to public sector prices
(which were made to reduce subsidies and the fiscal deficit), and a
weather-related increase in agricultural prices. Because of the widespread
indexation system, these shocks carried the inflation rate to a new plateau
of around 2007%.

this period, in the free segment of the credit market. With the sudden
restriction in the amount of foreign financing available, the Government
turned to the domestic market to meet its borrowing requirement. The
Government 's domestic borrowing needs were also increased by the real
devaluation of the cruzeiro, which raised the domestic c ﬂ?of the interest
payments on foreign debt. Combined with the tight monetary policy
associated with the Government's stabilization program, this increase in
borrowing raised free interest rates substantially. High real interest
rates, coupled with the fiscal deficit, caused the internal Federal debt to
increase rapidly, beginning in 1984 (almost 70% in real terms in 1984, and
45% in 1985).

3. Real interest rates also increased to about 30% per year during /
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4, The high GDP growth of 1985 was achieved by relaxing demand
policies in the belief that the increased demand could be absorbed by the
substantial excess capacity in the economy. The real public sector deficit
increased from about 1,6% of GDP in 1984 to an estimated 3.7% in 1985.°
Generous wage settlements in the organized industrial sectors, which
included partial quarterly adjustments to wages, resulted, at least
temporarily, in real wage gains of 8-10% for these industries. Monetary
policy was accommodating; in fact, some of the expansion in the monetary
aggregates that occurred was aimed at reducing interest rates. The real
interest rate on Government securities declined from 21% in August to 15%
by the end of the year. For the year, as a whole, the monetary aggregates
increased faster than the 235% inflation: 251% for the monetary base,

312% for M1, and 262% for M3.

5 The inflation trend is worrisome. The rate of inflation worsened
in late 1985 because of the need to raise publfb sector and other rqgulaﬁed
prices that had been held down in previous months and by a drought in the
South which damaged food crops and coffee. Inflation reached monthly rates
of 11% in November and 13% in December, followed by rates of 16% and about
14% in January and February of 1986, respectivé} The Government is now
taking steps to bring the present inflation rate down (see paras. 8, 29).
1t is critical to do so promptly, to restore confidence that inflation is
not out of control. While inflation to date has not yet halted growth, we
do not believe that rates of the magnitude prevailing today would be
consistent with long-term economic development.

B. Stabilization and Development Strategy

Stabilization Options

6. As indicated above, the present inflation situation is
precarious. There are forces which, unless checked, would provide an even
stronger inflation stimulus in the not too distant future. First, excess
capacity is being used up in many industries. Unless substantial new
investment occurs soon, the economy will face sgg;gggmggppleggnagrﬁiatS,
starting probably in 1987. Second, because real wages are still below
their pre-recession levels, there are pressures to increase wages further
and protect wages from higher future inflation. Third, the poor
agricultural harvest expected as a result of the drought is already being
reflected, via price speculation, in the general price index. Finally,
public sector tariffs and prices, many of which were held down in 1985 in
the effort to control inflation, will need to be raised in 1986 in order to
reduce the public sector deficit.

7 Therefore, getting inflation down substantially in the next few
months from the rate prevailing today-—an annualized average rate for the
November-February period of about 3SOZ—JEEGIH'?éqqiEE;é:E?Bﬁﬁt]"_w‘ o
comprehensive effort, including restrictive fiscal and monetary policies as
well as additional food imports. Even if the Government spcgeeds in
bringing inflation down--to, say, 250-280%--it should be rggggnized that
maintaining such a level would be possible, but likely to be difficult,
over the medium-term. The system reacts very quickly to new, negative
shocks, and the indexation system makes it hard to bring inflation down,
once the shock is reflected in the price index. Moreover, the small size
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of the monetary base relative to GDP (about 27%) and the high liquidity of
Government bonds have complicated monetary policy. Furthermore, the
political pressures on the Government, in this election year, to follow
expansionary policies or to moderate the degree of fiscal and monetary
restraint are large.

8. Consequently, we are concerned about the Government's ability to
hold inflation down through a gradualist approach. However, we believe
that the Government, which is still in the first year of its administration
and is publicly committed to growth with a gradual reduction of inflation,
should be given a chance to do the job. The Government has adopted what
seems to be a serious program to reduce the fiscal deficit, including,
inter alia, the separation of ﬁﬂéfBank of Brazil from the Central Bank and
the transfer to the fiscal budget of expenditures previously financed by
the monetary authorities. The preliminary information available up to now
indicates that a net repurchase of Government bonds has taken place in
January and the first half of February, in contrast with the sharp increase
in domestic public debt which prevailed until December. The Government has
also decided to increase food imports substantially in 1986, with a view to
reversing the speculative increase in food prices caused in December and
January by the prospects of a very poor, weather-related crop this year.
1f, however, through these and other measures (see paras. 29-30) the
Government does not succeed in bringing inflation down to a level
substantially below the January monthly rate of 16%, there will be a need
for more radical actions, involving decisions such as a monetary reform and
a change in the indexation system.

Development Strategy Objectives

9. Brazil needs to (a) maintain a GDP growth rate of at least 6.5%
per year in order to improve living standards and generate enough
employment growth (at least 4% per annum) to hire new entrants into the
labor force and reabsorb those affected by the recent recession; and (b)
improve its creditworthiness position, by reducing its debt service and
debt to export ratios by at least 25% by 1990 (with continued improvement
in the 1990s), so that it can resume full debt service payments on its
foreign debt in the early 1990s, with normal access to credit markets.
There are strong domestic pressures to reverse the deterioration in living
standards of the recent recession, when per capita income fell 12% and
social programs were curtailed; to date, the economic recovery has restored
about half of this drop in per capita income, and unemployment levels seem
to have declined during 1985. At the same time, sustained economic growth
requires control of inflation. As indicated above, the Government has
preferred up to now to follow a gradual approach to domestic stabilization
because of its conviction that an additional recession would be
inconsistent with political stability. The Government realizes, however,
that a failure to reduce inflation below the current level would undermine
confidence and would require more drastic internal adjustment policies,
even if they cause a temporary reduction in growth rates. In a ion, it
is accepted that the country's creditworthiness position must i ve. Its
foreign debt of over US$100 billion is some 3.7 times the annual amount of
export earnings, and interest payments of about US$11 billion per year
represent about 40% of exports. If amortization on its bilateral and
commercial bank debt were also being paid, Brazil's debt service ratio
today would be about 80%. In summary, relatively rapid economic growth
will be required to improve Brazil's domestic conditions and external
standing. To be sustainable over the long term, such growth would have to
be accompanied by a successful domestic adjustment effort.



Implications for Economic Change

10. GDP growth of such a magnitude involves expanding agricultural
and industrial production for both domestic and international markets.
Brazil's agricultural and industrial sectors are dynamic, employ modern
techniques, and are relatively efficient. n their responsiveness to
profitable opportunities, providing suffici market incentives, through
maintenance of appropriate exchange rates and price signals, should be
sufficient to stimulate production. For the agricultural sector, which has
been subjected to periodic Government interventions in the market, freer
commercial policies are particularly critical.

11. Substantial increases in investment and savings will be needed.
Excess capacity, which has sustained the economic recovery to date, is
starting to disappear in some industrial sectors, and the investment/GDP
ratio, which was only 16-17% in 1983-84, will have to increase to about 23%
by the end of the decade. The corresponding savings effort will be large,
especially now that domestic savings must compensate for more modest
foreign resource availability than existed in the growth period of the
1970s, and about 5% of GDP is being transferred abroad to pay interest on
existing debt.

12, Investment, in effect, will have to be more efficient than in the
1970s, in view of the overall resource scarcity, and there will be no scope
for building large plants far in advance of demand. The large
infrastructure projects and industrial plants which drained Government
resources in the 1970s, however, can now be used to support production at a
relatively low cost. Together, these factors are likely to imply a
moderate ICOR of about 3.

13. Raising investment and savings will not be easy. It will require
controlling inflation, which, at today's rates, is detrimental to new
investment. It also will require a large adjustment in the public sector,
to scale back the size and scope of Government operations, increase their
efficiency, and--most importantly-—increase public savings and reduce the
overall fiscal deficit. Finally, it will require financial reform of the
banking system, to rationalize operations and reduce financial segmentation
of credit markets. All of these efforts should help to increase both
private and public savings and channel these savings to productive
investment at lower real interest rates than now prevail. In the long run,
they should also shift the responsibility for economic expansion to the
private sector, and focus the Government's activities more on the provision
of infrastructure and social services. In numerical terms, private
investment should be expected to increase from 687 of total investment
today to about 74% by the end of the decade. Private savings, in turn,
would be used increasingly to fund private investment, rather than
Government spending.

14, The present environment is not conducive to increased

investment., Without a substantial drop in the inflation rate of the past
few months, it is unlikely that significant private sector investment in
new capacity would be forthcoming. At this point, high interest rates
appear to be less of a deterrent to investment thaz;gpcartainty associated
with the present inflation trend. Some investment “h&s been occurring, even
at present interest rates of about 25%, in industries where there are high
profits to be made. Many businesses are very liquid, and the stock market
has risen to the point where apparently it is attractive for firms to raise
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equity funds from the market and invest. However, unless the Government
can demonstrate that it can control inflation, the impetus for long-term
investments will be missing.

15 Continued export growth remains an economic necessity for Brazil,
in terms of markets, financing of needed imports, and its creditworthiness
position., Improving the ability of Brazilian producers to compete
externally also generates price and quality benefits for domestic
consumers. For instance, with real export gd@%}h of 4.5% per year through
the end of the decade, Brazil could continue to pay interest and could
gradually resume amortization payments to commercial banks by the early
1990s. Regaining its ability to borrow on the international financial
markets is fairly critical for Brazil, if it is to follow a rapid growth
strategy.

16. Important structural changes have taken place in Brazil's trade
accounts in recent years, which should make it easier to continue
generating trade surpluses exceeding US$12 billion per year for the
remainder of the decade. With an established exchange rate policy designed
to keep Brazilian products competitive, businesses now recognize the export
market as an important source of sales. In addition, imports have dropped
from a level of almost US$23 billion in 1980 to slightly over USS$13 billion
in 1985. While imports are expected to increase with the resumption of
economic growth, considerable efficient import substitution has occurred in
both industrial products and in petroleum. We expect imports by 1989 to be
only as high, in current U.S. dollars, as they were in 1980, even with a
nominal growth in non-oil imports of over 20% per year. The recent fall in
oil prices, if sustained, would reinforce this import trend.

C. Proposed Medium-Term Adjustment and Growth Program

17, The country has already made some of the adjustments needed for
sustained economic growth in the present internmational environment. With
considerable excess capacity arising from the recession, Brazil was able to
grow in 1984 and 1985, despite high inflation rates, high real interest
rates, and a growing uncertainty about future inflation. However,
sustained growth of 7-8% per year for the longer-run, with the large
increases in investment and savings that it entails, requires a substantial
stabilization effort and significant development policy reforms.
Stabilization policy options are discussed, together with the 1986
Government program, in Section D. The other key macro—economic and
sectoral policies are summarized in the following paragraphs, and specified
in more detail--including the required timing--in the Policy Matrix in
Annex II and in the Sectoral Policies Summary in Annex III.

18. Industry and Trade. Domestic markets for Brazilian manufacturers
are protected by often high nominal tariffs and extensive non-tariff
barriers, even after substantial reforms in September 1984. Manufacturing
production, however, is competitive and apparently efficizgi over a wide
range of subsectors. Implicit effective protection, as ured by direct
price comparisons, is on average moderate (44% in 1980-81, according to the
most recent study). There has been impressive recent growth in
manufactured exports, which increased from US$8.4 billion in 1980 to
US$15.1 billion in 1984. Although excessive protection has affected the
efficiency of industry in Brazil less than in many other developing
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countries, there is still room for substantial improvement in this
respect, While, as indicated above, average effective protection is
relatively moderate, the level of protection is much higher for some
inefficient subsectors. And although the proportion of imports subject to
the application of the Law of Similars has been substantially reduced over
the last year, the Law still affects items whiﬁp njoy tariff reductions
under the existing preferential import regimes. ~In summary, an overall
reform of the existing tariff and non-tariff protection systems would be
conducive to a more efficient incentive structure. But such reform is less
urgent-—-and industrial competitiveness is less dependent upon it--than in
almost all other high-debt countries.

19. The key policy requirement for further export expansion and
efficient import substitution is an exchange rate policy which will
maintain international competitiveness for Brazilian products. The present

' commitment to an exchange rate policy of periodic devaluations equal to

domestic inflation appears appropriate; at a minimum, the present parity
between the cruzeiro and U.S. dollar should be maintained in real terms.
Maintaining productivity growth and limiting increases in real wages are
also important for industrial strategy. Brazil should ideally undertake a
comprehensive reform of its incentive structure. This should include the
"free trade” policy for agricultural products referred to in the following
paragraph; the simplification and strengthening of the drawback system; the
simplification of import procedures; and the overall reform and
rationalization of the import protection system——comprising the gradual
elimination of non-tariff restrictions and of tariff exemptions, and also

| the gradual reform of the tariff structure with a view to reducing its

dispersion and to maintaining an overall moderate tariff level of about
40%. As indicated in Section E below, the Government is not likely to
undertake in the immediate future the overall reform of the import
protection system, but might decide to adopt the other recommended policy
measures, including the "free trade" for agricultural products. This would
imply that the overall program would be less than optimal. But, if
substantial progress is made in all other key policy areas, the program
would still be consistent with long-term sustained growth of production and
exports. (The industry and trade policy measures indicated in detail in
Annex IIA are those that are likely to be undertaken in the near future;
other recommended policies are described in Annex IIB.)

20. Agriculture., Agricultural expansion is fundamental for achieving
the production and export increases of the "moderate-growth"” option.
Agricultural growth has been erratic--5% annual growth rates in the 1970s
were followed by stagnation of output in the early 1980s—-—and Government
policies in the sector have been characterized by costly credit programs to
compensate for adverse trade and pricing policies, as well as periodic
market interventions to stabilize domestic supply and prices. The key to
realizing the sector's full potential is a policy framework that will make
agriculture profitable without credit subsidies, interventionist trade
policies and production-based taxation. This process was initiated when
the Government decided in 1983, in the context of the Firstiégriculture
Sector Loan, to phase out most negative real interest rateﬁ? n rural
credit. The proposed program for agriculture would further reduce credit
subsidies and finance those remaining through the fiscal budget; phase out
food price controls and the wheat subsidy (while implementing targeted food
assistance programs); simplify regulations for export registration, import
licensing, and foreign exchange controls governing trade of agricultural
commodities; and promote the rapid growth of production and exports through
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free-trade policy for key agricultural products (rice, corn, soybeans, q O

cotton, and beans), subject to minimum price guarantees, market safeguards
and Government stock management. Provision would also be made for reform
of agricultural taxation policies, to minimize disincentives to
agricultural export growth.

21. Energy. By accelerating petroleum exploration and production as
well as by promoting energy substitution and conservation, Brazil has
significantly reduced its oil imports from US$10-11 billion in 1980-82 to
about US$5 billion in 1985. Because of the weak international oil market
and the country's resource constraints, further import substitution in
energy, which will help increase production and reduce imports, must be
cost-effective. Consequently, Brazil's ategy for the energy sector
should focus on appropriate pricing polégigs, especially for petroleum
products, alcohol, and electricity, to better reflect economic costs;
coordination of energy investments being made or regulated by the
Government; and systematic application of economic criteria to investment
decisions. A coordinated investment and financial rehabilitation plan for
the power sector, which has been approved by the Government and is now
being appraised as the framework for the proposed Power Sector Loan, would
insure adequate provision of electricity to support the country's growth
without further draining Government resources.

22, Investment and Savings. Private sector expansion depends in
part on the elimination of the public sector deficit in order to reduce
Government claims on credit resources. It also would be helped by
appropriate industrial, agricultural, and trade policies (see paras.
18-20); provision of tax incentives for private investment, such as
accelerated depreciation for new plant and equipment; and freer allocation
of credit at reasonable interest rates.

23. There is considerable scope for increasing public savings.
Higher tax revenues should be coupled with expenditure containment. The

| gradual elimination of subsidies for wheat and sugar/alcohol, as well as

for agricultural credit (except for a limited number of special groups,

| like small farmers in the Northeast), would make important contributions in

this respect. While priority infrastructure and social programs should be
maintained, utilizing low-cost methods for providing these services,
emphasizing maintenance and rehabilitation over new construction, and

| l1imiting real wage increases to productivity gains would lower per unit

costs. Application of economic criteria to new investment projects, as
well as better coordination and monitoring of Federal investments by the
Planning Ministry, would screen out unnecessary investments and prevent
future operating difficulties. The state enterprises also need regular
tariff increases to cover operating costs and finance expg? on;
consequently, the Government would have to avoid postponi ggiariff
adjustments to slow down inflation. Better tariff policies, coupled with
financial restructuring, are important for improving the financial
viability of two basically efficient parastatal sectors--electric power and
steel, Selective privatization of state enterprises, particularly those
which the Government does not seem to run efficiently or which only by
accident are under Government ownership, would also help improve public
sector efficiency.

24, Balance of Payments. Servicing its large external debt is a
major consideration in Brazil's balance of payments strategy. Resumption
of growth at rates averaging about 7-87 per year would raise the demand for
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imports and consequently add to the pressure on foreign exchange earnings.
The country's balance of payments strategy, therefore, must include the
. following components:

(a) Continued rapid export growth, through an exchange rate policy
which at least maintains in real terms the present parity between
the cruzeiro and the U.S. dollar, and adoption of other trade
measures stated above.

(b) Continued rescheduling of commercial bank and Paris Club debt
coming due through the end of the decade. Brazil would benefit
most from a reduction in the spread (until now at 2% over LIBOR)
on commercial bank debt, since each percentage point drop in the
interest rate would yield savings of about US$800 million
annually. The maturity and grace periods of the restructured
debt should not be less than in the 1984 agreement (9 and 5
years, respectively).

(¢) Development of a medium—-term strategy for new external borrowing
(official and commercial) which is consistent with the country's
growth strategy and its ability to repay.

(d) Reexamination of Government incentives to foreign private
investment, which has dropped from US$1.5 billion in 1979 to less
than US$1.0 billion in 1984-85.

25. Fiscal and Financial Reform. Brazil's financial and fiscal
. systems no longer meet the needs of a country which must increase its

savings and investment rates substantially, relying on the private sector
as the major productive agent, and must manage both stabilization and

growth in a complex economy. The reforms in this area are critical for
improving resource mobilization and allocation to support agricultural and
industrial growth, and for increasing the Government's fiscal and monetary
control over a system which has become unwieldy aEp wirtually impossible to
understand in entirety. Among the recommended changes—-some of which are
already being implemented by the Government--are the consolidation of all
fiscal expenditures in the Federal Budget; the separation of the Central
Bank and the Bank of Brazil functions; the progressive elimination of the
prevailing segmentation of credit markets; and tax reforms directed toward
channeling savings toward productive investment through encouraging the \
long-term holding of financial assets, while reducing the overly large ‘
disparities in taxation across income levels and types.

26. Public Sector Management. The existing management problems
within the public sector stem from public sector expansion in the 1970s.

X |/~ Since 1980, the Government has made numerous efforts to bring expenditures,
o ( 4 including those of the large state enterprise sector, under better
o e \ /| control. The objectives in this part of the program are to improve the

\! 4 | overall efficiency of the public sector by establishing a Treasury

J | Secretariat in the Finance Ministry, which would have operational control

i of the unified fiscal budget; strengthen the Planning Ministry's
departments dealing with the planning and monitoring of public investment
. | and current expenditures; undertake operational audits and action plans to

| improve the efficiency of public enterprises; and improve economic
information and accounting control systems. These improvements should be
combined with efforts to increase the pipeline of public investment
projects to support future growth objectives, an endeavor which has been
discouraged by the present moratorium on new projects.
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Zla Social Development. A major casualty of the recession and debt
crisis has been the social programs, including poverty alleviation and
reduction of regional disparities. The program in this area would be aimed
at restoring appropriate levels of education and health services d
improving their cost efficiency; and at improving the productivity and
income levels of the Northeast population, in both urban and rural areas.
The priority to be attached to these areas would be in line with the
proposed shift in emphasis, within the public sector, from productive
activities to infrastructure and social services, and with the parallel
enhancement of the private sector as the main agent for the development of
productive activities.

D. Action Plan for 1986

1986 Government Program | $3kﬁéh1;\;ftﬁx;ﬁ

\

28, In early January, the Government initiated an economic program
for 1986 to promote increased stability with growth and a sound balance of
payments position. It provided for, inter alia: (a) a 6% GDP growth rate;
(b) periodic devaluations equivalent to domestic inflation; (c) limitation
of the real annual rate of increase of domestic public debt to 6%; (d)
reduction in the operational deficit of the public sector, which was then
thought to have been about 3.0% of GDP in 1985, to 0.5% in 1986; (e) a
US$12.5 billion trade surplus and a US$600 million current account deficit;
and (f) a 1607% monetary expansion. The 1986 public sector budget assumed
an inflation of 140% from December 1985 to December 1986.

29, The program is already out—-of-date. It was developed before the
drought and recent spurt in inflation, and predated the fall in oil prices
and increase in coffee prices. The Government is in the process of

revising the program and has already announced some of the changes. To
reduce the temporary spurt in inflation of the past few months, the
Government has initiated a plan to import about US$1.5 billion (financed at
least in part by higher coffee earnings and oil savings) in food to dampen
the agricultural price increase. It is tightening fiscal and monetary
control., The monetary authorities have raised the reserve requirement on
passbook savings accounts and have tightened the regulations on consumer
credit. The Government plans to hold to its original 1986 budget in
nominal terms for the next few months, and does notz}gtend to issue bonds
through April. The tax measures introduced at the end of 1985 appear to be
generating more revenues than expected, thus providing more room to balance
the budget. As indicated in para. 8, preliminary estimates show a net
repurchase by the Government of public debt in January and February, a
marked change from the real increase in outstanding debt in 1985. Further
repurchases may be facilitated by the increased reserve requirement on
savings accounts, which are now available for the Central Bank's use.
Although the operational deficit for 1985 is higher than expected, the
Government's original plan to reduce the deficit to 0.5% of GDP still
holds. It also will be exercising better institutional control over fiscal
policy; the Central Bank is being separated from the Bank of Brazil, thus
ending the latter's status as a monetary authority, and the newly created
Treasury Secretariat within the Finance Ministry will centralize control of
all Federal Government expenditures, To implement the large reduction in
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the fiscal deficit, the Government is maintaining its plans to increase
public sector tariffs, and is studying ways to reduce the wheat and alcohol
subsidies. These corrective price increases could be compensated in part
by passing some of the drop in oil prices to consumers, provided that the
pass—through does not unduly affect public sector revenues or the
adjustment of retail alcohol prices, which are now tied to the price of
gasoline.

30. We are reviewing the adequacy and consistency of the program and
should be completing the assessment in March. The program contains
important elements for a gradualist approach to stabilization--virtual
elimination of the fiscal deficit, limitation of the real increase in
public sector debt to the GDP growth rate, and corrective actions to reduce
price distortions. The Government has also indﬁgﬁsed that the program will
include wage restraint-—-holding real wage gains “é-the growth in
productivity--and a prudent monetary policy. It is not yet clear to us
what the prospects are for achieving through this program a reduction of
inflation rates substantially below the January peak. We expect to have a
clearer view next month, after the return to headquarters of a mission
which is now examining these issues in Brazil.

31. If the program referred to above fails to stabilize prices at a
lower inflation rate than that prevailing today, stronger action would need
to be taken. The program above would then become the preparatory stage for
stronger actions like a monetary reform and a change in the indexation
system. To be successful, these actions require prior elimination of the
fiscal deficit and correction of price distortions. Wage adjustments,
which are now staggered over a six-month period, would also need to be
synchronized prior to the monetary reform. At the time of the changeover,
Aominal interest rates on outstanding financial contracts would have to be
adjusted to take into account the drop in inflation. A temporary wage and
price freeze might be needed. It should be noted that experience with this
kind of shock treatment is limited, and its impact on economic behavior and
growth is not fully known. Therefore, it is difficult to recommend such a
program until it is clear that inflation cannot be controlled with the
standard policy prescriptions. This radical approach would also be apt to
reduce growth temporarily; to some extent, increased foreign assistance at
this point would ameliorate some of the adjustment difficulties.

Other Recommended 1986 Actions

32. The 1986 action plan also includes the following proposed sector
policies in agriculture, industry and trade, energy, financial and fiscal
reform, public sector management and investment, and external debt
management. All are components of the proposed medium-term adjustment
program. Measures to be implemented after 1986, with the propoé}d)timing,
are listed in Annex IIA. The measures listed below concerning Tndustry and
Trade do not include the policies referred to in Annex IIB, which are not
likely to be adopted this year.

Agriculture —Introduction of free trade policy for key 1986-87 crops

(rice, corn, soybeans, cotton, and beans) within a system of
market safeguards to avoid extreme price fluctuations.

-First stage of the phase-out of food price controls and
wheat subsidy, and implementation of targeted food
assistance programs.



Industry
and
Trade

Energy

Fiscal
and
Financial
Reform

Public
Sector
Management
and
Investment

= 31 =

—Initial actions for the revision and simplification of trade
regulations (export registration, import licensing, and
foreign exchange controls) for agricultural commodities.

-Reduction of interest rate subsidies and budgetary provision
for costs of the remaining subsidies.

-Maintenance of present exchange rate policy.
-Strengthening of the drawback system.

-Simplification and increased automaticity in CACEX's import
procedures, increasing decentralization of decision-making.

-Energy pricing policy, especially for petroleum derivatives,
alcohol and electricity, which would better reflect economic
costs and promote efficient energy production and use.
Electricity tariffs in 1986 should be on the average, about
30% higher in real terms than in 1955“ retail alcohol prices
should be close to an efficiency parity with gasoline, with
the remaining subsidies included specifically in the budget;
and oil derivatives should at a minimum be priced at
international levels.

—Initiation of financial rehabilitation of the power sector,
together with balanced resource allocation and improved
system reliability.

—-Reassessment of the alcohol program, including, in
particular, the improvement of agricultural and industrial
productivity in existing alcohol facilities.

-Budget consolidation with budgetary provision for wheat,
sugar, and agricultural credit subsidies.

-Transfer of decentralized funds to the Treasury budget.

—Separation of functions between the Central Bank
and the Bank of Brazil.

-Improved operational control of budgetary operations,
through the Treasury Secretariat and SEPLAN.

-Strengthening and expanded operation, in SEPLAN, of
investment planning and project evaluation mechanisms.

-Introduction of a system in the Planning Ministry for
performance evaluation of public enterprises, development of
rehabilitation programs, and selective privatization
measures.

—-Annual Government review of public sector investmegﬂg with
reference to medium-term investment priorities and control
of the public sector deficit.
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Private —Promotion of investment efficiency through sectoral
Investment adjustment policies for agriculture and energy, and through
and promotion of industrial exports.,

Ez;lngs

—Encouragement of increased private savings and investment
through reduction in public sector deficit and in
segmentation and undue regulation of ba g system; through
tax measures such as accelerated depreciation and through
control of inflation, which would lower interest rates and
reduce uncertainty.

External -Rescheduling of principal on commercial bank and Paris Club
Debt debt falling due in 1986 on terms commensurate with ability
Management to repay, and preparation for a subsequent rescheduling

agreement covering payments falling due in 1987-90.

-Planned annual program of official and commercial
borrowings.

E. The Brazilian Position

33. Many of the key policy directions suggested in this paper have
been discussed extensively by Bank staff with the Brazilian authorities,
with positive results, in connection with proposed Bank loans. We have
reached agreement on several important policy issues related to the lending
program proposed for 1986 concerning Agricultural Commercialization Policy,
Energy, Public Sector Investment, Fiscal and Financial Reform, Public
Sector Management (including, in particular, mecd@é}sms and procedures for
screening and monitoring public investment) and Social Development. There
are some policy areas in which no decision has been taken yet by the
Government, or in which the adopted decisions do not go far enough. These
include trade policy, particularly concerning the manufacturing sector;
fuel prices—-on which disagreements might emerge in the near future;
agricultural credit terms, particularly for the Northeast; and the
stabilization program (see paras. 29-31) and other policy issues (referred
to in para. 36 below) which we have not yet discussed fully with the
Government.

34, The most important remaining long-term issue concerns trade
policy aspects related mainly to the manufacturing sector. We had reached
agreement on the full program included in Annex IIB with a Working Group
formed by the Government to prepare the proposed Export Development II
project. At the political level, however, the question has become
controversial. The Ministry of Foreign Affairs has indicated that any
unilateral decision on trade policy now would undermine Brazil's position
in the GATT and other trade talks. The industrial establishment has
traditionally been opposed to liberalized trade, although its views are
probably changing with the increased importance of exports and better
knowledge of anomalies which benefit some manufacturers at the expense of
others. Policy reform in this area is likely to be slow; however, as
explained above, satisfactory growth and creditworthiness improvements can
occur without such a reform in the next several years. As was noted above,
the Government has agreed in principle-—in connection with the proposed
Agricultural Sector Loan--to establish "free trade” for agricultural
products and to undertake other policy reforms in that sector, all of which
should encourage substantial increases in agricultural production and
exports.,
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35. In another major policy area the Government has now corrected--or
has a plan to correct--most of the distortions introduced the freeze of
public sector prices adopted for several months earlier th ear. One

important exception to this has been up to now the price of petroleum
derivatives, some of which (fuel o0il, naphtha, and LPG) are still below
international levels. (It is not clear yet how the Government's fuel
pricing policy will be affected by the recent decline in international oil
prices.)

36. Other structural issues which have not yet been discussed fully
with the Government include the required incentives for private investment
and savings (on which additional ESW would be required, particularly
concerning tax policy), and the ways to proceed concerning external debt
management and incentives to foreign investment. We are now starting the
discussion with the Government of the scope and time-phasing of further
reductions of agricultural credit subsidies.

F. Growth Scenarios

37. The recommended adjustment program would permit Brazil to grow
rapidly enough to make up for the recent drop in employment and living
standards, in order to continue the economic¢ progress begun in the 1970s,
but would require a strong political will. If the Government adopts the
entire adjustment program, GDP growth of about 8% per year—--the
"high-growth"” scenario--would be possible with the support of additional
foreign resources. If the Government adopts most of the adjustment
program—--the most likely case--then GDP growth would be somewhat lower—-—
say, about 7% per year (the "moderate-growth" scenario). This scenario
assumes that the Government would stop short of some major policy reform,
such as comprehensive trade liberalization or agricultural commercial
policy reform. 1In the least favorable "low-growth" scenario, GDP growth
would be 4-57 per year at most, with the implementation of a smaller

ad justment program spread over a longer period.

38. The "low-growth"” scenario represents a minimum level of effort by
the Government to maintain growth and prevent inflation from escalating
further, It is difficult to specify all of the elements of this scenario.
However, we foresee the Government doing the following: (a) executing a
realistic foreign exchange rate policy, which would at least maintain the
present parity, in real terms, between the cruzeiro and the U.S. dollar,
but failing to implement the reforms proposed in this paper for
agricultural and industrial policies; (b) holding inflation to a new
plateau--of, say, around 300-325%--which would be higher than the 1983-85
levels (200-235%) but somewhat lower than the r, t§s prevailing in January
and February of this year; (e¢) reducing the operational fiscal defiecit, but
failing to achieve the full reduction (to 0.5% of GDP) now planned for
1986; (d) avoiding the introduction of new distortions in the economy, but
resorting to temporary price and wage controls from time to time; and (e)
only partially implementing other policies proposed in this paper (such as
those related to the reform of public enterprises, to the preparation and
monitoring of public investment programs, and to the energy sector) and at
a pace slower than the one envisaged in the two higher-growth optionms.

With the widespread indexation (which permits resource allocation favorable
to growth even with high inflation) and a determined Government effort to
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prevent inflation from escalating further, there is likely to be enough
business confidence to grow for a limited period of time at something like
4-5%, which is much less than the country's potential rate. However, the
risks are large. As noted earlier, shocks outside the Government's control
would disturb this fragile equilibrium. 1In addition, social pressures
arising from the recession, particularly because of the still high
unemployment and underemployment levels (see para. 39), could make this
scenario politically unviable, and the present Government, or its
successor, might be tempted to move toward more populist policies less
conducive to inflation control and long-term growth. On the whole, while
this "low-growth” scenario might prevail for a few years, it would be very
difficult for Brazil to maintain over the long term.

39. In the "low-growth"” scenario, Brazil would need to run a positive
current account balance as well as a large trade surplus to service its
external debt, because no "new money"” would be likely to be forthcoming
from commercial banks and the Bank's annual lending program would be
reduced from about US$1.5 billion presently to about US$S1 billion per year
or less. Exports would grow modestly. With a port growth rate
averaging 2.47% in real terms between 1985-90, E?Sgderate increase in
non-oil imports would be feasible as long as Brazil continues an active
energy substitution program and reduces oil imports in real terms. Credit-
worthiness indicators would improve substantially, and consumption per
capita would increase about 3% annually. However, existing unemployment
and underemployment would not be reduced significantly. GDP growth of 5%
would generate about 2.5-3.0% annual employment growth at normal rates of
productivity change, which would only be sufficient to absorb new entrants
to the labor force, In order to reemploy the estimated 4.5-5.0 million
persons who were negatively affected by the recession and who still have
not found productive jobs, more rapid economic growth is required.

40. The recommended adjustment program would stimulate faster
economic growth in a more stable domestic environment. Unlike the effort
reflected in the "low-growth" option, this recommended program requires
greater success in the immediate future in bringing monthly inflation rates
down to an annualized rate of about 250-280%, and larger subsequent efforts
to reduce that rate through either a gradualist approach or more radiecal
means. If the Government also adopts the overall medium~term approach
envisaged in this paper, but delays the implementation of some proposed
decisions (say, those related to the suggested trade policy reform), the
Brazilian economy could grow at an annual rate--about 7%--that would make
it possible to reduce unemployment substantially. This scenario is
characterized as the "moderate-growth” option. "New money"” and increased
agricultural and manufactured exports would permit higher imports and
investment. The relatively high GDP growth rate would allow per capita
consumption to increase at about 47 per year. Rapid growth would also
strengthen the capacity to service the debt. Traditional creditworthiness
indicators, while improving by a third over the decade, are not
substantially better than in the "low=-growth" option. In this "moderate-
growth” option, the country is incurring more debt toj suppo Ckhe
structural adjustment process and to raise more quickly employment and the
living standards of the population. In general terms, however, Brazil's
ereditworthiness——as reflected not only in the traditional creditworthiness
indicators, but also in the Government's readiness to adopt needed policy
reforms to promote growth, stabilization, and external balance--is
significantly improved. (The scenario is, of course, contingent on an
accommodating external environment, particularly no increase in
protectionism in OECD countries.)
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41. If the Government puts forth maximum effort and adopts the entire
recommended program, the economy could grow even faster. The "high-growth"
option shows GDP growing at about 8% per yea (pnd capita consumption,
at about 5% per year. Slightly larger net foreign capital inflows from
multilateral, bilateral, and private sources would facilitate the process,
As in the "moderate-growth" option, the country's creditworthiness would
improve at a satisfactory rate.
42, Both the "moderate-" and "high-growth" scenarios, as indicated
above, require a substantial stabilization effort. The large increases in
investment and savings rates and continued export growth required for
economic growth of 7-8% annually depend on control of inflation as well as
other policies, as described below. Exchange rate policy and other
trade-promoting measures (see paras. 18-19) would keep Brazilian products
competitive in international markets, and the freeing of agricultural
prices, with Government intervention in the market limited to safeguards
against extreme price fluctuations (see para. 20), would give an additional
boost to agricultural production and exports. Together, these policies
would stimulate growth, thus providing the profit incentive for higher
investment. Policies to reduce undue regulation and segmentation in the
financial markets (see para. 25) and elimination of the public sector
deficit would make more credit available to the private sector for
investment purposes, at a lower cost than exists today. Tax policies, such
as accelerated depreciation, would also provide an investment stimulus., A
permanent drop in inflation (see paras. 28-31) and a clear Government
commitment to conservative fiscal and monetary policies would be likely to
increase the private savings available for investment, as well as raise the
attractiveness of productive, versus financial, investments. Increases in
public savings through improving the internal cash generation capability of
public enterprises, higher Treasury revenues, and expenditure containment,
including a reduction in subsidies, are an important part of the savings
effort (see para. 23). It should be noted that, in all three scenarios,
the domestic savings transferred abroad as factor payments on a net basis
(mainly interest) would continue to be substantial (3-4% of GDP), although
their relative importance, as a proportion of total savings and of GDP,
would diminish gradually.

43, A number of factors would also improve the marginal efficiency of
capital, particularly in the "high-growth" scenario, but also, to a
somewhat lesser degree, under the "moderate-growth" option. Increased
domestic competition and increasing exposure to international markets, as
well as the transfer of technology through foreign privais investment and
capital goods imports, would raise the productivity of p Egte capital.
Public sector investments are also likely to be more efficient, with the
application of economic criteria to new investment projects and with new
infrastructure capacity to be built in line with, instead of ahead of,
demand. In addition, the large infrastructure projects started in the
1970s are now coming on stream, enabling the country to benefit from the
heavy investment costs incurred earlier.

44, Taken together, these and other policies in the recommended
program would stimulate high savings and investment rates (investment would
rise from 18% of GDP in 1985 to 24% by the late 1980s, with savings
increasing proportionately) and a relatively low long-term ICOR of 2.9,
thereby generating GDP growth of about 8% per year in the "high-growth"
scenario. If trade liberalization or agricultural commercial policy reform
is delayed--the most likely "moderate-growth"” scenario--the investment rate
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would be slightly lower (23%) and the ICOR slightly higher (3.2), thus
reducing GDP growth to about 7% per year. With a smaller package of policy
reforms (the "low-growth" option), the potential for growth is lowest (5%
per year), investment would increase only to 19% of GDP, and the ICOR would
remain high (3.8). Foreign borrowing also would vary according to country
effort. As the adjustment effort intensifies, more foreign borrowing not
only would be beneficial to growth but would also soften the domestic
adjustment effort required.

G. The Role of the IMF

45, An IMF stand-by agreement to replace the Extended Fund Facility
has not materialized, so there is currently no formal arrangement for IMF
monitoring of fiscal, monetary and balance of payments performance. The
Government has indicated that (for the present) it does not intend to
pursue stand-by arrangements, although it is keeping the Fund informed on
matters of economic policy and the implementation of its program. We would
seek to maintain close cooperation with the Fund in implementing our
proposed country program, both on operational matters such as the fiscal
and monetary provisions required for programs supported by the Bank and the
wider policy and management issues of common interest and concern.

46. Fund participation in the assessment of Brazil's economic program
would facilitate the Government's negotiations with the international
banking community and the Paris Club. After substantial "involuntary
lending” in 1983 and 1984, commercial banks did not have to consider "new
money” for Brazil in 1985 because of its improved balance of payments
position. Independent of “"new money", however, Braﬂgﬁgneeds to reschedule
the existing debt of commercial banks, probably at least until 1990. The
banks had until recently maintained that, if they were to reschedule
existing debt or make new commitments, Brazil would need to agree to a
stand-by arrangement with the Fund. Now, it appears probable that a
one-year agreement will soon be reached with the banks to reschedule the
1985 debt and roll over 1986 debt until early 1987.

47. The Government intends to begin negotiations to reschedule its
official bilateral debt after completing the rescheduling agreement with
commercial banks. In anticipation of such an agreement with Paris Club
creditors, the Government has stopped payments on bilateral debt. Usually,
rescheduling is conditional upon an IMF agreement, Therefore, the absence
of a Fund agreement will probably complicate the negotiations.

H. Monitoring

48. The proposed procedures for assessing the Government's policies
are described below. Our evaluation of the Government's short- and
medium-term economic program would provide the framework for Bank lending,
and could also be used by the Government in its discussions with commercial
banks on co-financing. Subsequent assessment of the Government's program
would proceed at two levels:
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(a) Before submitting a policy loan to the Board, Bank staff
would review Brazil's economic performance, to ascertain

whether the program is on track.

A positive conclusion

would be needed in order to submit each policy loan to the

Board.

(b) Specific policy reforms would be supported by individual
loans, such as those reported in the following table:

Policy Area

A‘

B.

C.

Industry and Trade

Agriculture

Energy

Investment and Savings:

1. Public Sector Investment
and Savings

2. Private Sector Investment
and Savings

Balance of Payments

Fiscal and Financial Reform
Public Sector Management
Stabilization

Social Development

* Under the "high-growth" option only.

49.

evaluation of progress in
including public investment and sectoral missions.
o be done in close coordination with IMF staff.
Bank, in connection with proposed loans, would also
financing for specified priority projects.

missions,
expected t
to be performed by the
be used to recommend coO

Monitoring Instruments

Export Development Loans*
Industrial Restructuring Loans

Agriculture Sector Loans
Agriculture Credit Loans

Power Sector Loans
Transportation Sector Loans

Public Sector Management Loans
Public Sector Review missions
Overall Bank economic assessments
IMF reporting

Overall Bank economic assessments
IMF reporting

Overall Bank ecogzghc assessments
IMF reporting

Financial Sector Reform Loans
Public Sector Management Loans
IMF reporting

Education Sector Loans

Health Sector Loans

Northeast Rural Devt. Loans

Northeast Small and Medium Scale
Industry Loans

The overall economic assessment of the program and the periodic

its execution would be undertaken by economic

The work is
The monitoring
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50. Whenever possible, the policy loans would be based upon policy
actions taken before Board presentation, with further progress being a
condition for processing subsequent loans in the sector (and for
maintaining the level of the expanded overall lending program). In a few
instances, as in the proposed FY86 Agricultural Sector Loan, the loan would
be disbursed in two tranches, with policy conditionality attached to both
of them.

I. Financing Requirements

51. Increased external support would be essential to the success of
the medium~term adjustment program under the "moderate-" and "high-growth"
options. Under the "low-growth" scenario, Brazil would need only about
US$1.0 billion per year in medium— and long-term net capital inflows over
the next five years. Since we are not sure that commercial banks would
resume lending to Brazil under this "low-growth" scenario, we have assumed
that the multilateral and bilateral institutions would provide most of the
required new resources. Faster growth with adjustment, as described in the
“moderate-growth” option, would require on average an additional USS$4.1
billion per year in net disbursements--US$0.6 billion from the World Bank,
US$2.5 billion from commercial banks, and US$1.0 billion from other
sources. If even higher GDP growth is attained (the "high-growth" option),
an additional US$1.0 billion per year in net M&LT inflows would be needed.
(Alternatively, Brazil could choose to maximize exports but, instead of
raising GDP growth to 8%, could opt to reduce the rate of debt
accumulation. 1In our view, this is not the preferred option, since rapid
employment growth is important and the country's creditworthiness position
improves substantially even with more borrowing.) Annex I provides the
details for this section.

52, World Bank Financing. The Bank's support is based on a
graduated-response posture. Annual lending in 1986-90 varies between
US$1.0 billion under the "low-growth" option and US$2.0 billion under the
"moderate-growth"” alternative. These commitment levels would be
consistent with annual total gross disbursements of, respectively, USS1.1
and US$1.7 billion from the entire Brazil loan portfo ig, and annual total
net disbursements of US$0.4 and USS$1.0 billion. Thefﬁ posed lending under
the "low-growth"” option would make the Bank's relative exposure in Brazil
decline to below 10% of our overall portfolio by 1990, while under the
"moderate-growth” scenario, Brazil's share in the Bank portfolio would
increase to slightly over 11%. The specific lending level for each year
would depend upon the degree to which the required reforms are adopted and
implemented, and would in practice be determined by the extent to which
policy reforms associated with specific loans are put into effect.
Co-financing would be an important component of an expanded program, in
order to attract commercial bank funds for priority projects.

53. The Bank's current program for Brazil envisages an annual US$1.5
billion lending level. The program for FY86=87 includes three large quick-
disbursing loans. All other operations in the program are more
traditional, and slower-disbursing, project and sector loans. Most of the
increase required to reach the expanded US$2.0 billion level referred to
above would come from additional policy-based operations in support of the
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Government's adjustment program; they could include additional agricultural
sector loans, sectoral financial rehabilitation loans, and possibly
industrial restructuring and trade-related operations. The additional
lending would also include increases in our program for education
(particularly vocational training) and health to support the social content
of the adjustment program.

54. If the Brazilian Government is willing to adopt the full
adjustment package, then Bank lending levels could reach US$2.5 billion per
year (the "high-growth" scenario). A series of policy-based loans, for
example, in support of comprehensive trade reform could be added to the
lending program. These lending magnitudes would increase the Brazilian
share of the overall Bank portfolio to 13% by 1990.

55. Other Sources of Financing. The "low-growth" option requires
virtually no "new money” from commercial banks and a very low level of net
inflows from other sources. As indicated above, however, to maintain a
growth rate high enough to reduce unemployment and underemployment
substantially, Brazil would indeed need net medium-term financing from the
commercial banks (as well as adequate short-term credit lines). According
to the "moderate-growth"” projections presented in this paper, such inflows
should reach an average annual level of about US$2.5 billion in 1986-90,
which would be equivalent to a 3.5% annual increase in their nominal
exposure (but to about a 4% reduction of their exposure™i® real terms). It
is also estimated that the "moderate-growth™ option would require about
US$1.5 billion per year in net inflows from suppliers, official export
agencies and the IDB, and about US$1.1 billion per year in foreign direct
investment. IDB lending to middle-income countries like Brazil, while
constrained by present institutional policies, is assumed to expand
substantially. Under the "high-growth" option, net new commercial bank
lending would average almost US$3.0 billion per year for the next five
years, and net inflows from other sources (apart from the World Bank),
about USS$1.7 billion.




ANNEX T

Page 1.
Table 1. BRAZIL--HISTORICAL DATA
1980 1981 1982 1983 1984 1985%
Real GDP Growth Rate Per Annum 7.2 ~1.6 0.9 ~3e2 4.5 7.0
Debt to Exports Ratio !/ 3.2 3.1 4ol 3.9 3.4 3.7
Interest Payments to Exports 34.0 40.3 52.1 43.4 37.0 39.9
Ratio (%) 2/
Total Debt to GDP Ratio (%) 3/ 27.9  28.9  31.9 443 47,2 47.2
Interest Payments to GDP Ratio (%) 4/ 3.0 3.7 baob 4.9 5.4 8.1
Debt Service Ratio (%) 3/ 64.2  69.1  90.7  58.45/ 72.3  80.5
Terms of Trade (1983=100) 119.8 111.8 106.6 100.0  107.7 113.1
Real Growth Rates of: Imports ~12.3 -5.3 -=13.4 =20.7 -0.3 4.4
Exports 23.6 21.6 -10.4 15.3 25.9 -2.3
Current Account Deficit -12.4 -11.0 -14.8 -6.1 «5 =143
(USS Billions)
Interest Payments 7.5 10.3 12.6 10.3 11.4 10.9

(US$ Billions)

i/ Total

E/ Total
and

3/ Total
“f Total
5/ Total

debt, including short-term, as a proportion

interest payments, including short-term, as
NFS

debt, including short-term, as a proportion
interest payments, includ{hff short-term, as

interest payments plus amortization on M&LT

percentage of Exports of Goods and NFS

6/ Includes only amortization actually paid

* Estimate

of Exports of Goods and NFS

a percentage of Exports of Goods

of GDP

a percentage of GDP

debt (before rescheduling) as a



Table 2: BRAZIL - PROJECTICNS OF KEY VARIABLES - "HIGH GRO4TH™ OPTION

1985 1986 1987 1988 1939 199¢ 1995
National Accounts Indicatars
GDP Growth Rate 7.9 2.0 B.0 6.1 B.1 B.1 8.0
6DP per Capita - 1985 $US 1553.9 1642.4 1736.4 1E36.6 1942.7 2058.2 2734.7
BNF Growth Rate a2 9.4 2.4 B.5 8.4 8.5 8.2
GNP per Capita - 1985 $US 1/ 14469. 4 1571.9 1670.5 1772.9 1821.9 19°9.0 2680.0
Consumption per Capita Growth Rate b.4 4.9 4.4 5.3 -5 | b.b 5.8
Private Investeent to BDP Ratio 12.3 14.¢ 16,! 16.9 & ) 17.7 17,7
Public Investfddt to GDP Ratio 5.7 5.6 5.9 b1 6.3 6.3 6.3
Public to Fridade Investaent Ratio 45.3 38.9 6.4 ibl 15.6 35.6 15.4
Frivate Savings to GDP Ratio 4.6 14,7 15.4 159 16.7 16.7 17.4
Public Savings to GDF Ratio 2.8 4.8 3.6 b1 8.3 6.3 6.3
Trade Indicators 2/
Trade Surplus (US$ billions) i2: 12.3 12.4 13,3 14.6 16.8 28.1
Exports of Goods Real Growth Rate =23 2,5 3.3 6.5 1.3 7.9 B.2
Exports of GNFS/6DF (1) 12.7 12.1 11.8 11.8 11.8 1% 1.8
Imports of Goods Real Growth Rate 4.4 21.b ) ) 16,3 14.8 1.9 8.4
Imports of GNFS/GDP (1) 7.8 £.3 8.9 5.3 9.6 12.0 10,0
Creditworthiness Indicators 2/ 3/
Total Debt Outstanding and Disbursed (US $ billions) 1.1 104.5 199.3 116.9 122.9 130.%9 161.0
DOD/BDP (X) 4/ 47.2 42,2 J8.4& 34.9 31.8 29.1 19.5
DOD/X Ratio 37 3.5 L, 3.0 T 2.4 1.7
DS/X (1) 80.5 19.5 72.4 63.9 59.0 19.3 29.4
Interest Paysents/GDP (1) 4/ S| 3.9 35 2.2 2.9 2.4 1.8

Footnotes:
1/ GNP per Capita was converted into $US using a period average exchange rate.Not comparable with World Bank Atlas figures which were
obtained using as conversion factor a three year moving average axchange rate.
2/ Exports and imports include that of goods and non-factor services.
3/ Debt includes public and publicly quaranteed, private non-quaranteed and short tera debt.
4/ Calculation assumes maintenance of thwal exchange rate,

4%

*Z 98eg
I XHINNV
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Current Account

Net Flows (as gercentage
of GDP)

Bross Disburseaents
Amortization
Net Disbursesents

Cunlitlgntgg 22
bross Disbursements
hmortization

Net Disbursements

Coamiteents

Gross Disbursesents
Amortization

Net Disbursesents

Commitments

bross Disburseaents
Amortization

Net Disburseaents

Comaltments

bross Disburseaents
Amortization

Net Disbursements

Commitments

Bross Disbursements
Amortization

Net Disburseaments

TABLE 3: BRAIIL FINANCING REQUIREMENTS AND SOURCES (HIGH GROWTH OPTION)
(US$ Millions)

1985

(1,339

807

10,625
9,593
1,032

1,500
0O
400
400

275
297
136
161

1,000
1,093
1,011

82

(34)
1,100
1,565
1,142

423
6,797
6,797
6,797

0

(200

(300)

0. 482

1986

(1,233)

792

15,632
12,033
3,599

2,500
1,646

418
1,228

800
290
157
133

1,300
1,646
834
812

(39)
l|500
1,510

975
535

10,470

10,470
9,540

930

(1,600)

(536)

(1,022)

1,454

{1} A 1986-90 rescheduling of amortization paysents to comsercial banks
will result in gross disbursements equal to net disbursements,

1987

(2,405)

1,275

17,845
12,583
5,262

2,500
2,126

542
1,584

800
366
173
193

1,300
1,420
637
783

(40)
1,600
1,705

882

823

12,180
12,180
10,241

1,939

(1,968}

(926)

(1,238)

1.838

1988

(3,321)

1,457

18,824
12,597
6,227

2,500
2,214

637
1,579

800
456
186
270

1,400
1,478
861
817

(84)
1,600
1,704

902
802

12,952

12,952

10,109
2,843

(2,285)

(689)

(1,389)

1,873

1989

(3,882)
1,737

19,854
12,821
7,033

2,500
2,297

931
1,366

800
372
214
158

1,400
1,460
493
767

(87)
1,650
1,673

899

774

13,842
13,842
9,987
3,855

(2,785)
(566)

(1,537)

1.817

1950

(4,265)

1,916

19,764
11,516
8,248

2,500
2,387
1,170
1,217

800
LY,
260
402

1,400
443
499
o0

(89)
1,650
1,650

958

692

13,615
13,615
8,333
5,282

(3,478)

(495)

(1,926)

1.832



TABLE 4: BRAZIL FROJECTIONS OF DEBT OUTSTANDING AND
DISBURSED (HIGH GROWTH OFTION)

CATEGORY (UE% Millions)
R . 5 A3 o e e S i
1985 1786 1987 1988 1989 1990

World Eank 4,308 i TR 74117 83,694 10,062 11,275

Other Multrlateral 1,942 2,075 2,268 2,538 2,896 3,298

Official Export Credits 6,256 7,068 75,851 8,668 9,435 10,179

Dther Official Net 5,694 33657 3,997 3,013 E,426 4 BE7

Supplier 's Credits &4,215 74450 8,243 ?,075 7,849 10,541

Commerci%ggﬂanks bh 467 b7 s 397 659,33 B 7h 034 81,316

Total Medium and Long-—
Term DOD 89,581 95,180 @B,442 104,669 111,702 119,950

*t 88eg

I XINNV



Table S: BRAZIL - PROJECTIONS OF KEY VARIABLES - *MODERATE GRONTH® OPTICN

1985 1984 1987 1968 198¢ 1990 1995
National Accounts Indicators
6DP Growth Rate 7.0 7. Tl 7.1 Tl 7 7.2
GOP per Capita - 1985 $US 1553.9 1627.8 1705.5 1787,2 1874.8 1967.0 2505.9
GNF Growth Rate 1.2 B.4 7.6 7.5 7.4 7.5 7.4
GNP per Capita - 1985 $US 1/ 1448.4 1357.3 1639.5 1724.5 1813.9 1909, 2 2453.5
Consumption per Capita Growth Rate 6.4 4.0 4.3 4,7 1.2 5.4 Sl
Private Investment to GDP Ratio 12,3 14.4 13.2 16.0 16.9 16,9 1.1
Public Investment to GDP Ratio 5.7 3.6 5.8 6.0 .1 6.1 6.3
Public to Private Investsent Ratio 46.3 38.9 38.2 3.5 Ib.1 36.1 35.6
Frivate Savings to 6DP Ratio 14.6 14,6 14.9 15:3 16.0 16.3 123
Public Savings to GDP Ratio 2.8 4.8 5.5 £.0 6.1 6.1 6.3
Trade Indicators 2/~
Trade Surplus (US$ billions) 12.1 12.3 13.1 14,2 13.7 18.1 28.1
Exports of Goods Real Growth Rate -2.3 2.3 4.0 4.6 5.3 o.% 1.3
Exports of GNRS(BDP (1) 127 12.2 1.9 9 A 1.5 1i.5 1.4
Imports of Goddg Real Growth Rate 4.4 21.5 12.9 11.3 10.7 B.6 7.8
Imports of GNFS/BDP (X) 7.8 8.4 b 8.9 9.1 9.2 9.7
Creditworthiness Indicators 2/ 3/
Total Debt Outstanding and Disbursed (US $ billions) 101.1 104,7 109.1 114.5 120.8 126.8 155.8
DOD/BDP (1) 4/ 17.2 42.7 38.8 35.4 32.4 29.5 20.¢
DOD/X Ratio 3.7 3.5 3.3 3.0 2.8 2.6 1.8
DS/x (%) 80.5 79.6 73.4 66.0 61.7 32.8 3.9
Interest Payments/GDP (1) 4/ 5.1 4.0 3.6 3.3 3.0 2.6 1.9

Footnotes:
1/ GNP per Capita was converted into $US using a period average exchange rate.Not comparable with World Bark Atias fiqures which were
obtained using as conversion factor a three year moving average axchange rate.
2/ Exports and imports include that of goods and non-factor services,

3/ Debt includes public and publicly guarantead, private non-quaranteed and short ters debt.
4/ Calculation assumes maintenance of the real exchange rate,

*¢ a8eg
I XINNV



ANNEX I
Page 6.

Current Account

Lirect Foreign Investment (Met)

MLT

1) World Bank

J) Official Export Credits

4) Other Official Net

Net Flows (as percentage
of 6DP)

{1} A 1986-90 rescheduling of amortization payments to commsercial banks

Bross Disbursements
fmortization
Net Disbursements

Comsiteents

Bross Disb@@-ents
Amortization

Net Disbursesents

Commiteents

Bross Disburcements
Amortization

Net Disbursements

Commitments

bross Disbursements
Rmortization

Net Disbursesents

Cosmitments

Gross Disbursements
Amortization

Net Disbursements

Cossitaents

bross Disbursements
Raortization

Net Disbursements

TABLE 6: BRAZIL FINANCING REQUIREMENTS AND SOURCES (MODERATE GRONTH OPTION)
(US$ Millions)

1985

(1,339)

807

10,625
9,593
1,032

1,500
800
400
400

275
297
136
161

1,000
1,093
1,011

82

(34)
1,100
1,565
1,142

423
6,797
8,797
6,797

0

(200)

0

(3060)

0.482

1984

(1,503)

794

15,542
12,032
3,310

2,000
1,348
418
930

275
280
156
124

1,300
1,646
834
812

(39)
1,400
1,480

975
505

10,718

10,718
9,540
1,178

(1,400)

(536)

(863}

1.430

will result in gross disbursements equal to net disburseaents.

1987

(1,660

B79

16,993
12,583
4,410

2,000
1,626

542
1,084

500
S ]
173
142
1,300
1,420

637
783

(40)
1,600
1,655

882
773

11,929

11,929

19,241
1,688

(1,847)

(926)

(836)

1,369

1988

(2,284)

,063

1,600
1,684
902
782

12,692
12,692
10,109

2,383

(2,274)

(689)

(1,128)

1.641

1989

(3,052)

1,247

19,073
12,770
6,303

2,000
1,797
889
908

500
404
214
190

1,300
1,380
693
687

(87)
1,600
1,658

890
768

3,824

13,824
9,987
3,837

(2,597)

(566)

(1,335)

1.688

1990

(2,621)

1,429

17,175
11,405
5,770

2,000
1,887
1,086

801

500
444
241
203

1,300
1,343
699
b44

(89)
1,600
1,600

950
450

11,892

11,892
8,333
3,559

(2,700)

(495)

(1,383)

1,341



TABLE 7: BRAZIL PROJECTIONS OF DERT OUTSTANDING AND
DISBURSED (MODERATE GROWTH OFTION)

CATEGORY (US$¥ Millions)

1985 1984 1987 1988 1989 1990
World Bank 4,505 Oy 238 &y 319 74,398 83,3506 24107
Other Multilateral 1,935 2,057 2yl T9 2y 564 2,554 24 75%
Official Export Credits b, 204 7,068 L 8,638 94329 9,967
Other Official Net B, 696 T 6E7 24597 A B I4426 3,327
Supplier’'s Credits 6,915 7420 8,193 8,975 D, 74E 10,293
Commercial BRanks bb 467 b7 645 e LA ¥i14918 75,753 79312

Total Medium and Long-
Term DOD B9 572 93;082 97,492 102,804 109,107 114,877

*/ 28eg
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Table 8: BRAZIL - FROJECTIONS OF KEY VARIABLES - "L7W GROWTY® NFTION

L1785 15784 1987 {988 1359 1990 1975

National Accounts Indicators

GDF Growth Rate 7.0 5.0 5.0 5.0 3.0 3.0 9.1

GDF per Capita - 1985 $S 1553.9 1596.8 (640.9 1586. 4 17349 {734.9 2059.2

GNP Browth Rate 7.2 b2 3.5 5.5 5.4 L 3.3

GNP per Capita - 1985 $US 1/ 1466.4 1526.2 1576.0 1626.2 1678.4 1733.6 2022.3

Consumption per Capita Growth Rate b.4 2.3 3.4 3.3 3.9 3.4 3.2

Frivate Investment to GOF Ratio (2.3 13,7 13.7 1.7 13.7 13,7 13,7

Fublic Investment to GDP Ratio 5.7 5.3 23 5.3 5.3 5.3 7]

Public to Private Investsent Ratio 4.3 38.7 3BT I8.7 38.7 JB.7 18.7

Private Savings to GDF Ratio 14.4 14.2 14,2 4.4 14.4 4.8 4.3

Fublic Savings to GDP Ratio 2.8 4.3 3.0 5.0 5.0 3.0 3.3
Trade Indicators 2/

Trade Surplus (US$ billions) 12.1 13.1 14.4 16.0 17.8 2.9 3.3

Exports of Boods Real Growth Rate -2.3 2.5 .4 2.4 2.4 2.5 a3

Exports of BNFS/GDP (Y) 12.7 12.4 12 12.0 11.8 11.6 10,6

Imports of Boods Real Growth Rate 4.4 12.7 3.2 5.2 %32 Nl R

Imports of BNFS/EDP (1) 7.B 8.0 3.0 6.0 7.9 L9 8.2
Creditworthiness Indicators 2/ 3/

Total Debt Outstanding and Disbursed (US $ billions! 1o1.1 163.0 14,7 106.7 106.3 106.2 100,7

DOD/GDF (%) 4/ 47.2 42.8 8.7 SL 10.8 21.2 16,2

DOD/X  Ratio 3.7 3.4 3.2 2.9 2.4 Zast 145

DS/x (1) - 80.5 79.3 74.0 6.9 62.7 53.4 9.5

Interest Payments/GDP (%) 4/ 5.1 4.1 7 3.3 3.0 25 1.3
____________________________________________________________________________________________________________________________________________________________ i %
Footnotes: % &

1/ GNP per Capita was converted into $US using a period average exchange rate.Not cosparable with World Bank Atlas figures which were ® ij

obtained using as conversion factor a three year moving average axchange rate,
2/ Exports and 1mports include that of gcods and non-factor services.
3/ Debt incluces public and publicly fuayanteed, private non-quaranteed and short term debt,
4/ Calculation assumes maintenance of pthe real exchange rate.



ANNEX I TABLE 9: BRAIIL FINANCING REQUIREMENTS AND SOURCES (LOW GROWTH OPTION)
Page 9. (US$ Millions)

1985 1986 1987 1988 1989 1950

Current Account (1,339 (B3) 37 1,352 2,011 3,265
Direct Foreign Investment (Net) 807 798 BB7 977 966 1,054
MLT Bross Disbursesents 10, 13,767 14,323 13,589 13,2084 11,104

0,625
fAmortization 7,593 12,031 12,3BF 12,597 12,641 11,115
Net Disbursements 1,032 1,736 1,740 §92 963 (n

1) MWorld Bank Cosmiteents 1,500 1,000 1,000 1,000 1,000 1,000
__________ Gross Disbursesents 80O 1,028 1,051 1,066 1,062 1,087
Amortization 400 418 942 637 BOS 920

Net Disburseaments 400 616 509 29 257 137

2) Other Multilateral Commiteents 275 250 250 250 250 250
__________________ Grpss Disby nts 297 713 273 273 264 266
».'Emzam?? 136 155 173 186 214 22

Net Dicburseasents 161 118 100 87 50 40

3} Official Export Credits Commitaents 1,000 750 750 750 750 730
_______________________ Gross Dishursesents 1,093 1,481 980 898 780 793
Amortization 1,011 634 637 661 693 699

Net Disbursements 82 647 147 257 87 94

4) Other Official Net {34) (39) (60} (B4} (87) (89)
S) Supplier’s Credits Cosaitaments 1,100 850 850 850 850 900
__________________ Gross Disbursesents 1,565 1,315 1,158 974 908 78
Amortization 1,142 975 882 902 845 841

Net Disburseasents 423 340 273 72 63 34

b) Coamercial Banks(1} Comsitaents 6,797 5,600 10,816 10,360 10,180 8,106
________________ Bross Disbursements 5,797 9,600 10,816 10,36¢ 10,180 8,104
Resortization 6,797 9,540 10,241 10,109 9,987 8,333

Net Disbursements 0 60 375 251 193 (227)

Other Capital (200) (1,400) (1,647) (1,986) (2,182) (2,930)
INF (Net) 0 {535} (926) (689) (566) (493)
Change in Reserves (300 (516} (593) (48] (792)  (883)

Net Flows (as percentage
of BOF) 0.482  0.721  0.643  0.325 0,163 {0.003)

{1} A 1986-90 rescheduling of amortization payments to cossercial banks
will result in gross disbursesents equal to net disburseaents.



CATEGORY

Worlad Hanlk

(ther Multilateral
Official Export Credits
Other (MBI cial Net
Suppliedds Credits
Commercial Banks

Total Medium and Long-
Term DOD

IABLE

1

15465

4,305
1,970
b4 256

&, 910
L 467

89,609

BRAZIL FPROJECTIONS OF DEBT OUTSTANDING AND
DISBEURSED LOW GROWTH OFTION)

(LSE Millions)

1986 1987
4,915 5,424

2, 0ua dales

by FOT 7,246
5,657 5,597
7,255 7,528
66,527 67,102

91,545 FELO0BE

1788 1989 1990
5,853 H,110 &H.247
L4278 2,325 24,365
7485 7,870 7 664
T,513 w426 S
7 4 H00 7 baE 7 4697

&7 503 &7 ,546 67,319
94,077 G4, 640 P4 g b629

‘0T @23eg
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BRAZIL, — PROPOSED MEDIUM-Teud ADJUSTMENT AND GROWTH PROGRAM Page I

Moderate—Growth Option

Main Goals: (1) To maintain growth rates in 1986-90 which are high enough to provide employment to
new entrants in the labor force, and to a nmber of currently underemployed workers
equivalent to 2% of the labor force per year. Target average growth rate 7% per year.

(2) To improve the country's creditworthiness, consistent with a reduction of the debt to
export ratio fram 3.7 in 1985 to 2.6 in 1990, and 1.8 in 1995.

(3) To reduce domestic inflation substantially by 1990.

Timing
Area Policy Objectives Actions Taken by Government Further Measures Recommended TB&ELO%“B?“JU

A.BALANCE OF PAYMENTS

1. Exchange Rate Maintain international Devaluation of 30% in 1983; +Maintenance of competitive * ok ok k%
Policy competitiveness subsequent full adjustment to rate policy through
domestic inflation periodic adjustments which are

at least equal to the
difference between domestic
and international inflation

2. Trade Balance Maintain trade surplus Exchange rate policy and +Policies on Industry and * * ok 0k %
levels consistent with other measures required to Trade culture and Energy
growth and stabilization achieve an anmal US$12 (See B, % and D)
objectives and with gradual billion trade surplus in 1984
ction of debt service and 1985
ratios
3. Debt Debt rescheduling to reduce Annual arrangements for +HRes of principal on ¥ * % % %
Management adjustment pressures, r&ecl’edu]_i_t% principal old commercial-debt falling
19 ted new payment, 1982-85. due 1986~90 (%ti—year
borrowing in amounts con— rescheduling, with rovement
sistent with stability and of terms over the 19 5
growth objegtives, and with agreement, would be
gradual ion of debt preferable) &\
service ratdd to sustain- anngi
able level by around 1990 Controlled and limited new +Planned programs of * & X % %
borrowing, 1982-84. No new official and commercial
comercial borrowing 1985. borrowing
4. Direct Resumption of direct - +Review of foreign investment *
Invesiment investment inflows to and technology transfer
complement domestic policies
investment
+Policy changes as required *

+ Denotes policies essential to adjustment program.



?ﬁ‘a, 1986
Page

Policy Objectives

Actions Taken by Government

Further Measures Recommended

986878889290

B. INDUSTRY AND TRADE

1. Exchange Rate
Policy

2. Export
Development

3P}cport
nancing

4. Tmport Regime

Bank support

Maintain international
competitiveness

Improve industrial
gg?ijl::(i:tidtymﬂmml h
ency; growt
rate of manufactured
exp;glirts of 13% ammually, to
t import ion
&%ile coveringegggltnservice

Rationalize and extend
financing arrangements for
exports

Increase the market
incentives to improve
gualitiv and lower costs of
¢ production; as a
by-product increase
revernes from import trade

Liberalization of duty
drawback system for
exporters, extension of
drawback system on
limited basis to indirect
exporters and removal of
fiscal export subsidy
(credito premio)

{llgdtmtiagi aof subsidy element
pre—s nt export
financing e

Elimination of tariff
surcharges; reduction in
average tariff level and in
nunber of items subJect to

increﬂsed fle:d.bilit:y in
external fi

requiremen rts;
liberalizat#o of fimms,

import p for anmual
inports to US$100,000;
increased aut to CACEX's

onomy
field offices; and elimina—
tion of foreign credit
financing as a criterion for
t}ge a cation of the Law
0 rs

(Export Development I, FY84)

See A.1

+Strengthening of export
romotion through improvements
quality control and
certification; marketing,

design and pam ; access

of small and size fims
to export p ticn services
informatiom; coordination

amarg m agencies and
private associations;
decentralization and greater
automaticity of export
procedures

+Simplification of indirect
drawback system

+Elimination of remaining
indirect taxes on exports

Strengthening of export credit
insurance

+Simplification and increased
automaticity in CACEX's import
res, increasing
ecentralization of
decisiormaking

ESW on Industry and Trade



ANNE A
MIB, 1986

Policy Objectives

Actions Taken by Government

Further Measures Recommended ‘rm—w—w

Ce AG.RI(IIL'I‘[EE_
1. Agriaultural
Credit

2. Trade and
Pricing

Rationalization of rural
credit system

Trade liberalization and
development of efficient
marketing system

Elimination of negative real
interest rates, Center—Smth
(1983) and

reductions in I\brth-bbrtheaht
(1985)

provision for costs
of interest rate subsidies
zation costs for
eral and State banks,
monetary correction shortfall
North-Northeast)

+Hlimination of negative real
interest rates in North—
Northeast, except special
target groups

+Market interest rates in
Center-South, except special
areas

Market interest rates in
North—Northeast, except
special target groups

+Full fiscal provision for
remaining subsidies

+Introduction of free trade
policy for 1986-87 crops,
within defined price 11m:lts

+Phase-out food price controls
and wheat subsidy, implement
targeted food assistance

programs

Reopen access to external
futures t , remove tax on
domestic futures trading

Establish legal/regulatory
framework for storage warrants,
bankers acceptance matters in
bonded agricultural commodities

+Revision, s ]incation of
trade regula ons (export
registration,

licensing, and

S v
ag‘rigﬁtm.l?u 3-&1%?;3
Establish agricultural price
data system



ANNEX
Febn , 1986
Page

Timing
Area Policy Objectives Actions Taken by Government Further Measures Recommended T%“QU

+Full free trade arrangements * *
for key agricultural products

(rice, corn beans, cotton,

and beans) ect to minimm

price , market

saf and government

st management

Start domestic futures market *

for major agricultural
camndities and bankers

acceptance trading

Integrated data systems for *
CACFX, Central Bank
Improved crop forecasting and * %
stock information systems
3. Taxation Minimize tax disincentives - +Reform of tem of k%
to agricultural export agricul taxation
(Agri Agri
Bank Support ailture Credit and ailture Sector II *
e Export Loan, FY83) Agriculture Credit I *
Agriculture Sector III *
Agriculture Credit 11 *
%‘dcultuml Credit III *
F1 x % ok *
ESW an cul ture * * %
D. ENERGY
1. Ene Cost-effective development Reassessment of energy Development of a long- *
Dev&pmnt and of domestic energy investment priorities (1985) term energy efficiency plan
Conservation resources _ " & B
+Pricing policies promoting
efficient domestic energy use
2. Electric Power  Realistic investment and Formnulation and initiation of  +Financial rehabilitation; L
financial plans and Investment Program for balanced resource allocation,
implementation Financlal Plan for 1984~88; improved system reliahility,
real tariff increases tariffs to be brought into
line with long-run marginal
costs e
3. Alcohol Improve efficiency of mwh& almScdnml *
aleohol production in rogram, with emp on
context of lower petroleum fncreashg tivity and

prices on pricing cy to cover
costs



ANNE
Fs?‘lf}, 1986
P.

Policy Objectives

Actions Taken by Government

Further Measures Recommended

pﬁmﬂg

Bank Support

E, INVESIMENT AND

1. Public Sector
Investment

2. Private
Inves tment

3. Savings

Program limited, with
ied exce tions, to

completion of riority
rehabilitation—recovery
programs

Increase market incentives
for private sector mvest-
nant: in new p

Dgsupport target

Major increases in savings
available for private
investment

(Power Transmission, Conser—
vation and Distribution
loans, FY85)

Increased supervision of
public sector, including
state enterpr[se, investment

?W ; real reductions in

Reductions achieved in
Government spending and
deficit financing, 1983-85.

Power Transmission
Power Sector I
Power Sectgz II
Transport Sector I
%G}msgcwatim
rt tor 11
Cofinancing

+Annual Government review and
mnitoring of public sector
investment in context of
multi-year investment program,
and improved economic
evaluation g projects
(with contir]

and progresd

of rew external
funds into key areas of reha—
bilitation and/or priority new
investment

Promotion of investment
efficiency sectoral
adjustment policles (see B,C,D)

ement of increased
investment through and
financial reforms (see F.3 and
?))and stabilization measures
H

+5Stabilization measures further
reducing the deficit and the
disincentives to save (see H)

Preparation of tax measures to
promote savings

TImplementation of tax
incentives for savings



ANNE
Feb

Pag

8, 1986

Area

Policy Objectives

Actions Taken by Government

Further Measures Recommended

F. FISCAL AND
FINANCTAL REFORM

1. Budget
Consolidation

2. Monetary
Authorities

3. Barks

Establish basis for
improved fiscal management

Strengthen basis for

monetary policy formilation
and management

Restore the institutional
base for growth in
and private investment

o
(4%)

Creation of Treasury
Secretariat to manage budget
transactions

Inclusion in 1986 budget of
most quasi-fiscal items
formerly in the "monetary”

budget

+Budgetary pruvias&m f(ljr wheat
sugr and tural credit
subsidies ar

+Transfer of decentralized
funds to Treasury budget

+Completion of process of
budget budget consolidation

+Law defining functions of
Banco do Brasil

+Transfer to Banco do Brazil or
BNDES of Central Bank's
development ~hanking functions

+Establishment of Banco Central
as sole monetary authority

Transfer t ry of
tm?sihi for Federal
public debt

+Greater for the
Central milﬂep?rﬂenoe legislative or
constitutional provision)

+Reduction in compulso

lending for certain s;cytors by
commercial barnks, and in
reserve requirements

Reform of state and regional
development banks

Strengthening of investment
banks
Reform of state commercial
banks

Legislation and regulations to
ig:em a liberalized,



Policy Objectives

Actions Taken by Government

Further Measures Recommended

4. Housing Finance

5. Financial
Markets

6. Tax Reform

Bark Support

G. PUBLIC SECIOR
TANAGEMENT

1. Fiscal
Administration

2. Integrated
Management
System (SEPLAN)

Stabilize and support
housing investment

Strimilate flow of funds
for private investment

Increased tax revenues
in a more efficient and
equitable system

St of Federal
information; planning,
policy rch,

Establishment of National
Treasury Secretariat in the
Finance Ministry (See F.1)

+Reform of the housing finance
system

New regulations for financial
markets, including tax reforms

Establishment of "Brazil Fund"
to encourage foreign portfolio
investment

New regulations for finmancial
conglomerates

Program to reduce tax
exemptions and allowances

'{ax reforn t(l?n %ggmr g
onger—tem ngs
financial assets

Taxmasurestoredlmﬁe
bettweenborrmdngandl
rates

tMajor tax and transfer reform
at Federal ate and
mmicipal 1

Financial Sector Reform I
Financial Sector Reform IT
Financial Sector Reform ITL
Fi?zimcial Sector Reform IV
Cofinancing

ESW an the Financial System

+ully q)erat:%imal ocontrol of
budget opera ans
Treasury and A w

+Strengthening and expanded

operation of:

- general and sector planning
and project evaluation
(I.PLRN)

- multi-year investment
planning—CPPG



Policy Objectives

Actions Taken by Government

Further Measures Recommended

3. State
Enterprise
Manageme

4, Statistical
Development

5. Financial
Control

Bank Support

H. STABILIZATION

1. Government
expenditure

Develo?rent of flexdbility
and efficiency in the state
enterprise system, with
privatization of some
enterprises

Information systems
development: national and
regional statistics

No real increase in current
or capital Investment
outlays, but a shift away
from state enterprise
activity into priority
social programs

SEST rvision of st?tg
enterp operations (since
1980)

Real reduction in state

enterprise tures;
eng am
intrgemmy 1985 e

+Introduction of system for
performance evaluation

+Development of rehabilitation
programs for selected state
enterprises

+Implementation of finance ard
bilitation programs

Selective privatization of
enterprises directly or via
capital markets

Initiation of IBGE develaguent
to expand nati and

m information base

Interim devell of mational

account ard lic finance
research (FGV)

Development of integrated
national/regional statistical
operations

Strengthening of audit systems
(SECIN &/or Tribunal da Contas)

Public Sector Management Loan
Public Sector Management IT
ESW on Public Investment and
public enterprises

+Reductions\in Govt. and state
ente T
ol o
persomnel costs; extra
Erovisim for maintenance,
inanciil rg}fxabilitation,
completion priority
investments; careful
evaluation of pew investment
proposals involving Government

or state enterprises



Area Policy Objectives Actions Taken by Government Further Measures Recammended
2. Taxation Increase in (recovery of) Measures to restore amnd +Further short—temm adjustments * * k%
net tax revenues to 1970s increase income tax revemes to increase revere collection
ratios (increase equivalent to 1.7% and reduce cost of tax
of GDP proposed) exemptions and allowances
Major reformm of tax and L
incentive ﬁstem ard
mechanisms for revenue sharing
3. Other Revenues Public sector prices, Some real increases in 1985 +Public sector prices to * I I

5.

6.

7e

8.

Subsidies

Public sector
deficit

Monetary Policy

Incomes policy

Indexation

levies to cover cost of
services.

(See F.1)

Reduce public sector
deficit (broadly defined)
to normal financing range

nsion consistent with
agreed stabilization
targets

Real wage increases linked
to praductivity growth, to
increase employment
opportunities

Reduction of the inflation
mechanisms implied by the
Covernment indexation

system, whi voiding
distort t might be
caused by i tion if

Indexation is eliminated

"Operational” deficit cut
fram 6.8 to estimated 2.8% of
GDP, between 1982 and 1985

Short periods of tight
monetary restraint, 1981-84.

Successful efforts to reduce
real wages in 1983-84, some
real wage recovery in 1985.

increase in real temms; social
security and similar cﬁa:ges
to be adjusted to cover
programs'costs

+Reduction of "operational” *
fiscal deficit to 1% of GDP

+Further improvements in fiscal * Xk k%
performance, according to

targets to fe agreed annually,

to secure gradual decline in

ratio of togg} public debt to

cp o
+Meeting anmal monetary ® W ® = &

targets based upon expected
growth and inflation

+Wage policy limiti ¥ x % % %
incre?a?e ig real - to

productivity gains

+Preparation of detailed *

program on how to deal with
indexation and related issues

+Implementation of the program * %



Policy Objectives

Actions Taken by Government

Further Measures Recommended

mﬁmﬂg

I. SOCIAL & REGIONAL
PRICRITIES

1. Social
Adjustment

2. Regional
Development

Bank Support

Recovery fram social costs
of economic recession

rograns designed
to , improve
income distiibu on r’f;;ﬂ
pramote employment ough
economic growth

Social sector priority
program in nutrition, health,
education, housing, water

Preparation and implementation
of plans of expanded, more
cost-effective and efficiently
delivered health, education and
other social services

Preparation of comprehensive,
milti-sectoral Northeast

regional development program

Phased implementation in line
with domestic and external
reserve availability

Education Sector Loan
Health Segter Loan

NE lald.‘l.r%"prog-mn (rural

development, industries
irrigatim, edmatim, fealth)

ESW on health and education

programs and NE onal
development regl
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Area Policy Objectives Further Recommended Measures
1. Export Improve industrial ;groductivity and efficiency; nominal Formulation and initial steps in implementation (see
Development growth rate of manufactured exports of 157 anmially, to below) of a milti—year program for export expansion

2. Export Financing

3. Import Regime

Bank support

permit import expansion while covering debt service

Rationalize and extend financing arrangements for exports

Increase the market incentives to improve quality and lower
costs of domestic production; as a by-product, increase
revenues from import trade

and trade policy rationalization
Implementation of GATT Code for subsidies

Provision of access to financing to all exporters at
internationally competitive rates, consistent with
GATT Subsidy Code

Specification of import rationalization objectives,
identification and consideration of specific measures
to reduce anomalies in policies and procedures
affecting different categories of producer, with
implementation subject to balance—of ts
situation; results of ongoing studies effective
protection; and results of trade negotiations

Implementation of GAIT codes for Custams Valuation and
Anti-Dumping

Elimination of most items from the list of "Import
Suspension”

Liberalization of fimms' annual import

i provl

eliminaiirg discar{m%mtifim by products and providing
automatic or firms impo to a
determined value, ( Peogoms Wl be i e
a tool to control anly in the event of a

balance of payments crisi¥).

Reduction or elimination of most tariff exemptions
w and reduction of scope of application of

Similars

Reduction of tariff levels and dispersion to a nominal
average of about 40% e, with perhaps half the items
in the 30-407% range, a tariff of 10% and a
maximm of 85% (including TOF tax)

Gradual phasing-out of non—tariff restrictions, so that
imports will be controlled primarily by the price
mechanism, as reflected through the exchange rate and

Export Development II
Export Development III
Industrial Restructuring T
(I)r)xgustrial Restructuring IT
ESW on Industry and Trade
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SECTOR POLICIES
A. Industrial and Trade Policies
Le Domestic markets for Brazilian manufactures are protected by

quite high nominal tariffs and extensive non-tariff barriers, even after
suhstantial reform in September 1984. Manufacturing production, however,
is competitive and apparently efficient over a wide range of subsectors.
Its international competitive strengths are demonstrated by the impressive
increase in manufactured exports in recent ye&?é} from US$8.4 billion in
1980 to US$15.1 billion in 1984. Another indication has been the very
limited growth of import demand when the Brazilian drawback system was
liberalized, with Bank support, to establish a "free trade” regime for
export production.

2e The most recent thorough study of nominal and effective
protection for Brazilian manufacturing, for 1980-81, shows high nominal
tariffs (an average of 99%, and 133% for consumer goods) but relatively low
effective protection as measured by direct price comparisons (an average of
447 and 367% for consumer goods). The averages for Brazil do conceal
substantial dispersion in both nominal and effective protection. 1In
1980-81, for example, the nominal tariff approached 200% for apparel,
beverages and tobacco, although the implicit effective protection estimates
for these products were 267%, —-1% and 6%, respectively. Implicit effective
protection was negative in the mining non-metallic minerals, transportation
equipment, paper and rubber industries, but exceeded 100% for electrical
equipment and pharmaceutical products.

3. Brazil has taken some recent measures to reduce restrictions on
trade. The September 1984 tariff reforms included the removal of sucharges
imposed in the 1970s and reduced the unweighted average nominal tariff to
51%. The trade-weighted average tariff was already much lower, at 307%, in
1975, and came down to about 22% in 1984. Non-tariff barriers, which have
been more important than tariffs in regulating imports, were also reduced
in 1984 when the list of prohibited imports was cut from 4,435 to 2,081
items and other rules and administrative requirements were somewhat
relaxed.

4. The extent to which recent measures have reduced levels and
dispersion in effective protection, if at all, should become clear when a
major new study, financed under our first Export Developmené?gban, is
completed, probably by mid-year. This study will, we expect, “provide the
basis for consideration by the Government of further trade policy measures.

P In view of the above, we see trade policy reform for industrial
products at this stage as a desirable but not immediately essential
component of an economic adjustment program for Brazil. The key
requirement today is the continuation of exchange rate policies which will
keep manufactured exports competitive and growing. The Bank will continue
to press for trade policy reforms, which the Government is expected to
consider later this year.
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6. Measures to promote further improvements in industrial efficiency
include, in the area of export development:

- strengthening of export promotion through enhanced quality
control and certification procedures; marketing design and
packaging; access of small and medium size firms to export
promotion services and information; coordination among government
agencies and private associations; decentralization and greater
automaticity of export procedures;

- simplification of indirect drawback system;
- elimination of remaining indirect taxes on exports.

Shifting the responsibility for ingLstrial production, at the margin, from
the public to the private sector would also help.

7. The import regime would benefit from simplification and increased
automaticity in official (CACEX) import procedures and the decentralization
of decision-making.

8. Subsequent steps towards import rationalization should focus on
areas shown to benefit from high levels of effective protection, as
demonstrated by direct price comparisons, and therefore imposing high costs
on other manufacturing and the economy in general. A more comprehensive,
longer-term approach would seek the rationalization of import policies
across the board, emphasizing:

- implementation of GATT customs valuation and anti-dumping codes;
- elimination of most items from the import suspension list;

- liberalization and eventual elimination of company annual import
programs, except as emergency measures;

- reduction or elimination of most tariff exemption schemes and
applications of the Law of Similars;

- reduction of nominal tariff levels and dispersion, with up to
half of all items in the 30-40% range;

- further phasing-out of non-tariff restrictions so that imports

will be controlled primarily by the price mechanism, as reflected
through the exchange rate and modified tariff system.

B. Agricultural Sector Policies

9. Brazilian agriculture registered strong though unbalanced growth
in the 1970s, at an average of 5% annually, but in the 1980s, output
stagnated and agricultural investment declined.é?é?xcept for credit
programs, Government agricultural policies have acted as disincentives to



ANNEX III
Page 3.

investment, especially for staple crops. Subsidized credit promoted
increases in production, but at high cost and with heavy emphasis on
high-input commercial agriculture and special development programs
(alcohol, Cerrado agriculture, the Amazon frontier) requiring large fiscal
incentives. The crisis-induced reduction of agricultural credit, early in
the 1980s, was not compensated by other policy changes. Adverse trade and
pricing policies, high taxation and industrial protection continued.
Intervention in agricultural trade and minimum price arrangements have
provided more uncertainty than support.

10. Agricultural expansion is critical for growth. The key to
realizing the full potential of the agriculture sector is a policy
framework that will make all forms of production and exports profitable
without credit subsidies, interventionist trade policies and
production-based taxation. This is central to Baqﬁgggriculture sector
lending to Brazil and conforms with Government pol#Qy objectives as
expressed in the National Development Plan. The first sector loan
supported the Government decision to phase out negative real interest rates
on rural credit. The second would support significant and complementary
moves towards a more liberal pricing policy for agriculture.

11e In the area of agricultural credit, the required policy measures
are:

- budgetary provision for interest rate subsidies, in 1986;
- subsequently, full fiscal provision for all remaining subsidies;

- elimination of negative real interest rates in the
North-Northeast, except for selected target groups;

- market interest rates in the Center—-South, except in special
areas.

12. Agricultural trade and pricing policies should provide for:

- the initiation of a free trade policy for key 1986-87 crops,
within defined limits;

- the phasing-out of food price controls and the wheat subsidy,
along with the implementation of targeted food assistance
programs;

- rationalization of trade regulations for agricultural
commodities;

- a free-trade policy for key agricultural commodities, subject to
minimum price guarantees, market safeguards andlgg?ernment stock
management.

13. In addition, provision should be made for a reform of
agricultural taxation policies, to minimize disincentives to agricultural
export growth,
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C. Energy Sector Policies

14. Over the past decade, Brazil has been diversifying its energy
base and stressing conservation. By accelerating petroleum exploration and
production, as well as encouraging energy substitution and conservation,
Brazil has significantly reduced oil imports. Investments in
hydro-electric plants and in alcohol production have expanded Brazil's
energy resources, and recent natural gas discoveries ii add to the
diversification strategy. With the present world 01133 ce prospects and
the country's resource constraints, two general principles should guide
future development of the sector: (a) energy development of domestic fuels
should be coordinated, to avoid excess duplication or over-expansion of
supply relative to market demand; and (b) economic criteria should be
strictly applied to energy investments, and pricing should reflect market
forces.

15. Brazil is not a low-cost producer of petroleum. While the
current production target of 740,000 bbl/day by 1989 seems to be
cost-effective with present oil price projections of US$20/bbl, the cost of
future investments, particularly in the deep-offshore areas of the Campos
basin, must be carefully scrutinized and the pricing of petroleum
derivatives (notably fuel oil, LPG, and naphtha) should more adequately
reflect international prices. Alcohol development is also susceptible to
weakening oil prices. Brazil's alcohol program is now being reassessed by
the Government. The entire incentive system for producing and consuming
alcohol needs to be reviewed. Productivity improvements in existing
facilities are critical. Since domestic retail gasoline prices are likely
to fall because of the low international prices, it is all the more
important to raise the retail alcohol price to its parity with gasoline, in
order to reduce subsidies and encourage alcohol conservation. Finally, in
order to insure adequate provision of electricity for expanding business
and residential consumption without draining the Government budget, the
financial condition of the power sector must be improved, and priority
transmission and distribution investments which were delayed because of the
recession should be completed.

16. The following sector policies would support production and reduce
imports:

(a) Development of a long-term energy plan for coordinated production
and consumption of energy resources.

(b) Energy pricing policy, especially for petroleum derivatives,

alcohol and electricity, which would better ref opportunity
costs and therefore promote efficient domestic rgy production
and use,

(c) Financial rehabilitation of the power sector through higher
tariffs, improved debt/equity ratios, and other means, and
completion of priority investments to improve system
reliability.



ANNEX III
Page 5.

(d) Emphasis on agricultural and industrial productivity improvements
in alcohol production, with strong limitations on expansion of
capacity in new or high-cost regions of the country.

D. Financial and Fiscal Reform

17. In the mid-1960s, financial and fiscal reforms played a
fundamental role in economic stabilization in laying the basis for a period
of extraordinarily rapid economic growth, Two decades later, however,
inflation is well over 200% a year, real free market interest rates (on the
order of 25% to 30%) are higher than the returns &?2 can be earned on
investments in real assets, financial markets are gmented, and the
portfolios of many major financial institutions are of doubtful quality.
There is a growing consensus in Brazil that reforms similar in scope to
those of the 1960s are again required.

18. Monetary and Fiscal Reform. Financial reform, carried out in
close coordination with fiscal reform, could play an important role in
completing both economic stabilization and the adjustment of the economy to
changed international economic conditions. Three major objectives of
financial reform would be: (i) more effective monetary and fiscal control;
(ii) enhanced stability of the financial system; and (iii) increased
efficiency in mobilizing and allocating resources. High real interest
rates can be attacked directly through tax reforms and reductions in
compulsory lending at below-market rates; they can be addressed indirectly
by reducing uncertainty about future financial policies, and by measures
resulting in improved monetary control. Financial reform alone cannot
bring down real interest rates to sustainable levels. But it can reinforce
other measures critical to economic stabilization and structural
adjustment,

19. The Government has stated its intention to unify Brazil's federal
budgets (those of Treasury, the Monetary Authorities and the state
enterprises) and is redefining the roles of the National Treasury, the
Central Bank, and the Bank of Brazil. The goal would be to establish a
clear separation between the conduct of monetary and fiscal policy and
achieve better discipline over public expenditure. The Government has
already taken several major steps toward this goal. It has consolidated,
within the Federal Government budget, most fiscal expenditures previously
financed through the monetary budget. A new Secretariat of the Treasury is
being established in the Finance Ministry to administer Qﬁ?overall fiscal
budget and to unify thousand of special funds that have been managed
independently up to now by government agencies. It has ended the Bank of
Brazil's status as a monetary authority; other changes, including the
transfer of the Central Bank's development banking functions to the Bank of
Brazil and BNDES and its responsibility for the Federal debt to the
Treasury, are expected shortly.

Tax Reform

20. The tax system is also badly in need of reform. Some activities
are still undertaxed or not taxed at all., Taxation varies significantly
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property, wealth, and inheritance., Fiscal incentives have proliferated,
they not only erode revenues, but also reduce the ability to influence
investment and accentuate the lack of equity in the gverall tax system. In
order to prepare a broader tax reform the Governmen é}tablished a Tax
Commission in March 1985. The main objectives of the reform are increasing
state and local government autonomy on taxation, using the tax system to
direct savings more to productive investment than to financial
transactions, and improving the progressivity of the tax system.

21. While the Commission's recommendations will not be fully
implemented for several years, some steps appear feasible before then. As
part of the fiscal adjustment for 1986, significant changes to the tax
system are already being made. They include an increase in the
progressiveness of the personal income tax, taxation of all forms of
interest income, and reduction of the lag between the accrual of corporate
tax liability and payment of the tax.

22, The following sector policies would not only improve the
Government's monetary and fiscal control but would also help mobilize
savings and channel them to productive investment, by improving the
financial system, reducing intermediation costs, and broadening and
rationalizing the tax base. As noted above, many of these measures are
already being implemented by the Government.

(a) Budget consolidation:

Budgetary provision for wheat, sugar and agricultural credit
subsidies; transfer of decentralized funds to Treasury budget;
completion of process of budget consolidation; and redefinition
of the functions of the Bank of Brazil.

(b) Monetary policy management:

Transfer to Bank of Brazil or BNDES of the Central Bank's
development banking functions; establishment of Central Bank as
the sole monetary authority; transfer to the Treasury of
responsibility for the Federal public debt; and greater
independence for the Central Bank.

(¢) Financial system improvements:

Reduction in compulsory lending for certain sectors by commercial
banks and in reserve requirements in line with the decrease in
the fiscal deficit; strengthening and reform of the state and
regional banking system; reform of the housing finau? system;
and new regulations for financial markets and for financial
conglomerates.

(d) Tax reform:

Program to reduce tax exemptions and allowances;

encouragement of longer-term holding of financial assets through
differential tax rates; reduction of the wedge between borrowing
and lending rates; and reorganization of tax and transfer system
between Federal, State and municipal levels.
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E. Publie Sector Management

23. Management problems stem from the expansion of the publie sector
in the 1970s as the Government sought to maintain investment and growth in
a diffiecult external environment, counter inflationary trends for which
growing public sector defiecits were themselves largely responsible, and
meet a variety of competing and sometimes confliecting sogial objectives.
Public expenditures expanded primarily through the monetz? budget, which
was handled by the Central Bank and used increasingly to channel
development and welfare expenditures through subsidized eredit programs and
other subsidy arrangements. Public sector prices were held down in the
attempt to restrain inflation. State enterprises were encouraged to borrow
overseas for ambitious investment programs, and to borrow more to support a
deteriorating balance of payments.

24, Since 1980, in an environment of recession, rising inflation and
severe constraints on both external and domestic borrowing, the Government
has made strenuous efforts to bring public expenditures under better
control. There has been a substantial reduction in the public sector's
operational defiecit and borrowing requirements, from an estimated 6.6% of
GDP in 1982 to about 3% in 1985. The aim in 1986 is to reduce this deficit
to 0.5% of GDP.

25. The Government is strengthening publiec sector management in
several key areas:

- the establishment of a National Treasury Secretariat to
administer Government funds more effectively,

- strengthening Federal information, planning, policy research,
programming, budgeting, evaluation and reporting systems,

- improved programming and screening procedures for public
investment projects, and

- the introduction of performance evaluation systems,
rehabilitation programs and selective privatization programs for
the state enterprise sector.

26. These measures, together with programs also to be supported by
the Bank for the development of information systems and finanecial control,
have the potential for greatly improved management of the public sector.

At the same time, it is important to begin rebuilding the pipeline for new,
economically viable publie investment projects, partieulai? in physical
and social infrastructure, in order to support medium—term gzowth.
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BRAZIL - EXPANDED FIVE-YEAR LENDING PROGRAM

(FY86-90)

FY86

Electric Power Sector
Agricultural Sector II
Northeast Rural Development
Alcohol Development
Agricultural Credit

Upper and Middle Sao Francisco Irrigation

Salvador Metropolitan

Northeast Rural Development
Agricultural Extension

Santa Catarina Market Towns

Northeast Urban Reconstruction (Flood)

FY87
Public Sector Management
Northeast Education Policy
Financial Reform I
Rural Electrification II
Northeast Health - Primary
Industrial Skills Vocational Training
Urban Transport Ik A
Electric Power Setctor II (S)
Irrigation Engineering (S)
State Highway Sector Maintenance
Agricultural Sector III
Northeast Rural Development V
Export Development II (R)
Alcohol Development II (R)
Agricultural Research III (R)
Natural Gas (R)
Minas Gerais Forestry (R)

FY88
Northeast Irrigation
Financial Reform II
Industrial Restructuring
Power Distribution (S)
Electric Power Sector II (S)
Livestock Diseaseg?trol (S)
Cerrado Transport
Rural Telecommunications
FEPASA Railways I1
Northeast Rural Development VI
Northeast Rural Development VII
Northeast Education
Rubber Development (R)
Ports II (R)
Health/Population (R)
Urban Sector (R)

0.0
400.0
171.0
175.0
150.0

56.0
49.0
185.0
155.0
24,5
100.0

25.0
10.0
300.0
175.0
50.0
100.0
200.0
400.0
45.0
150.0
350.0
200.0
200.0
175.0
100.0
50.0
20.0

200.0
200.0
250.0
300.0
400.0

50,0
100.0
100.0
100.0
100.0
100.0
150.0

60.0
100.0

40.0
200.0

US$ Million

(10)
(1,465.5)

(12)
(2,005.0)

(5)
(545.0)

(12)
(2,050.0)

(4)
(400.,0)



FY89

Agricultural Sector IV
Education Sector (S)
Northeast Irrigation (8S)
Feeder Roads IV (S)
Rural Water and Sanitation (S)
Industrial Restru ring II (S)
Northeast Small a edium Cities (S)
Technology Development (S)
Electric Power Sector III
Northeast Small Industries
Financial Reform III

Export Development III (R)

FY90

Water and Sewerage (S)

Rural Electrification III (S)
Medium Cities (S)

Gas Exploration/Development (S)
Agricultural Credit (S)
Transport Sector (S)

Electric Power Sector IV (S)
Grande Carajas (S)
Development Banking (S)

0il Palm Development (S)
Agricultural Credit (S)

January 16, 1986

300.0
100.0
100.0
150.0
100.0
300.0
100.0
100.0
400.0
150.0
200.0
300.0

150.0
200.0

50.0
150.0
300.0
200.0
300.0
150.0
200.0
100.0
200.0
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US$ Million

(11)
(2,000.0)

(11)
(2,000.0)
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BRAZIL — MEDIUM-TERM GROWTH STRATEGY S [ i NoORR
DECLASSIFIED

A. Current Situation Mﬁvi@i 2017

L During 1983-85, Brazil succeeded in achieving the extebngl AV
ad justment required to reach a reasonable equilibrium in its balance of
payments. After three years of GDP decline, the economy grew by about 4.5%
in 1984, while the trade surplus reached US$13 billion and a small current
account surplus (US$500 million) was also achieved. 1In 1985, in spite of
high (7-8%) GDP growth, the trade surplus remained at over US$12 billion,
the current account deficit was below 17 of GDP, and gross international
reserves remained at a level equivalent to about 8 months of imports. The
presence of substantial excess capacity facilitated the year's rapid
growth. The large increase in exports achieved in recent years (from
US$15.2 billion in 1979 to US$27.0 billion in 1984), and the efficient
import substitution taking place in petroleum and some industrial
subsectors, have contributed substantially to this economic performance,
and should also help Brazil maintain acceptable growth rates in future
years. Brazil has thus achieved a unique position among the high-debt
countries, in having been able to resume economic growth without a
deterioration in its balance of payments.

2. The external adjustment was not, however, accompanied by a
parallel domestic achievement. Inflation increased from 407 to about 100%
a year in 1979-82, because of the oil shock, demand pressures, and
subsequent devaluation, Inflation escalated again to over 200% in 1983, as
a result of the large devaluation in early 1983 and agricultural supply
shortages. There was also intense pressure on the financial system when
external sources of financing evaporated and the Government turned to
domestic capital markets. Public debt increased rapidly in 1982-83, as the
impact of the fiscal deficit was aggravated by devaluation, which raised
the real cost both of foreign debt and domestic debt carrying the option of
exchange correction. While there were no large shocks in 1984-85, prior to
the drought at the very end of 1985, indexation has made it difficult to
bring inflation down. Furthermore, prices now seem to react quickly to new
supply or demand shocks, after several years of high inflation. The rate
of inflation remains above 200% annually, and real market interest rates
are still about 25% per year, although they have fallen in recent months.
Both factors introduce an element of uncertainty into investment planning,
at a time when substantial increases in productive investment will soon be
needed. Consequently, while inflation to date has not halted growth, its
future effect is worrisome and a serious effort to control inflation is
warranted.

3. In spite of the inflationary pressures, Brazil's productive
structure has in recent years been demonstrably more efficient and
competitive than that of other heavily indebted countries in the LAC
region. The speed with which Brazilian industry adapted itself in 1983-84
to the need to increase exports was indeed remarkable, as has been also in
recent years the export performance of agriculture. There is still room,
however, for providing additional incentives for increasing agricultural
and industrial exports through appropriate policies designed for this
purpose.



B. Development Strategy

Objectives

4 s Brazil needs to (a) maintain a GDP growth rate of at least 6.5%
per year in order to improve living standards and generate enough
employment growth (at least 47 per annum) to hire new entrants into the
labor force and reabsorb those affected by the recent recession; and (b)
improve its creditworthiness position, by reducing its debt service and
debt to export ratios by at least 25% by 1990 (with continued improvement
in the 1990s), so that it can resume amortization payments on existing

debt in the early 1990s. There are strong domestic pressures to reverse
the deterioration in living standards of the recent recession, when per
capita income fell 12% and social programs were curtailed. The
Government's commitment to growth stems from the conviction that an
additional recession would not be consistent with political stability.
Theref ore, while growth requires control of inflation, the Govermment has
preferred up to now to follow a gradual approach to domestic

stabilization. The Government realizes, however, that a further
substantial acceleration of inflation would make it necessary to adopt more
drastic internal adjustment policies, even if that causes a temporary
reduction in growth rates. At the same time, it is accepted that the
country's creditworthiness position must improve. Its foreign debt of over
US$100 billion is some 3.7 times the annual amount of export earnings, and
interest payments of about US$11 billion per year represent about 40% of
exports. If amortization on its commercial bank debt were also being paid,
Brazil's debt service ratio today would be about 80%. In summary,
moderately rapid economic growth will be required to improve Brazil's
domestic conditions and external standing. To be sustainable over the long
term, such growth would have to be accompanied by a successful domestic
adjustment effort.

Implications for Economic Change

=3 GDP growth of such a magnitude involves expanding agricultural
and industrial production for both domestic and international markets.
Brazil's agricultural and industrial sectors are dynamic, employ modern
techniques, and are relatively efficient. Given their responsiveness to
profitable opportunities, providing sufficient market incentives, through
maintenance of appropriate exchange rates and price signals, should be
sufficient to stimulate production. For the agricultural sector, which has
been subjected to periodic Govermment interventions in the market, freer
commercial policies are particularly critical.

b Substantial increases in investment and savings will be needed.
Excess capacity, which has sustained the economic recovery to date, is
starting to disappear in some industrial sectors, and the investment/GDP
ratio, which was only 16-17% in 1983-84, will have to increase to about 237%
by the end of the decade. The corresponding savings effort will be large,
especially now that domestic savings must compensate for more modest
foreign resource availability than existed in the 7rowth period of the
1970s.
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7% Iavestment, in effect, will have to be more efficient than ia the
1970s, in view of the overall resource scarcity, and there will be uno scope
for building large plauts far in advance of demand. The large
infrastructure projects and industrial plaants which drained Goverument
resources ia the 1970s, however, can now be used to support productiou at a
relatively low cost. Together, these factors imply a moderate ICOR of
about 3.

8. Raising investment and savings will not be easy. It will require
a large adjustment in the public sector, to scale back the size and scope
of Government operatious, increase their efficiency, and--most
importantly-—increase public savings and reduce the overall fiscal
deficit. It will also require controlliang inflation, which, at today's
rate of 235%, is detrimeutal to new investment both because of the
associated uncertainty and high real interest rates. Fimally, it will
require finaacial reform of the banking system, to ratiomalize operatious
and reduce financial segmentation of credit markets. All of these eff orts
should help to increase both private and public savings and channel these
savings to productive iavestment at lower real interest rates than now
prevail. They should also gradually shift the responsibility for ecounomic
expansion to the private sector, and limit the Goverument's role to the
provision of infrastructure and social services. In numerical terms,
private investment is expected to iucrease from 687% of total investment
today to about 74% by the end of the decade. Private savings, in turn,
will be used iuncreasingly to fund private investment, rather than
Goverument speunding as is the case today.

9; Coutinued export growth remains an economic necessity for Brazil,
in terms of markets, fimanciag of needed imports, and its creditworthiness
position. Improving the ability of Brazilian producers to compete
externally also generates price and quality bemnefits for domestic
consumers. With real export growth of 4.5% per year through the end of the
decade, Brazil could continue to pay interest and could gradually resume
amortization payments to commercial banks by the early 1990s. Regaining
its ability to borrow om the interuatiounal financial markets is fairly
critical for Brazil, if it is to follow a rapid growth strategy.

10, Important structural changes have taken place in Brazil's trade
accounts in recent years, which make it easier to continue generating trade
surpluses exceediug US$12 billion per year for the remainder of the

decade. With an established exchange rate policy designed to keep
Brazilian products competitive, businesses now recognize the export market
as an important source of sales. Iu additiou, imports have dropped

from a level of almost US$23 billion im 1980 to slightly over USS$13 billion
in 1985. While imports are expected to increase with the resumption of
economic growth, cousiderable import substitution has occurred in both
industrial products aad ia petroleum. We expect imports by 1989 to be ounly
as high as they were ia 1980, even with a nominal growth in nou-oil imports
of over 207% per year. The receut fall ia oil prices, if sustained, would
reinforce this import trend.
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C. Proposed Medium—-Term Adjustment and Growth Program

11. The Government is committed to the resumption of economic growth
and social development with better control of inflation and an economic
environment favorable to private initiative. It has the clear mandate of
the electorate for this strategy, and has just laid out its 1986 program,
centered around a large reduction of the operational deficit of the public
sector, from 3% of GDP to 0.5%. For the longer run, it has set a target of
average annual rates of GDP growth of 6%, and a shifting role for the
public sector.

12. We believe that Brazil could maintain an annual growth rate of
about 5% over the next 5-10 years without additional major policy
initiatives, even with some slippage in the extent of the Government's
intended control of the fiscal deficit. Brazil has a large, generally
efficient economic system, and businessmen who have demonstrated their
capacity to respond to opportunities, to reduce costs to meet competition,
and to adapt to changing circumstances. In addition, the present
Government, like its predecessors, is pragmatic and is willing to take
steps, as needed, to correct problems which threaten to undermine the
economy. For the 5%, "low-growth"”, scenario to hold, the Government would
have to maintain efforts to control inflation, although no major reduction
is foreseen, and would have to follow an exchange rate policy of periodic
devaluations at least equivalent to the difference between domestic and
international inflation.

13 With more comprehensive policy reform, we believe that higher GDP
growth would be possible if accompanied by moderate infusions of new
foreign borrowing. The adjustment program recommended below (and in Annex
ITA) would raise GDP growth to 7% on average. It is characterized as the
"moderate-growth"” scenario. If trade reform is added to this adjustment
program (see para. 15 and Annex IIB), GDP growth rates of 8% per year—-the
"high-growth” scenario--would be possible with the support of additional
foreign resources. Both scenarios contrast sharply with the 5%, "low
growth"” scenario, which reflects a smaller adjustment program spread over a
longer period and less foreign borrowing.

Macro-Economic and Sectoral Policies

14, The key sectoral policies required to implement the "moderate-
growth” scenario are summarized in the following paragraphs, and specified
in more detail--including the required timing--in the Policy Matrix in
Annex IIA and in the Sectoral Policies Summary in Annex III.

15. Industry and Trade. Domestic markets for Brazilian manufacturers
are protected by often high nominal tariffs and extensive non-tariff
barriers, even after substantial reforms in September 1984. Manufacturing
production, however, is competitive and apparently efficient over a wide
range of subsectors. Implicit effective protection, as measured by direct
price comparisons, is on average moderate (44% in 1980-81, according to the
most recent study). There has been impressive recent growth in
manufactured exports, which increased from US$6.6 hillion in 1979 to
USS15.1 billion in 1984. The key policy requirement for further export
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expansion and efficient import substitution is an exchange rate policy
which will maintain international competitiveness for Brazilian products.
The present commitment to an exchange rate policy of periodic devaluations
equal to domestic inflation appears appropriate; at a minimum, the present
parity between the cruzeiro and U.S. dollar should be maintained in real
terms. Other measures should include some simplification of import
regulations, further improvements to the drawback system, and, as indicated
in the following paragraph, "free trade" policies for key agricultural
products. With these policies, Brazilian export growth is expected to be
sufficient to generate trade surpluses of US$12-15 billion per year for the
rest of the decade and to permit a substantial increase in non-oil imports,
when combined with additional foreign borrowing. While this program is
being implemented, we would continue to encourage the Brazilians to proceed
with the broader package of trade policy reforms envisaged within the
"high-growth" scenario and spelled out in Annex IIB.

16. Agriculture. Agricultural expansion is fundamental for achieving
the production and export increases of the "moderate-growth" option.
Agricultural growth has been erratic--5% annual growth rates in the 1970s
were followed by stagnation of output in the early 1980s--and Government
policies in the sector have been characterized by costly credit programs to
compensate for adverse trade and pricing policies, as well as periodic
market interventions to stabilize domestic supply and prices. The key to
realizing the sector's full potential is a policy framework that will make
agriculture profitable without credit subsidies, interventionist trade
policies and production-based taxation. This process was initiated when
the Government decided in 1983, in the context of the First Agriculture
Sector Loan, to phase out negative real interest rates on rural credit.

The proposed program for agriculture would further reduce credit subsidies
and finance those remaining through the fiscal budget; phase out food price
controls and the wheat subsidy (while implementing targeted food assistance
programs); rationalize trade regulations for agricultural commodities; and
promote the rapid growth of production and exports through free-trade
policy for key agricultural products, subject to minimum price guarantees,
market safeguards and Government stock management. Provision would also be
made for reform of agricultural taxation policies, to minimize
disincentives to agricultural export growth.

17, Energy. Over the past decade, by accelerating petroleum
exploration and production as well as by promoting energy substitution and
conservation, Brazil has significantly reduced its oil imports from
US$10-11 billion in 1980-82 to about USS5 billion in 1985. Because of the
weak international oil market and the country's resource constraints,
further import substitution and conservation of energy products, which will
help increase production and reduce imports, must be cost-effective.
Consequently, Brazil's strategy for the energy sector should focus on
appropriate pricing policies, especially for petroleum products, alcohol,
and electricity, to better reflect economic costs, coordination of energy
investments being made or regulated by the Government, and systematic
application of economic criteria to investment decisions. A coordinated
investment and financial rehabilitation plan for the power sector, which
has been approved by the Government and is now being appraised as the
framework for the proposed FY87s Power Sector Loan, would insure adequate
provision of electricity to support the country's growth without further
draining Government resources.



= B

18. Investment and Savings. Public sector adjustments are critical
to the national investment and savings effort. Reducing Government claims
on resources through elimination of the public sector deficit and improving
the operation of the public sector, including the public enterprises,
already have high priority in the Government's program. The systematic
screening and monitoring of Federal investments by the Planning Ministry,
and the strengthening and selective privatization of public enterprises are
being planned, with Bank assistance. At the same time, appropriate
industrial, agricultural, and trade policies (see paras. 15-16), provision
of tax incentives for private investment, and freer allocation of credit
should help to stimulate private sector expansion. The public share of
total investment is expected to decline, from an estimated 32% in 1984-85
to 26Z by 1990. And with the elimination of the public sector deficit,
public savings will more adequately cover public investment.

19. Stabilization. The proposed policies in this area would be
directed towards progressively reducing inflation. The program would
include, inter alia, a substantial reduction of the public sector deficit
and of the rate of increase of the domestic public debt, to levels
consistent with the desired gradual reduction in inflation and with the
credit availability required for the financing of private investment; the
maintenance, on a continuous basis, of monetary and incomes policies
compatible with increased internal stability; and the preparation and
implementation of a program for dealing with the price stabilization
problems posed by the widespread indexation of the Brazilian economy.

20. Balance of Payments. Servicing its large external debt is a
major consideration in Brazil's balance of payments strategy. Resumption
of growth at rates averaging about 7% per year would raise the demand for
imports and consequently add to the pressure on foreign exchange earnings.
The country's balance of payments strategy, therefore, must include the
following components:

(a) Continued rapid export growth, through an exchange rate policy
which at least maintains in real terms the present parity between
the cruzeiro and the U.S. dollar, and adoption of other trade
measures stated above.

(b) Continued rescheduling of commercial bank and Paris Club debt
coming due through the end of the decade, at terms—--for both
rescheduled and new debt—-which are in line with its debt
servicing capacity. Brazil would benefit most from a reduction
in the spread (now at 27 over LIBOR) on commercial bank debt,
since each percentage point drop in the interest rate would yield
savings of about US$800 million annually. However, the maturity
and grace periods of the restructured debt should not be less
than in the 1984 agreement (9 and 5 years, respectively).

(c) Development of a medium—term strategy for new external borrowing
(official and commercial) which is consistent with the country's
growth strategy and its ability to repay.

(d) Reexamination of Government incentives to foreign private
investment, which has dropped from US$1.5 billion in 1979 to less
than USS$S1.0 billion in 1984-85.



21. Fiscal and Financial Reform. Brazil's financial and fiscal
systems no longer meet the needs of a country which must increase its
savings and investment rates substantially, relying on the private sector
as the major productive agent, and must manage both stabilization and
growth in a complex economy. The reforms in this area are critical for
improving resource mobilization and allocation to support agricultural and
industrial growth, and for increasing the Government's fiscal and monetary
control over a system which has become unwieldy and virtually impossible to
understand in entirety. Among the recommended changes--some of which are
already being implemented by the Government-—-are the consolidation of all
fiscal expenditures in the Federal Budget; the separation of the Central
Bank and the Bank of Brazil functions; the progressive elimination of the
prevailing segmentation of credit markets; and tax reforms directed toward
channeling savings toward productive investment through encouraging the
long-term holding of financial assets, while reducing the overly large
disparities in taxation across income levels and types.

22, Public Sector Management. The existing management problems
within the public sector stem from public sector expansion in the 1970s.
Since 1980, the Government has made numerous efforts to bring expenditures,
including those of the large state enterprise sector, under better
control. The objectives in this part of the program are to improve the
overall efficiency of the public sector by establishing a Treasury
Secretariat in the Finance Ministry, which would have operational control
of the unified fiscal budget; strengthen the Planning Ministry's
departments dealing with the planning and monitoring of public investment
and current expenditures; undertake operational audits and action plans to
improve the efficiency of public enterprises; and improve economic
information and accounting control systems.

23. Social Development. A major casualty of the recession and debt
crisis has been the social programs, including poverty alleviation and
reduction of regional disparities. The program in this area would be aimed
at restoring appropriate levels of education and health services, and
improving their cost efficiency; and at improving the productivity and
income levels of the Northeast population, in both urban and rural areas,
The priority to be attached to these areas would be in line with the
proposed shift in emphasis, within the public sector, from productive
activities to infrastructure and social services, and with the parallel
enhancement of the private sector as the main agent for the development of
productive activities.,

D. Action Plan for 1986

1986 Government Program

24, The Government has initiated an economic program for 1986 to
promote increased stability with growth and a sound balance of payments
position. It provides for, inter alia: (a) a 6% GDP growth rate; (b)
periodic devaluations equivalent to domestic inflation; (c) limitation of
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the real annual rate of increase of domestic public debt to 6%; (d)
reduction in the operational deficit of the public sector from about 3.0%
of GDP in 1985 to 0.57% in 1986; (e) a US512.5 billion trade surplus and a
US$600 million current account deficit; and (f) a 160% monetary expansion.
The 1986 public sector budget assumes an inflation of 140% from December
1985 to December 1986.

25. The reduction in the operational deficit of the public sector
would leave small residual deficits in the central, state and local
government accounts and a balance in those of the state enterprises as a
whole, decentralized agencies, and other funds and programs. The
improvements would be secured by increases in taxation and public sector
tariffs, the sale of state enterprise assets (with initial provision for
the privatization of 13 enterprises plus sales of shares in 4 of the
largest companies), and the rationalization of public expenditures. Part
of the total savings would be offset by increased expenditures for social
priorities to improve nutrition, general food supply and other basic needs
and make better provision for agrarian reform, irrigation and other
Northeast development projects, and for urban public transport.

26. We are now in the process of assessing the program. It is a
serious program and, if sustained, would reduce public sector pressures on
the system and contribute positively to the stabilization process, allowing
for at least some reduction in real interest rates and setting the stage
for a gradual reduction in inflation. The potential problems include the
political difficulties, in an election year, of securing all the proposed
adjustments; the crop failures in 1985-86 which have already raised
agricultural prices and which will increase agricultural imports by over
US$1.0 billion; and the possibility of capacity constraints in some
industrial sectors while investment in new capacity is still low. Since
the target inflation rate appears to be too optimistic, the monetary
expansion target would not be consistent with GDP growth of 6%. At the
same time, real wage growth, which was estimated at about 10% in 1985,
needs to be held to the rate of productivity growth, Finally, other
measures to encourage new private sector investment may be needed to
supplement the expected reduction in the real rate of interest. Already,
the Government has doubled the depreciation allowance for investment in new
plant and equipment this year and the next.

27. Since, as indicated above, several aspects of the 1986 program
need to be examined further, we have agreed with the Government to
undertake a joint review of the program with a view to eliminating
inconsistencies. This review should be completed in February, would
include, inter alia, revised fiscal and balance of payments estimates, and
would be discussed by us with Fund staff.

28. It should be noted also that inflation in January reached 16.27%
after accelerating in November and December to a monthly rate of 13%, which
areabove the already high rates prevailing in the same months of the
previous year (on average, 11% per month). This acceleration has been
caused mainly by a substantial real increase in food prices, determined by
weather—affected, greatly-reduced crops in the South and Southeast of
Brazil, The Government expects to bring food prices down to lower levels
by next March, through a substantial increase (of more than USSl billion)
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in food imports. We have indicated to the Government that if the upward
trend of price increases is not reversed soon, other corrective measures
would have to be adopted. The situation in this respect will also be
examined during the joint review referred to in the previous paragraph, and
the conclusions of this analysis will be incorporated in the final draft of

this paper.

Other Recommended 1986 Actions

29. The 1986 action plan also includes the following proposed sector
policies in agriculture, industry and trade, energy, financial and fiscal
reform, public sector management and investment, and external debt

management.

All are components of the proposed medium-term adjustment

program. Measures to be implemented after 1986, with the proposed timing,
are listed in Annex II.

Agriculture

Industrz

and Trade

Energy

Fiscal and
Financial
Reform

-Introduction of free trade policy for key 1986-87 crops,
within defined price limits.

-First stage of the phase—out of food price controls and
wheat subsidy, and implementation of targeted food
assistance programs.

—Rationalization of trade regulations for agricultural
commodities,

—Budgetary provision for costs of remaining interest rate
subsidies.

—Maintenance of present exchange rate policy.

—Simplification and increased automaticity in CACEX's import
procedures, increasing decentralization of decision-making.

-Energy pricing policy, especially for petroleum derivatives,
alcohol and electricity, which would better reflect economic
costs and promote efficient energy production and use.

—Financial rehabilitation of the power sector, together
with balanced resource allocation and improved system
reliability.

—Reassessment of the alcohol program, including, in
particular, the improvement of agricultural and industrial
productivity in existing alcohol facilities.

-Budget consolidation with budgetary provision for wheat,
sugar, and agricultural credit subsidies.

-Transfer of decentralized funds to Treasury budget.
-De facto separation of functions between the Central Bank

and the Bank of Brazil, and preparation of a law to
tormalize such separation. -
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Public -Improved operatiomal control of budgetary operatious,
Sector through Treasury Secretariat and SEPLAN,
Management
and —Strengthening and expanded operatioun, in SEPLAN, of
Investment investment planniag and project evaluation mechanisms.
=Introduction of system for performance evaluation of public
eunterprises, development of rehabilitation programs, and
selective privatization measures.
—Annual Government-mouitored program of public sector
luvestment with reference to multi-year investment program.
Private -Promotion of investmeut efficiency through sectoral
Investment adjustment policies for agricultural, industry and trade,
and and eunergy (above).
Savings
-Encouragement of increased private savings and investment
through banking, financial, aud stabilization measures
(above).
External -Rescheduling of principal on commercial bank and Paris Club
Debt debt falling due in 1986 on terms commensurate with ability
Management to repay, and preparation for a subsequent rescheduling
agreement covering payments falling due in 1987-90.
—Planned annual program of official and commercial
borrowings.
E. The Brazilian Positiom
30. Many of the key policy directions suggested in this paper have

been discussed extensively by Bank staff with the Brazilian authorities,

with positive results, in connection with proposed Bauk loaus.

We have

reached agreement on most aspects of the programs proposed for 1986--aud on
most of the overall objectives for the louger term—-conceruning Agriculture,
Energy, Public Sector Iavestmeut, Fiscal and Financial Reform, Public

Sector Management (including, in particular, mechanisms and procedures for

screening and monitoriag public investment) and Social Development.

There

are, however, some policy areas ia which no decisioun has been taken yet by
the Goverument, or in which the adopted decisions do uot go far eunough.
These iaclude trade policy, particularly conceruing the manufacturing
sector, and fuel prices--on which disagreements may emerge in the near
future-—and policy issues (referred to in para. 33 below) which we have not

yet discussed fully with the Goverument.

Further discussiouns are

also proceeding on the Goverument's stabilization policy (see para. 34

below).
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31, The most important remaining long-term issue concerns trade
policy aspects related mainly to the manufacturing sector. We had reached
agreement on the full program included in Annex IIB with a Working Group
formed by the Government to prepare the proposed Export Development II
project. At the political level, however, the question has become
controversial. The Ministry of Foreign Affairs has indicated that any
unilateral decision on trade policy now would undermine Brazil's position
in the GATT and other trade talks. The industrial establishment has
traditionally been opposed to liberalized trade, although its views are
probably changing with the increased importance of exports and better
knowledge of anomalies which benefit some manufacturers at the expense of
others. Policy reform in this area is likely to be slow; however, as
explained above, satisfactory growth and creditworthiness improvements can
occur without such a reform in the next several years. As was noted above,
the Government has agreed in principle--in connection with the proposed
Agricultural Sector Loan--to establish "free trade" for agricultural
products and to undertake other policy reforms in that sector, all of which
should encourage substantial increases in agricultural production and
exports. Taking into account this overall situation, we propose to proceed
with the "moderate-growth" scenario and with the levels of external
financial support--from the Bank and other sources—--associated with it.

If, and only if, the Government decides to undertake a comprehensive trade
policy reform, we would consider the "high-growth" scenario as viable, and
would be prepared to recommend the higher level of external financial
support consistent with it.

32. In another major policy area the Government has now corrected--or
has a plan to correct--most of the distortions introduced by the freeze of
public sector prices adopted for several months earlier this year. One
important exception to this is the price of petroleum derivatives, some of
which (fuel oil, naphtha, and LPG) are still below international levels.

335 Other structural issues which have not yet been discussed fully
with the Government include the required incentives for private investment
and savings (on which additional ESW would be required, particularly
concerning tax policy), and the ways to proceed concerning external debt
management and incentives to foreign investment. We are now discussing the
time-phasing of the reduction of agricultural credit subsidies with the
Government, in the context of an agricultural credit project, several
Northeast rural development projects, and the proposed Agricultural Sector
Loan. (A decision in this matter is expected within the next few weeks and
will be included in the final draft of this paper.)

34. As explained above, we are in the process of assessing the
Government's 1986 economic program, which adopts a gradual approach to
reducing inflation., It is our preliminary conclusion that, at best, the
1986 program would hold inflation to its present level, with a gradual
reduction to follow beginning in 1987, once the effects of the 1986
reduction of the fiscal deficit--including an expected substantial increase
in the availability of savings for financing private investment--are fully
felt. There are clear risks in this strategy. The political demands in
this election year could weaken the Government's resolve for fiscal
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restraiant, although some cushion has apparently been built into the deficit
targets to allow for higher Govermment speunding. Iu additiou, the
occurrence of more unexpected shocks outside the Goverument's direct
control, such as the 1985 drought ian the South, could make it difficult to
stabilize iaflatioun at preseat levels. A major acceleration ia iaflation
would clearly uudermine the gradualist approach. If such au acceleration
does occur, there is growing recogunition withia the country that more
drastic approaches, including monetary reform and a major change in the
indexation system, would be needed. We would support such a positiomn, if
the gradualist approach is not effective. It should be noted, however,
that, because of the possible effects on financial markets, the Governmeat
is not likely to accept publicly now, domestically or vis-a-vis the
interuatiounal community, that such an altermative could be considered in
the foreseeable future.

F. Growth Scenarios

35. The choice for Brazil is not growth or stagnatioun. Rather, it is
how much growth to strive for. The recommended adjustment program would
permit Brazil to grow rapidly emough to make up for the recent drop in
employment and living standards to countinue the economic progress begua in
the 1970s, but would require a stromg political will.

36. As noted earlier, Brazil's ecomomy has the potential to grow
about 57% per year over the next 5-10 years, without the Goverument
undertaking any major additioual policy reforms beyoud the directioms
indicated in its 1986 program. No "new money” would be likely to be
obtained from commercial banks, and the Bauk's annual lending program would
be reduced from present levels of US$1.5 billiom to about USS$1 billion per
year or less. Therefore, in this “low growth" altermative, Brazil would
need to run a positive current account balance as well as a large trade
surplus to service its extermal debt. Exports would grow modestly. With
an export growth rate averaging 2.47% in real terms between 1985-90, a
moderate iancrease in non—oil imports would be feasible as long as Brazil
countinues an active energy substitution program and reduces oil imports in
real terms. Creditworthiness iandicators would improve substantially.
However, although cousumption per capita would increase about 3.2%
annually, no significant reduction in unemployment and underemployment
would occur, Because of this, we believe that the "low-growth" optiou,
even if theoretically feasible in economic terms, would not be viable
politically over the medium term.

37. The recommended adjustment program, together with larger inflows
of new foreigu resources, would stimulate faster economic growth ia a more
stable domestic euviroument. This s¢enario is characterized as the
“"moderate-growth" optiou. "New mouney"” and iucreased agricultural and
manufactured exports would permit higher imports and lavestment. Major
employment aad social gains would be possible, with a growth ia per capita
consumption of about 4.4% per year. Rapid growth would also strengthen the
capacity to service the debt. Traditiomal creditworthiness iadicators,
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while improving by a third over the decade, are not substantially better
than in the "low-growth"” option. In this "moderate-growth” option, the
country is incurring more debt to support the structural adjustment process
and to raise more quickly the living standards of the population. In
general terms, however, Brazil's creditworthiness--as reflected in the
Government's readiness to adopt needed policy reforms to promote growth,
stabilization, and external balance--is significantly improved., (The
scenario is, of course, contingent on an accommodating external
environment, particularly no increase in protectionism in OECD countries.)

38. If the Government proceeds more quickly with the proposed trade
liberalization measures than is now expected, the economy could grow even
faster. The "high-growth"” option shows GDP growing at 8% per year, and per
capita consumption, at 5.2% per year. The additional opening of the
economy, with high export and import growth, would provide the vehicle for
raising productivity and investment further. Larger net foreign capital
inflows from multilateral, bilateral, and private sources to support trade
liberalization would facilitate the process. As in the "moderate-growth"
option, the country's creditworthiness would improve at a satisfactory
rate,

39. Inflation in both the "moderate-" and "high-growth” scenarios is
assumed to be moderating, with a gradualist stabilization program. If such
an approach proves to be ineffective, more radical steps, such as a
substantial modification to the indexation system and monetary reform,
would be needed and the growth projections would have to be revised
downward for at least a year, to take the adjustment into account. The
difference in growth rates across the three scenarios reflects growing
economic efficiency, which are expected to follow from the adoption of
policy and institutional reforms. Therefore, the long-run ICOR falls from
about 3.8 in the "low-growth" option to 3.2 in the "moderate-growth" and
2.9 in the "high-growth" options. As the adjustment effort intensifies,
more foreign borrowing not only would be beneficial to growth but would
also soften the domestic adjustment effort required.

G. The Role of the IMF

40, An IMF stand-by agreement to replace the Extended Fund Facility
has not materialized, so there is currently no formal arrangement for IMF
monitoring of fiscal, monetary and balance of payments performance. The
Government has indicated that (for the present) it does not intend to
pursue stand-by arrangements, although it is keeping the Fund informed on
matters of economic policy and the implementation of its program. We would
seek to maintain close cooperation with the Fund in implementing our
proposed country program, both on operational matters such as the fiscal
and monetary provisions required for programs supported by the Bank and the
wider policy and management issues of common interest and concern.
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41. Fund participation in the assessment of Brazil's economic program
would facilitate the Government's negotiations with the international
banking community and the Paris Club. After substantial “involuntary
lending"” in 1983 and 1984, commercial banks did not have to consider "new
money” for Brazil in 1985 because of its improved balance of payments
position. Independent of "new money"”, however, Brazil needs to reschedule
the existing debt of commercial banks, probably at least until 1990. The
banks had until recently maintained that, if they were to reschedule
existing debt or make new commitments, Brazil would need to agree to a
stand-by arrangement with the Fund. Now, it appears probable that a
one-year agreement will soon be reached with the banks to reschedule the
1985 debt and roll over 1986 debt until early 1987.

42. The Government intends to begin negotiations to reschedule its
official bilateral debt after completing the rescheduling agreement with
commercial banks. In anticipation of such an agreement with Paris Club
creditors, the Government has stopped payments on bilateral debt. Usually,
rescheduling is conditional upon an IMF agreement. Therefore, the absence
of a Fund agreement will probably complicate the negotiations.

He Monitoring

43, The proposed procedures for assessing the Government's policies
are described below. Our evaluation of the Government's short- and
medium-term economic program would provide the framework for Bank lending,
and could also be used by the Government in its discussions with commercial
banks on co-financing. Subsequent assessment of the Government's program
would proceed at two levels:

(a) Before submitting a policy loan to the Board, Bank staff
would review Brazil's economic performance, to ascertain
whether the program is on track. A positive conclusion
would be needed in order to submit each policy loan to the
Board.

(b) Specific policy reforms would be supported by individual
loans, such as those reported in the following table:

Policy Area Monitoring Instruments

A. Industry and Trade Export Development Loans*
Industrial Restructuring Loans

B. Agriculture Agriculture Sector Loans
Agriculture Credit Loans
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C. Energy Power Sector Loans
Transportation Sector Loans

D. Investment and Savings:

l. Public Sector Investment Public Sector Management Loans
and Savings Public Sector Review missions
Overall Bank economic assessments
IMF reporting

2. Private Sector Investment Overall Bank economic assessments
and Savings IMF reporting
E. Balance of Payments Overall Bank economic assessments

IMF reporting

F. Fiscal and Financial Reform Financial Sector Reform Loans
G. Public Sector Management Public Sector Management Loans
H. Stabilization IMF reporting

I. Social Development Education Sector Loans

Health Sector Loans

Northeast Rural Devt. Loans
Northeast Small and Medium Scale
Industry Loans

* Under the "high-growth" option only.

44, The overall economic assessment of the program and the periodic
evaluation of progress in its execution would be undertaken by economic
missions, including public investment and sectoral missions. The work is
expected to be donme in close coordination with IMF staff. The monitoring
to be performed by the Bank, in connection with proposed loans, would also
be used to recommend cofinancing for specified priority projects.

45. Whenever possible, the policy loans would be based upon policy
actions taken before Board presentation, with further progress being a
condition for processing subsequent loans in the sector (and for
maintaining the level of the expanded overall lending program). In a few
instances, as in the proposed FY86 Agricultural Sector Loan, the loan would
be disbursed in two tranches, with policy conditionality attached to both
of them,
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I. Financing Requirements

46. Increased external support would be essential to the success of
the medium-term adjustment program under the "moderate-" and "high-growth"
options. Under the "low-growth" scenario, Brazil would need only about
US$1.0 billion per year in medium- and long-term net capital inflows over
the next five years. Since we are not sure that commercial banks would
resume lending to Brazil under this "low-growth” scenario, we have assumed
that the multilateral and bilateral institutions would provide most of the
required new resources. Faster growth with adjustment, as described in the
"moderate-growth" option, would require on average an additional USS$4.1
billion per year in net disbursements--US$0.6 billion from the World Bank,
US$2.5 billion from commercial banks, and US$1.0 billion from other
sources. If even higher GDP growth is attained (the "high-growth" option),
an additional US$1.0 billion per year in net M&LT inflows would be needed.
(Alternatively, Brazil could choose to maximize exports but, instead of
raising GDP growth to 8%, could opt to reduce the rate of debt
accumulation. In our view, this is not the preferred option, since rapid
employment growth is important and the country's creditworthiness position
improves substantially even with more borrowing.) Annex I provides the
details for this section.

47. World Bank Financing. The Bank's support is based on a
graduated-response posture. Annual lending in 1986-90 varies between
US$1.0 billion under the "low-growth" option and US$2.0 billion under the
"moderate—growth" alternative. These commitment levels would be
consistent with average annual gross disbursements of, respectively, USS$1.1
and US$1.7 billion from the entire Brazil loan portfolio, and annual net
disbursements of US$0.4 and US$1.0 billion. The proposed lending under the
"low-growth” option would make the Bank's relative exposure in Brazil
decline to below 10% of our overall portfolio by 1990, while under the
"moderate-growth"” scenario, Brazil's share in the Bank portfolio would
increase to slightly over 11%. The specific lending level for each year
would depend upon the degree to which the required reforms are adopted and
implemented, and would in practice be determined by the extent to which
policy reforms associated with specific loans are put into effect.
Co-financing would be an important component of an expanded program, in
order to attract commercial bank funds for priority projects.

48. The Bank's current program for Brazil envisages an annual US$1.5
billion lending level. The program for FY86-87 includes three large quick-
disbursing loans, for a total amount of US$1.2 billion. All other
operations in the program are more traditional, and slower-disbursing,
project and sector loans. Most of the increase required to reach the
expanded US$2.0 billion level referred to above would come from additional
policy-based operations, including additional agricultural sector loans,
sectoral financial rehabilitation loans, and possibly industrial
restructuring operations. The additional lending would also include
increases in our program for education (particularly vocational training)
and health to support the social content of the adjustment program.
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49, 1f the Brazilian Government is also willing to commit itself to a
comprehensive program of trade reform in addition to the other policy
changes, then Bank lending levels could reach US$2.5 billion per year (the
"high-growth" scenario). A series of policy-based loans in support of
trade reform would be added to the lending program. These lending
magnitudes would increase the Brazilian share of the overall Bank portfolio
to 13% by 1990.

50. Other Sources of Financing. The "low-growth” option requires
virtually no "new money” from commercial banks and a very low level of net
inflows from other sources. As indicated above, however, to maintain a
growth rate high enough to reduce unemployment and underemployment
substantially, Brazil would indeed need net medium-term financing from the
commercial banks (as well as adequate short-term credit lines). According
to the "moderate-growth"” projections presented in this paper, such inflows
should reach an average annual level of about US$2.6 billion in 1986-90,
which would be equivalent to a 3.5% annual increase in their nominal
exposure (but to about a 4% reduction of their exposure in real terms). It
is also estimated that the “moderate-growth"” option would require about
US$l.5 billion per year in net inflows from suppliers, official export
agencies and the IDB, and about US$1.1 billion per year in foreign direct
investment. IDB lending to middle-income countries like Brazil, while
constrained by present institutional policies, is assumed to expand
substantially. Under the "high-growth"” option, net new commercial bank
lending would average almost US$3.0 billion per year for the next five
years, and net inflows from other sources (apart from the World Bank),
about US$1.7 billion.
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Table 1. BRAZIL--HISTORICAL DATA

1980 1981 1982 1983 1984 1985%*

Real GDP Growth Rate Per Annum Ta2 -1.6 0.9 =32 4.5 7.0
Debt to Exports Ratio l/ 3.2 3.1 bial 3.9 3.4 3.7
Interest Payments to Exports 34.0 40.3 52.1 43.4 37.0 39.9
Ratio (%) 2/

Total Debt to GDP Ratio (%) 3/ 27.9 28,9 31.9 &3 47,2 47.2
Interest Payments to GDP Ratio (%) 4/ 3.0 3.3 4.4 4.9 5.4 5.1
Debt Service Ratio (%) 5/ 64.2  69.1  90.7  58.46/ 72,3  80.5
Terms of Trade (1983=100) 119.8 111.8 106.6 100.0  107.7 113.1
Real Growth Rates of: Imports =123 -5.3 =13.4 =20.7 =03 4.4

Exports 23.6 21.6 -10.4 15.3 25.9 =2.3
Current Account Deficit =12.4 =11.0 14.8 -6.1 5 =1<3

(US$ Billionms)

Interest Payments 7S 10.3 12,6 10.3 11.4 10.9
(US$ Billions)

lj Total debt, including short-term, as a proportion of Exports of Goods and NFS

2/ Total interest payments, including short-term, as a percentage of Exports of Goods
and NFS

3/ Total debt, including short-term, as a proportion of GDP
4/ Total interest payments, including short-term, as a percentage of GDP

5/ Total interest payments plus amortization on M&LT debt as a percentage of Exports
of Goods and NFS

6/ Includes only amortization actually paid.

* Estimate
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Table 2: BRAZIL - PROJECTICNS OF KEY VARIABLES - "HIGH GROATH™ OFTION

1985 1986 1987 1988 1939 199¢ 1983
National Accounts Indicators
GDP Growth Rate 7.0 3.0 8.0 B.1 a.1 B.1 8.0
60P per Capita - 1985 $US 1553.% 1642.4 1736.4 1E36.0 1943.7 2058.2 27347
GNF Growth Rate 7.2 9.4 2.4 8.5 8.4 8.5 8.2
GNF per Capita - 1985 $US 1/ 1448.4 1571.9 1670.5 7728 1821.5 1979.0 26B0.0
Consumption per Capita Growth Rate 6.4 4.9 1.4 5.3 3.1 6.4 5.8
Frivate Investpent to BOP Ratig 12.3 14.¢ 4.1 16.9 117 7.7 1.7
Fublic Investment to GDP Ratio - 5.4 3.9 Aol 4.3 6.3 6.3
Public to Frivate Investment Ratio 45.3 38.9 14,6 i6.1 15.6 15.6 I5.48
Frivate Savirgs to GDP Ratin 14,6 14,7 15.4 5.9 14,7 16.7 17.4
Fublic Savings to GDP Ratia 2.8 4.8 5.6 b.1 LY 6.3 6.3
Trade Indicators 2/
Trade Surplus (US$ billions) 12,1 12:3 12.4 133 14.4 16.8 8.1
Exports of Goods Real Growth Rate 2.3 &0 5.3 6.5 .3 7.9 8.2
Exports of GNFS/GDF (%) 12:7 £2.1 11.8 11.6 1.8 11.9 1i.8
Inports of Goods Real Growth Rate 4.4 21.6 21.9 16.3 14.8 (1.3 g.4
Imports of GNFS/BDP (1) 7.8 E.3 8.9 g.3 9.6 10,0 10,0
Creditworthiness Indicators 2/ 3/ .
Total Debt Outstanding and Disbursed (US $ billions) 10t.1 104.5 199.3 116.9 122.9 130.% 161.¢
DOD/BOP (%) &/ 47.2 42.2 J8.4 34,9 3.8 29.1 19.5
DOD/X  Ratia 3 | 3.9 32 3.0 2.7 2.4 L
DS/X (1) 80.5 1%.5 72.4 63.9 59.0 49.3 29.4
Interest Paysents/GDF (%) 4/ 5.1 3R 3.5 52 2.9 2.6 1.8

Footnotes:
1/ GNP per Capita was converted into $US using a period average exchange rate.No! comparable with World Bank Atlas figures which were
obtained using as conversion factor a three year moving average axchange rate.
2/ Exports and imports include that of goods and non-factor services.

3/ Debt includes public and publicly guaranteed, private non-quaranteed and short term debt,
4/ Calculation assumes maintenance of the real exchange rate,

*7 28®4g
I X3NNV



TABLE 3: BRAZIL FINANCING REQUIREMENTS AND SOURCES (HIGH GROWTH OPTION)

ANNEX I (US$ Millions)
Page 3. R -

1985 1986 1987 1988 1989 1990

Current Account (1,339r (1,233) (2,405) (3,321} (3,BB2) (4,265
Direct Foreign Investment (Net! BG7 792 1,275 1.457 1,737 1,916
HLT bross Disbursesents 10,625 15,632 17,B45 18,824 19,854 19,744
e Amortization 9,993 12,033 12,583 12,597 12,B21 11,514
Net Disbursesents 1,032 3,599 5,262 4,227 7,033 8,248

1) World Bank Coasitaents 1,500 2,500 2,500 2,500 2,500 2,500
__________ Bross Disbursements 8OO 1,646 2,126 2,216 2,297 2,387
Amortization 460 418 542 637 931 1,170

Net Disbursesents 400 1,228 1,584 1,579 1,364 1,217

21 Other Multiiateral Coamitsents 275 800 800 800 BOO 8O0
__________________ Gross Disbursements 297 290 Ikb 454 872 b2
Reortization 136 157 173 186 214 260

Net Disbursements 161 133 193 270 358 402

3) Official Export Credits Comaitsents 1,000 1,300 1,300 1,400 1,400 1,400
- Bross Disbursements 1,093 1,646 1,420 1,478 1,460 1,443

Amortization 1,011 834 637 bb1 693 699

Net Disbursesents 82 812 783 817 767 744

4) Other Official Net {34) {39) (60) {B4) (B7) (89)
9) Supplier's Credits Comaitments 1,160 1,500 1,600 1,600 1,650 1,650
__________________ Gross Disburseaents 1,565 1,510 1,705 1,704 1,673 1,650
Amortization 1,142 975 882 902 899 958

Net Disbursements 423 535 823 802 174 692

&) Comsercial Banks(l} Comsiteents 6,797 10,470 12,180 12,952 13,842 13,415
________________ Gross Disbursements 6,797 10,470 12,180 12,952 13,842 13,415
Amortization 6,797 9,340 10,241 10,109 9,987 8,333

Net Disburseaents 0 93 1,939 2,843 3,855 5,282

Other Capital (2000 (1,600) (1,968) (2,283) (2,785) (3,478)
IMF (Net) O (938} (926) (589) (566) (495)
Change 1n Reserves (360) (1,022) (1,238) (1,389} (1,537} (1,926)

Net Flows (as percentage
of GIF! 0.482  [.454 1,838 1,873 1,817  1.B32

(1} A 1986-90 rescheduling of amortization paysents to commercial banis
will result in gross disburseaents equal to net disburseaents,



CAaTELORY

Wi )

R T

Bank
Multilateral

i ricial Euxport Uredits

Ve Fiesr

Offticial MNet

supplier s Credits
Commercial Banks

Total

Medium and Long-
Texrm HOD

TABLE 4:

BRAZIL FROJECTIONS OF DEBRT OUTSTANDING AND
(HIGH GROWTH OFT 0D

=

i YLD P
D078
7,068
BN i
7 450
0o AL

9%, 180

DISEURSED
(LIGE

98,442

1988

8.46%8
P e
2,668
2
WO Th
AL o

104,669

Millions)

1969 1990
10,062 11,279
2, 894 3,298
9,435 10,179
2,456 3,337

9,849 10,541
76,034 B1,316

111,702 119,950

% adeg
I XENNV



Table 5: BRAZIL - PROJECTIONS OF KEY VARIABLES - "MODERATE GRONTH® OPTICN

1985 1985 1987 168 158¢ 1990 1995
National Accounts Indicators
GDP Growth Rate 7.0 %l Tl 7.1 7.1 7.1 Pl
GOF per Capita - 1985 $US 1553.9 1627.8 1705,5 1787.2 1874.8 1967.0 2505.9
GNF Growth Rate Tl B.4 T4 7.5 7.4 1.5 7.4
GNP per Capita - 1985 $US 1/ 1448.4 1557.3 i639.5 1724.5 1813.9 1909,2 2453.3
Consumption per Capita Growth Rate 6.4 4.0 4.3 §.2 i.2 9.4 gl
Private Investment to GDP Ratio 12,3 14.4 13.2 16,9 14.9 16.9 11.1
Fublic Investment to GOP Ratio 2.7 5.6 3.8 b0 b.1 6.1 6.3
Public to Frivate Investsent Ratio 46.3 38.9 8.2 375 1.1 36.1 35.6
Frivate Savings to GDF Ratio 14.6 14.6 14.79 15.3 14.0) 14.3 17.3
Public Savings to GDP Ratio 2.8 4B 5.5 £.0 6.1 6.1 6.3
Trade Indicatars 2/
Trade Surplus (US$ billions) 12.1 12.3 13.1 14,2 15.7 1B.1 28.1
Exports of Goods Real Growth Rate =23 2.5 4.0 4.6 9.5 S i
Exports of GNFS/GDF (%) 12.7 12,2 11.9 tL7 11.5 1i.5 1.4
Imports of Goods Real Growth Rate 4.4 215 12.9 1.3 10.7 8.6 7.8
Imports of GNFS/GDP (1) 7.8 8.4 B.4 B.9 9.1 9.2 2.7
Creditworthiness Indicators 2/ 3/
Total Debt Outstanding and Disbursed (US $ billions) 1.1 104,7 109.1 114.5 120.8 126.8 153.8
DOD/GOP (%) 4/ 4.2 42.7 36.8 35.4 32.4 29.5 20.¢
DoD/X Ratio ;T 39 23 3.0 2.8 2.6 1.8
D5/X (%) 80.5 79.6 13.4 66.0 6l.7 92.8 71.9
Interest Payments/6DP (%) 4/ 5.1 4.0 3.6 S 3.0 2.6 1.9

Footnotes:

17 GNP per Capita was converted into $US using a period average exchange rate.Nat cosparabie with World Bark Atias fiqures which were
obtained using as conversion factor a three year moving average axchange rate,

2/ Exports and isports include that of goods and non-factor services.

3/ Debt includes public and publicly guarantead, private non-guaranteed and short tera deht.

4/ Calculation assumes maintenance of the real exchange rate,

*Gc 98eg
I XINNV



TABLE 6: BRAZIL FINANCING REQUIREMENTS AND SOURCES (MODERATE GRONTH OPTION
ANNEX I (US$ Millions)

Page 6.

1985 1986 1987 1988 1989 1990

Current Account (1,339) (1,503} (1,660) (2,284) (3,052) (2,621)

Lirect Foreign Investment (Net) 807 794 B79 1,063 1,247 1,429
MLT Gross Disburcements 10,625 15,542 16,993 17,909 19,073 17,175
L Amortization 7,993 12,032 12,583 12,597 12,770 11,405
Net Disbursements 1,032 3,510 4,410 5,312 6,303 5,770

1) World Bank Comsitaents 1,500 2,000 2,000 2,000 2,000 2,000
__________ Gross Disburseaents 800 1,348 1,626 1,716 1,797 1,887
Asortization 400 418 542 637 B89 1,084

Net Disbursements 400 930 1,084 1,079 908 Bol

2) Other Multilateral Comaitaents 275 275 500 500 500 500
__________________ bross Disbursesents 297 280 315 3ol 404 444
Amortization 136 156 173 185 214 241

Net Disburzements 161 124 142 163 190 205

3) Official Export Credits Comaitments 1,000 »300 1,300 1,300 1,360 1,300
- bross Dishursements 1,093 1,646 1,420 1,448 1,380 1,343

Amortization 1,011 814 637 661 693 499

Net Disbursements 82 812 783 787 687 644

4) Other Official Net (34) (39) (60) (B4) (B7} (89)
&) Supplier's Credits Comaitments 1,100 1,400 1,600 1,600 1,600 1,600
__________________ 6ross Disburseaents 1,565 1,480 1,655 1,684 1,658 1,600
Amortization 1,142 975 BE2 902 B90 950

Net Disburseaents 423 305 173 782 768 650

6) Cossercial Banks{1} Cosaitaents 6,797 10,718 11,929 12,492 13,824 11,892
________________ Gross Disbursements 6,797 10,718 11,929 12,692 13,824 11,892
Raortization 6,797 9,540 10,241 10,109 9,987 8,333

Net Disbursesents 0 l,178 1,688 2,583 3,837 3,539

Other Capital (200)  (1,4000 (1,B47) (2,274) (2,597) (2,700)
INF (Net) 0 (538) (926) {689) (Sbe) (495)
Change in Reserves (300) (B65) (gss) (1,128) (1,335) (1,383)

Net Flows (as percentage
of B6OP 0.482  1.430  1.569  1.641 1,688 1,341

{1} A 1986-90 rescheduling of amortization paysents to commercial banks
will result in gross disbursesents equal to net dishursesents.
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Table 3: BRAIIL - FROJECTIONS OF KEY VARIABLES - °LIN GROWTY® OFTION

1985 1786 1987 QBB 1989 1990 1975
National Accounts Indicators
GDF Growth Rate 1.0 5.0 3.0 3.0 3.0 3.0 a.l
GOF per Capitas - 1985 18 1553.9 1596.8 164.9 1586.4 1738, 1794.9 2059.2
GNP Growth Rate 72 b.2 2.9 5.5 5.4 5.5 53
GNF per Capita - 1985 $US 1/ 1448, 4 152¢.2 1576.0) 1626.2 1678.4 1733.6 2972.5
Consuaption per Capita Growth Rate b.4 2.5 3.4 3.3 5.5 3.4 3.2
Frivate Investrent to GOF Ratio 12.3 12.7 13.7 12.7 13.7 3.7 13.7
Fublic Invectaent to GOP Ratig 3.7 gi3 LK 53 3.3 53 ks
Fublic to Private Investment Ratio 46.3 38.7 Ie.7 I8.7 38.7 8.7 18.7
Frivate Savings to GDF Ratio 14,6 14,2 14.2 14.4 14,4 14.8 14.3
Fublic Savings to BDP Ratio 2.8 4.3 5.0 5.0 5.0 5.0 5.3
Trade Indicators 2/
Trade Surplus (US$ billions] 2.1 13:1 14,4 16.0 17.8 19.9 23.3
Exports of Goods Real Growth Rate -2.3 RS 2.4 2.4 2.4 2.5 3.3
Exparts of GNFS/GDP (1) 12,7 12.4 1.2 12.0 11.8 11.6 1.4
Imports of Goods Real Growth Rate 4.8 12.7 3.3 5.2 e 3.2 5.3
Imports of GNFS/EDP (%) 7.B 8.0 8.0 6.0 1.9 7.9 8.2
Creditworthiness Indicators 2/ 3/
Tatal Debt Dutstanding and Disbursed (US § billions! 101.1 163.0 104.7 105.7 106.3 106.2 100, 7
DOD/GDF (%) 4/ 47,2 42,8 8.7 34,6 0.8 21.2 16.2
DOD/X  Ratio Sl 3.4 3.2 2 2.4 Zad 5]
DS/X (%) B80.5 79.5 74.0 £6.9 E2.7 33.4 0.5
Interest Paynents/GDF (X) 4/ 3.1 4.1 37 3.0 2.8 1.3

I/ GNP per Capita was converted into $US using a period average exchange rate.Not cosparable with World Eash Atlas figures which were
obtained using as conversion factor a three year moving average axchange rate,

2/ Exports and imports include that of geods and non-factor services.

3/ Debt includes public and publicly guaranteed, private non-quaranteed and short term debt.

4/ Calculaticn assumes maintenance of the real exchange rate.

*q 23eg
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Net Disbursements
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Gross Disburseaents
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Net Disburseaments

TABLE 9: BRAZIL FINANCING REQUIREMENTS AND SOURCES (LON GRONTH OPTION)

(1,339)

go7

10,625
9,593
1,032

1,500
BOO
400
400

275
297
136
161

1,000
1,093
1,011

82

(34)
1,100
1,565
1,142
423
6,797

6,797
6,197

(200)

(300)

0,482

(US$ Millions)

1984

798

13,767
12,031
1,736

{,000
1,028
418
810

250
273
155
118

750
1,481
834
647

(39)
850
1,315
975
0
9,600
9,400
9,540
60

(1,400)

(535)

(516)

G.721

will result in gross disburseasents equal to net disbursesents.

1987

887

14,323
12,583
1,740

1,000
1,051
542
509

250
273
173
100

750
980
637
U3
(60)
B50

1,155
882
273

10,816

10,816

10,241
575

(1,647)

(926)

(592)

1988

13,589
12,597
992

1,000
1,066
637
429

250
273
186

87

750
898
6bl
FAY)

(84)
850
974
902

72

10,360

10,360

10,109
251

(1,986)

(689)

{64&)

13,204
12,641
563

1,000
1,062
803
257

250
264
214

30

750
780
693

87

(87

B30
908
B45

63

10,180
10,180
9,987
193

(2,182)

(366)

11,104
11,115
(11}

1,000
1,057
920
137

730
793
699

94

(89)
900
875
841

34

8,106

8,106

8,333

(227)

(2,930)

(493)

(BE3)

1. 003)
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BRAZIL -

Malin Goals: (1)

FROPOSED MEDIUM-TERM ADJUSTMENT AND GROWTH PROGRAM

Moderate=Growth Option,

equivalent to 2% of the labor force per years

(2)

To malntaln growth rates in 1986-90 which are high enough to provide employment to
new entrants In the labor force, and to a number of currently underemployed workers
Target average growth rate 7% per year.

To improve the country's creditworthiness, consistent with a reduction of the debt to

export ratio from 3.7 In 1985 to 2.6 In 1990, and 1.8 In 1995.

(3)

TN L O O A N

iitacaziigtiesghtee:igy

g s

To reduce domestic Inflation substantially by 1990.

ANN!I'”A

January 16, 1986
Page 1.

yogucpenk S ogapi

Area

Policy Objectives

Actlons Taken by Government

Further Measures Recommended

. Proposed Tlglng :

i L i e S ] 8 o PERESS SPEN T RS A SRS Ol 13 I SRR el S 2 L% et 00,0 6 0 B e e sl et v iacsptitgiiincl
AHALANCE OF PAYMENTS
1. Exchange Rate Maintaln International Devaluation of 30% In 1983; +Maintenance of competitive % * & * *
Polley compet1tiveness subsequent full adjustment to exchange rate policy through
domestic Inflation perlodic adjustments which are
at least equal to the
difference between domestic
and International Inflation
2. Trade Balance Maintaln trade surplus Exchange rate pollicy and +Policies on Industry and » R E M
levels conslstent with other measures required to Trade, Agrlculture and Energy
growth and stabllization achleve an annual US$12 (See B, C and D)
obJectives and with gradual billlon trade surplus In 1984
reduction of debt service and 1985
ratlos
3. Debt Debt reschedullng to reduce Annual arrangements for +Rescheduling of principal on = = E B
Management adjustment pressures, rescheduling principal old commerclial debt falllng
1986-90 |imited new payment, 1982-85. due 1986-90 (multi-year
borrowing In amounts con- reschedul Ing, with Improvement
sistent with stabllity and of terms over the 1984-85
growth objectives, and with agreement, would be
gradual reduction of debt preferable)
service ratlo to sustaln-
able level by around 1990 Controlled and lIimited new +Planned annual programs of ¥ xE E x ¥
borrowing, 1982-84. No new officlal and commercial
commerclal borrowing 1985. borrowing
4. Direct Resumption of direct = +Revlew of forelgn Investment ®
I nvestment Investment Inflows to and technology transfer
comp lement domestic policles
Investment
*

+ Denofes policles essential to adjustment program.

+Pollcy changes as requlred
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Area

Policy Objectives

Actlons Taken by Government

Further Measures Recommended

Proposed Tlmlr;g

B.

INDUSTRY AND TRADE

1. Exchange Rate

2. Export

Pallcy

Deve lopment

Export

Financing

It

Reqlma

Bank support

Maintalin International
competitiveness

Improve Industrial
productivity and
efficlency; nominal growth
rate of manufactured
exports of 13% annually, to
permit Import expansion
while covering debt service

Rationallze and extend
financing arrangements for
exports

Increase the market
Incentives to improve
quality and lower costs of
domestic production; as a
by-product, Increase
revenues from Import trade

Liberallization of duty
drawback system for
exporters, extension of
drawback system on
limited basis to Indirect
exporters and removal of
fiscal export subsidy
(credito premio)

Reduction of subsidy element
In pre=shipment export
financing

Elimination of tariff
surcharges; reduction In
average tarlff level and In
number of Items subject to
"suspended Imports™;
Increased flexibility In
external financing
requirements for Imports;
|iberalization of firms,
Iimport programs for annual
Imports up to US$100,000;
Increased autonomy to CACEX's
fleld offlces; and ellmlna-
tlon of forelgn credit
financing as a criterion for
the application of the Law
of Simllars

(Export Development |, FY84)

See A.l

+Strengthening of export
promotion through Improvements

In quallty control and
certification; marketing,
deslgn and packagling; access

of small and medium size firms

to export promotion services
and Information; coordination
among government agencles and
private assoclations;
decentralization and greater
automaticlity of export
procedures

+Simplification of indirect
drawback system

+Elimination of remaining

Indirect taxes on exports

Strengthening of export credit
Insurance

+Simp li1fication and increased

automaticity In CACEX's Import

procedures, Increasling
decentrallzation of
declslon-mak ing

ESW on Industry and Trade
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Area

Pollcy Objectlives

L i

Actions Taken by Government

i

Further Measures Recommended

Proposed Timing

C. AGRICULTURE

1. Agricultural
Credlt

2. Trade and
Pricling

Rationalization of rural
credit system

Trade liberalization and
deve lopment of efflclent

marketing system

Elimination of negative real
Interest rates, Center-South
(1983) and agreement on
reductions 1n North-Northeast
(1985)

+Budgetary provision for costs
of Interest rate subsidies
(equallzation costs for
Federal and State banks,
monetary correction shortfall
North-Northeast)

+ElImination of negative real
interest rates In North-
Northeast, except speclal
target groups

+Market Interest rates In
Center-South, except speclal
areas

Market Interest rates In
North-Northeast, except
speclal target groups

+Full fiscal provislion for
remalning subsidles

+Introduction of free trade
polley for 1986-87 crops,
within defined price limlts

+Phase-out food price controls
and wheat subsidy, Implement
targeted food asslistance
programs

Reopen access to external
futures trading, remove tax on
domestic futures trading

Establish legal/requlatory
framework for storage warrants,
bankers acceptance matters In
bonded agricultural commodities

+Rationalization of trade
requlations for agricultural
commoditles

Establish agricultural price
data system

*
*
*
»
* * * *
*
* * *
+*
*
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Area

FPollcy Objectlves

Actlons Taken by Government

Further Measures Recommended

Proposed Timing

3. Taxation

Bank Support

RGY
1. Eneragy

Deve lopment and
Conservation

2. Electric Power

Minimize tax dislncentives
to agricultural export
growth

Cost-effective development
of domestic energy
resources

Reallstic Investment and
financial plans and
Imp lementation

(Agriculture Credit and
Export Loan, FYB3)

Reassessment of energy
Investment priorities (1985)

Formulatlon and initiation of
Investment Program for
Financlal Plan for 1984-88;
real tariff Increases

+Full free trade arrangements
for key agricultural products,

subject to minimum price

guarantees, market safeguards
and government stock manage-

ment

Start domestlic futures market

for major agricultural

commod|itles

and bankers

acceptance trading

Integrated data systems for
CACEX, Central Bank

Improved crop forecasting and

stock Information systems

+Reform of system of
agricultural taxation

Agriculture Sector ||

Agriculture

Credlt

Agriculture Sector 111

Agriculture

Credit 11

Agricultural Credit 111

CofInancing

ESW on Agriculture

Development of a long-

term energy

efficlency plan

+Pricing pollcles promoting

effliclent domestic energy use

+Financlial rehabl|itation;

balanced resource allocation,
Improved system rellabllity,

tariffs to be brought Into

IIne with
costs

long=run marglinal

* *
*

*
* *

* #* * *
* * *

*
* * * * *
* * *
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; Frogosed Timing
Area Pollcy Objectlives Actlons Taken by Government Further Measures Recommended

. 5. o LR I 1 . ’ « ¥ . b g 4

Power Transmission
Power Sector
Power Sector || *

(Power Transmission, Conser-
vatlon and Distribution
loans, FY85)

Bank Support

Transport Sector | *
Energy Conservation »
Transport Sector || *
Cof inancling = *
E. INVESTMENT AND

3

L a i A

l« Public Sactor Program |Imited, with Increased supervision of +Annua | Government-monltored » £ 0 E %

I nves tment program of public sector

Investment In context of

publlc sector, Including
state enterprise, Investment

speclflied exceptions, to
comp letlon of high-priority

rehabl | I tation-recovery
programs

Increase market Incentlves
for prlivate sector Invest-
ment In new productlve
assets to support target
GDP growth

Major Increases In savings
aval lable for private
Investment

programs; real reductions In
1983-84.

Reductions achieved In
Government spending and
deficlt financing, 1983-85.

mu |ti-year Investment programs
(with continuing Bank review
and progress reporting)

+Channelling of new external
funds Into key areas of reha-
bilitation and/or priority new
Investment

Promotion of Investment
effliclency through sectoral
adjustment policles (see B,C,D)

+Encouragement of Increased
Investment through banking and
financlal reforms (see F.3 and
5) and stabllization measures
(H)

+Stabl lization measures further
reducing the deflicit and the
disincentives to save (see H)

Preparation of tax measures to
promote savings

Imp lementatlion of tax
Incentives for savings
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Area

Policy Objectives Actlons Taken by Government

Further Measures Recommended

Proposed, Timl ng

F. FISCAL AND
FTRANCTAL REFORM

1. Budget
Consolldation

”

2e Monetary
Autnorities

3. Banks

Establish basls for
improved fiscal management

Creatlion of Treasury
Secretariat to manage budget
transactlions

Inclusion In 1986 budget of
most quasi-fiscal Items
formerly In the "monetary"
budget

Strengthen basis for =
monetary policy formulation
and management

Restore the Institutional -
base for growth In savings
and private Investment

+Budgetary provislon for wheat,
sugar and agricultural credit
subsldlies

+Transfer of decentrallzed
funds to Treasury budget

+Comp letlon of process of
budget budget consollidatlion

+Law definling functlons of
Banco do Brasl|

+Transfer to Banco do Brazll or
BNDES of Central Bank's
deve lopment banking functions

+Establishment of Banco Central
as sole monetary authority

Transfer to Treasury of
responsibi |ty for Federal
public debt

+Greater independence for the
Central Bank (legislative or
constitutional provision)

+Reduction In compulsory
lending for certaln sectors by
commerclial banks, and In
reserve requlrements

Reform of state and reglonal
deve lopment banks

Strengthening of Investment
banks

Reform of state commerclal
banks

Le Islafl??bandlqeg%lafions to

ern
nfeqra+ed bank ing and

financlal system

*
*
*
#*
*
»*
*
#* * *
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Area

Pollcy Objectives

Actlons Taken by Government

Further Measures Recommended

Proposed Timin

4. Housling Finance

5. Flnanclal
Markets

5+ Tax Reform

Bank Support

G. PUBLIC SECTOR

1. Fiscal
Administration

2. Integrated
Managament
Systemn (SEFLAN)

Stabl llze and support
housing investment

Strimulate flow, of funds
for private Investment

Increased tax revenues In a
more efflicient and
equitable system

Efficient arrangement of
Government funds, Including
debt operatlons

Strengthening of Federal
Iinformation, planning,
policy research,
programmlng budgeting,
pollcy Information, evalua-
tion and reporting

Establishment of National
Treasury Secretarlat In the
Finance Ministry (See F.1)

+Reform of the housing flnance
system

New requlatlions for flnanclal
markets, Including tax reforms

Establishment of "Brazll Fund"
to encourage forelgn portfollo
Investment

New regulations for financlal
conglomerates

Program to reduce tax
exemptions and al lowances

Tax reform to encourage
longer-=term holdings of
flnanclal assets

Tax measures to reduce wedge
between borrowing and lending
rates

+Major tax and transfer reform
at Federal, State and
municipal levels

Financlal Sector Reform |
Financlal Sector Reform ||
Flnanclal Sector Reform ||
Financlal Sector Reform IV
Cof Inancing

ESW on the Flnanclal System

+Fully operational control of
budget operatlions, through
Treasury and SEPLAN (SOF)

+Strengthening and expanded
operation of:
- general and sector planning
and project evaluation
(1 FLAN)
= multi-year Investment
planning--C

*
* #*
* *
#*
* *
* *
*
* »*
»*
*
*
*
* * * *
* *
*
* * * #* *
* * * * *
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Area Pollcy Objectives

Actlons Taken by Government

Further Measures Recommended

. Proposed Timing

3. State
Enterprise
Management

Deve lopment of flexiblllty
and effliclency In the state
enterprise system, with
privatization of some
enterprises

4. Statisticel
Davelopment

Information systems
deve lopment: national and
reglonal statistics

5. Financlal
Control

lank Support

H. STABILIZATION

No real Increase In current
or caplital Investment
outlays, but a shift away
from state enterprise
activity Into priority
soclal programs

1. Government
expendlture

SEST supervision of state
enterprise operations (slnce
1980)

Real reductlion In state
enterprise expenditures;
emergency soclal program
Introduced 1985

+Introduction of system for
performance evaluation

+Deve lopment of rehabllitation
programs for selected state
enterprises

+imp lementation of flinance and
rehabl | 1tation programs

Selective privatization of
enterprises directly or via
capltal markets

Initiation of IBGE development
program to expand national and
reglonal Information base

Interim development of national
account and public flnance
research (FGV)

Deve lopment of Integrated
national/reglonal statistical
operations

Strengthening of audit systems
(SECIN &/or Tribunal da Contas)

Publlc Sector Management Loan
Public Sector Management 11
ESW on Public Investment and
public enterprises

+Reductions In Govt. and state

enterprise operating expendl-
tures, Including personnel
costs; extra provision for
malntenance, financlal rehabl-
|Ttation, completion of
priority Investments; careful
evaluation of new Investment
proposals Involving Government
or state enterprises

* * *
* * * * *
* * * * *
*
+* *

* * *
#*
*
* * * * *
* » *
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i 1

Proposed Timing

Area Pollicy Objectlives Actlons Taken by Government Further Measures Recommended
2. Taxation Increase In (recovery of) Measures to restore and +Further short-term adjustments ¥ O
net tax revenues to 1970s Increase Income tax revenues to Increase revenue col lection
ratios (Increase equlvalent to 1.7% and reduce cost of tax
of GDP proposed) exemptlions and al lowances
Major reform of tax and W
Incentive systems and
mechanlsms for revenue sharing
3. Other Revenues Public sector prices, Some real Increases In 1985 +Publlc sector prices to L a B B
levies to cover cost of Increase in real terms; soclal
services. securlty and simllar charges
to be adjusted to cover
programs'costs
4. Subsldies (See Fo1)
5. Publlc sector Reduce publlic sector "Operatlional" deflcit cut +Reduction of "operational” *
deflclt deficit (broadly deflined) from 6.8 to estimated 2.8% of fiscal deficit to 1% of GDP
to normal financing range GDP, between 1982 and 1985
+Further improvements In fiscal A A A
performance, according to
targets to be agreed annually,
to secure gradual decline In
ratio of total public debt to
GDP
fi. Monetary FPolicy Expansion consistent with Short perlods of tight HMeeting annual monetary * x W
agreed stabllizatlon monetary restralint, 1981-84. targets based upon expected
targets growth and Inflation
7T« Incomes pollcy Real wage Increases |inked Successful efforts to reduce +Publlc sector wage pollcy o LA
to productivity growth, to real wages In 1983-84, some consistent with no Increase
Increase emp |oyment real wage recovery In 1985. In real wage blll In 1986-87
opportunities
8. Indexatlion Reduction of the inflation - +Preparation of detalled *
mechanisms Implled by the program on how to deal with
Government Indexation indexatlon and related Issues
system, while avolding =

distortions that might be
caused by Inflation If
Indexation Is elliminated

+lmp lementation of the program
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i

Pollcy Objectives

1

Actlons Taken by Government

Further Measures Recommended

; F*ogosed Timing

. SOCIAL & REGIONAL

FRIUOKTTIES

1. Soclal

i
.

Adjustment

Realonal
eve lopment

HBank Support

Recovery from soclal costs
of economlc recesslon
through programs desligned
to reduce poverty, Improve
Income distribution and
promote emp loyment rhgough
economic growth

Increase employment and
Incomes, and promote
sustalned growth In the
Northeast reglon

Soclal sector priority
program In nutrition, health,
education, housling, water
supply, small-scale
agriculture and Job creatlon
(1985)

New rural development
programs for the Northeast
(1985)

Preparation and Implementation

of plans of expanded, more

cost-effective and efficlently
dellvered health, educatlon and

other soclal services

Preparation of comprehensive,

mu lti-sectoral Northeast
reglonal development program

Phased Implementation In lline

with domestlic and external
reserve aval labl |ty

Educatlon Sector Loan
Hea lth Sector Loan

NE lending program (rural
deve lopment, Industries,

Irrigatlion, education, health)

ESW on health and education
programs and NE reglonal
deve lopment

* * * * *
*
» »* * *
*
*
* * * * *
»*



ANNEX
Januar , 1986

BRAZIL - A PROPOSED COMPREHENSIVE, MEDIUM-TERM FROGRAM

FOR TRADE LIBERALIZATION

Area

Pollcy Objectives

Further Recommended Measures

1. Export
Deve lopment

2. Export Flnancing

5. Import Reglime

Bank support

Improve industrial productivity and efficlency; nominal
growth rate of manufactured exports of 15% annually, to
permit Import expansion while covering debt service

Ratlonallze and extend flnancing arrangements for exports

Increase the market Incentlives to Improve quallty and lower
costs of domestlc production; as a by-product, Increase
revenues from Import trade

Formulation and Initlal steps In Implementation (see
below) of a multi-year program for export expanslon
and trade policy rationalization

Imp lementation of GATT Code for subsidles

Provislon of access to financing to all exporters at
international ly competitive rates, consistent with
GATT Subsidy Code

Speclfication of import rationalization objectlves,
identiflcation and consideration of specliflc measures
to reduce anomalles In pollcles and procedures
affecting different cateqories of producer, with

Imp lementatlon subject to balance-of-payments
situation; results of ongolng studies of effective
protection; and results of trade negotiations

Imp lementation of GATT codes for Customs Valuation and
Ant1-Dumping

Elimination of most Items from the |lst of "lmport
Suspension"

Liberallzation of firms' annual Import programs,
eliminating discrimination by products and providing
automatic approval for firms Importing up to a pre-
determined value. (lmport programs would be used as
a tool to control Imports only In the event of a
balance of payments crisis).

Reduction or elimination of most tariff exemptions
schemes, and reduction of scope of application of
Law of Simllars

Reduction of tariff levels and dispersion to a nominal
average of about 40% range, with perhaps half the Items
in the 30-40% range, a minimum tariff of 10% and a
maximum of 85% (Including IOF tax)

Gradual phasling-out of non-tariff restrictions, so that
Imports will be controlled primarily by the price
mechanism, as reflected through the exchange rate and
modifled tariffs

Export Development |

Export Development |11
Industrial Restructuring |
Industrial Restructuring 1|
Cofinancing

ESW on Industry and Trade
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SECTOR POLICIES

A. Industrial and Trade Policies

l. Domestic markets for Brazilian manufactures are protected by
quite high nominal tariffs and extensive non-tariff barriers, even after
substantial reform in September 1984, Manufacturing production, however,
is competitive and apparently efficient over a wide range of subsectors.
Its international competitive strengths are demonstrated by the impressive
increase in manufactured exports in recent years, from US$6.6 billion in
1979 to US$15.1 billion in 1984, Another indication has been the very
limited growth of import demand when the Brazilian drawback system was
liberalized, with Bank support, to establish a "free trade" regime for
export production.

2 The most recent thorough study of nominal and effective
protection for Brazilian manufacturing, for 1980-81, shows high nominal
tariffs (an average of 99%, and 133% for consumer goods) but relatively low
effective protection as measured by direct price comparisons (an average of
447 and 367 for consumer goods). The averages for Brazil do conceal
substantial dispersion in both nominal and effective protection. In
1980-81, for example, the nominal tariff approached 200% for apparel,
beverages and tobacco, although the implicit effective protection estimates
for these products were 267, —-1% and 67, respectively. Implicit effective
protection was negative in the mining non-metallic minerals, transportation
equipment, paper and rubber industries, but exceeded 100% for electrical
equipment and pharmaceutical products.

3. Brazil has taken some recent measures to reduce restrictions on
trade. The September 1984 tariff reforms included the removal of sucharges
imposed in the 1970s and reduced the unweighted average nominal tariff to
51%. The trade—weighted average tariff was already much lower, at 30%, in
1975, and came down to about 22% in 1984, Non-tariff barriers, which have
been more important than tariffs in regulating imports, were also reduced
in 1984 when the list of prohibited imports was cut from 4,435 to 2,081
items and other rules and administrative requirements were somewhat
relaxed.

4, The extent to which recent measures have reduced levels and
dispersion in effective protection should become clear when a major new
study, financed under our first Export Development loan, is completed,
probably by mid-year. This study will, we expect, provide the basis for
consideration by the Government of further trade policy measures.

S In view of the above, we see trade policy reform for industrial
products at this stage as a desirable but not immediately essential
component of an economic adjustment program for Brazil., The key
requirement is the continuation of exchange rate policies which will keep
manuf actured exports competitive and growing.

6. Measures to promote further improvements in industrial efficiency
include, in the area of export development:
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- strengthening of export promotion through enhanced quality
control and certification procedures; marketing design and
packaging; access of small and medium size firms to export
promotion services and information; coordination among government
agencies and private associations; decentralization and greater
automaticity of export procedures;

- simplification of indirect drawback system;
- elimination of remaining indirect taxes on exports.

7w The import regime would benefit from simplification and increased
automaticity in official (CACEX) import procedures and the decentralization
of decision-making.

8. Subsequent steps towards import rationalization should focus on
areas shown to benefit from high levels of effective protection, as
demonstrated by direct price comparisons, and theref ore imposing high costs
on other manufacturing and the economy in general. A more comprehensive,
longer-term approach would seek the rationalization of import policies
across the board, emphasizing:

- implementation of GATT customs valuation and anti-dumping codes;
-~ elimination of most items from the import suspension list;

- liberalization and eventual elimination of company annual import
programs, except as emergency measures;

= reduction or elimination of most tariff exemption schemes and
applications of the Law of Similars;

- reduction of nominal tariff levels and dispersion, with up to
half of all items in the 30-40% range;

- further phasing—out of non-tariff restrictions so that imports
will be controlled primarily by the price mechanism, as reflected
through the exchange rate and modified tariff system.

B. Agricultural Sector Policies

9. Brazilian agriculture registered strong though unbalanced growth
in the 1970s, at an average of 5% annually, but in the 1980s, output
stagnated and agricultural investment declined. Except for credit
programs, Government agricultural policies have acted as disincentives to
investment, especially for staple crops. Subsidized credit promoted
increases in production, but at high cost and with heavy emphasis on
high-input commercial agriculture and special development programs
(alcohol, Cerrado agriculture, the Amazon frontier) requiring large fiscal
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incentives. The crisis—induced reduction of agricultural credit, early in
the 1980s, was not compensated by other policy changes. Adverse trade and
pricing policies, high taxation and industrial protection continued.
Intervention in agricultural trade and minimum price arrangements have
provided more uncertainty than support.

10. Agricultural expansion is critical for growth. The key to
realizing the full potential of the agriculture sector is a policy
framework that will make all forms of production and exports profitable
without credit subsidies, interventionist trade policies and
production—-based taxation. This is central to Bank agriculture sector
lending to Brazil and conforms with Government policy objectives as
expressed in the National Development Plan., The first sector loan
supported the Government decision to phase out negative real interest rates
on rural credit. The second would support significant and complementary
moves towards a more liberal pricing policy for agriculture.

11, In the area of agricultural credit, the required policy measures

are:
- budgetary provision for interest rate subsidies, in 1986;

- subsequently, full fiscal provision for all remaining subsidies;

- elimination of negative real interest rates in the
North-Northeast, except for selected target groups;

- market interest rates in the Center-South, except in special
areas.

2. Agricultural trade and pricing policies should provide for:

= the initiation of a free trade policy for key 1986-87 crops,
within defined limits;

= the phasing-out of food price controls and the wheat subsidy,
along with the implementation of targeted food assistance
programs ;

- rationalization of trade regulations for agricultural
commodities;

— a free-trade policy for key agricultural commodities, subject to
minimum price guarantees, market saf eguards and Government stock
management.

13. In addition, provision should be made for a reform of
agricultural taxation policies, to minimize disincentives to agricultural
export growth,
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C. Energy Sector Policies

14, Over the past decade, Brazil has been diversifying its energy
base and stressing conservation. By accelerating petroleum exploration and
production, as well as encouraging energy substitution and conservation,
Brazil has significantly reduced oil imports. Investments in
hydro—electric plants and in alcohol production have expanded Brazil's
energy resources, and recent natural gas discoveries will add to the
diversification strategy. With the present world oil price prospects and
the country's resource constraints, two general principles should guide
future development of the sector: (a) energy development of domestic fuels
should be coordinated, to avoid excess duplication or over=—expansion of
supply relative to market demand; and (b) economic criteria should be
strictly applied to energy investments, and pricing should reflect market

f orces.

15 Brazil is not a low-cost producer of petroleum. While the
current production target of 740,000 bbl/day by 1989 seems to be
cost-effective with present oil price projections, the cost of future
investments, particularly in the deep-offshore areas of the Campos basin,
must be carefully scrutinized and the pricing of petroleum derivatives
(notably fuel oil, LPG, and naphtha) should more adequately reflect
international prices. Alcohol development is also susceptible to weakening
oil prices. Brazil's alcohol program is economically viable in the biggest
producing areas of the country, though not in the traditional sugar-
producing areas in the Northeast. Therefore, further development should be
oriented toward productivity improvements in existing facilities rather
than toward building new plants, and alcohol conservation encouraged
through increasing its retail price relative to that of gasoline. Finally,
in order to insure adequate provision of electricity for expanding business
and residential consumption without draining the Government budget, the
financial condition of the power sector must be improved, and priority
transmission and distribution investments which were delayed because of the
recession should be completed.

16. The following sector policies would support production and reduce
imports:

(a) Development of a long-term energy plan for coordinated production
and consumption of energy resources.

(b) Energy pricing policy, especially for petroleum derivatives,
alcohol and electricity, which would better reflect opportunity
costs and theref ore promote efficient domestic energy production
and use.

(c) Financial rehabilitation of the power sector through higher
tariffs, improved debt/equity ratios, and other means, and
completion of priority investments to improve system

reliability,
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(d) Emphasis on agricultural and industrial productivity improvements
in alcohol production, with strong limitations on expansion of
capacity in new or high-cost regions of the country.

D. Financial and Fiscal Reform

17. In the mid-1960s, financial and fiscal ref orms played a
fundamental role in economic stabilization in laying the basis for a period
of extraordinarily rapid economic growth. Two decades later, however,
inflation is over 200% a year, real free market interest rates (on the
order of 25% to 30%) are higher than the returns that can be earned on
investments in real assets, financial markets are fragmented, and the
portfolios of many major financial institutions are of doubtful quality.
There is a growing consensus in Brazil that reforms similar in scope to
those of the 1960s are again required.

18. Monetary and Fiscal Ref orm. Financial reform, carried out in
close coordination with fiscal reform, could play an important role in
completing both economic stabilization and the adjustment of the economy to
changed international economic conditions. Three major objectives of
financial reform would be: (i) more effective monetary and fiscal control;
(ii) enhanced stability of the financial system; and (iii) increased
efficiency in mobilizing and allocating resources. High real interest
rates can be attacked directly through tax reforms and reductions in
compulsory lending at below-market rates; they can be addressed indirectly
by reducing uncertainty about future financial policies, and by measures
resulting in improved monetary control. Financial reform alone cannot
bring down real interest rates to sustainable levels. But it can reinf orce
other measures critical to economic stabilization and structural
adjustment.

19. The Government has stated its intention to unify Brazil's federal
budgets (those of Treasury, the Monetary Authorities and the state
enterprises) and is also proceeding to redefine the roles of the National
Treasury, the Central Bank, and the Bank of Brazil. The goal would be to
establish a clear separation between the conduct of monetary and fiscal
policy and achieve better discipline over public expenditure. The
Government has already taken a major step forward by consolidating, within
the Federal Government budget, most fiscal expenditures previously financed
through the monetary budget, and by limiting any fiscal expenditure by the
Central Bank or Bank of Brazil to that contained in the budget. A new
Secretariat of the Treasury is being established in the Finance Ministry to
administer the overall fiscal budget and to unify thousand of special funds
that have been managed independently up to now by government agencies.
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Tax Reform

20. The tax system is also badly in need of reform. Some activities
are still undertaxed or not taxed at all. Taxation varies significantly
across sectors or sources of incomes. There is almost no taxation on
property, wealth, and inheritance. Fiscal incentives have proliferated,
they not only erode revenues, but also reduce the ability to influence
investment and accentuate the lack of equity in the overall tax system. In
order to prepare a broader tax reform the Government established a Tax
Commission in March 1985. The main objectives of the reform which the Bank
supports are increasing state and local government autonomy on taxation,
using the tax system to direct savings more to productive investment than
to financial transactions, and improving the tax system as a policy
instrument for improving the income distribution and for balanced regional
development.

21. While the Commission's recommendations will not be fully
implemented for several years, some steps appear feasible before then. As
part of the fiscal adjustment for 1986, significant changes to the tax
system are already being made. They include an increase in the
progressiveness of the personal income tax, taxation of all forms of
interest income at a uniform rate, and reduction of the lag between the
accrual of corporate tax liability and payment of the tax.

22. The following sector policies would not only improve the
Government's monetary and fiscal control but would also help mobilize
savings and channel them to productive investment, by improving the
financial system, reducing intermediation costs, and broadening and
rationalizing the tax base:

(a) Budget consolidation:

Budgetary provision for wheat, sugar and agricultural credit
subsidies; transfer of decentralized funds to Treasury budget;
completion of process of budget consolidation; and redefinition
of the functions of the Bank of Brazil.

(b) Monetary policy management:

Transfer to Bank of Brazil or BNDES of the Central Bank's
development banking functions; establishment of Central Bank as
the sole monetary authority; transfer to the Treasury of
responsibility for the Federal public debt; and greater
independence for the Central Bank.

(¢c) Financial system improvements:

Reduction in compulsory lending for certain sectors by commercial
banks and in reserve requirements; strengthening and reform of
the state and regional banking system; reform of the housing
finance system; and new regulations for financial markets and for
financial conglomerates.
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(d) Tax reform:

Program to reduce tax exemptions and allowances;

encouragement of longer-term holding of financial assets through
differential tax rates; reduction of the wedge between borrowing
and lending rates; and reorganization of tax and transfer system
between Federal, State and municipal levels.

E. Public Sector Management

23 Management problems stem from the expansion of the public sector
in the 1970s as the Government sought to maintain investment and growth in
a difficult external environment, counter inflationary trends for which
growing public sector deficits were themselves largely responsible, and
meet a variety of competing and sometimes conflicting social objectives,
Public expenditures expanded primarily through the monetary budget, which
was handled by the Central Bank and used increasingly to channel
development and welfare expenditures through subsidized credit programs and
other subsidy arrangements. Public sector prices were held down in the
attempt to restrain inflation. State enterprises were encouraged to borrow
overseas for ambitious investment programs, and to borrow more to support a
deteriorating balance of payments.

24, Since 1980, in an environment of recession, rising inflation and
severe constraints on both external and domestic borrowing, the Government
has made strenuous efforts to bring public expenditures under better
control. There has been a substantial reduction in the public sector's
operational deficit and borrowing requirements, from an estimated 6.6% of
GDP in 1982 to about 3% in 1985. The aim in 1986 is to reduce this deficit
to 0.5% of GDP.

25, The Government proposes to strengthen public sector management in
several key areas, with Bank finance for:

- the establishment of a National Treasury Secretariat to
administer Government funds more effectively,

- strengthening Federal information, planning, policy research,
programming, budgeting, evaluation and reporting systems,

— improved programming and screening procedures for public
investment projects, and

- the introduction of performance evaluation systems,
rehabilitation programs and selective privatization programs for
the state enterprise sector,.

26. These measures, together with programs also to be supported by
the Bank for the development of information systems and financial control,
have the potential for greatly improved management of the public sector.
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BRAZIL - EXPANDED FIVE-YEAR LENDING PROGRAM

(FY86-90)

FY86

Electric Power Sector

Agricultural Sector II

Northeast Rural Development

Alcohol Development

Agricultural Credit

Upper and Middle Sao Francisco Irrigation
Salvador Metropolitan

Northeast Rural Development
Agricultural Extension

Santa Catarina Market Towns

Northeast Urban Reconstruction (Flood)

FY87
Public Sector Management
Northeast Education Policy
Financial Reform I
Rural Electrification II
Northeast Health = Primary
Industrial Skills Vocational Training
Urban Transport IV
Electric Power Sector II (S)
Irrigation Engineering (S)
State Highway Sector Maintenance
Agricultural Sector III
Northeast Rural Development V
Export Development II (R)
Alcohol Development II (R)
Agricultural Research III (R)
Natural Gas (R)
Minas Gerais Forestry (R)

FY88

Northeast Irrigation
Financial Reform II
Industrial Restructuring
Power Distribution (S)
Electric Power Sector II (S)
Livestock Disease Control (S)
Cerrado Transport
Rural Telecommunications
FEPASA Railways II
Northeast Rural Development VI
Northeast Rural Development VII
Northeast Education
Rubber Development (R)
Ports EI (R)
Health/Population (R)
Urban Sector (R)

0.0
400.0
171.0
17550
150.0

56.0
49.0
185.0
155.0
24,5
100.0

25.0
10.0
300.0
175.0
50.0
100.0
200.0
400.0
45,0
150.0
350.0
200.0
200.0
175.0
100.0
50.0
20.0

200.0
200.0
250.0
300.0
400.0

50.0
100.0
100.0
100.0
100.0
100.0
150.0

60.0
100.0

40.0
200.0

USS Million

(10)
(1,465.5)

(12)
(2,005.0)

(5)
(545.0)

(12)
(2,050.0)

(4)
(400.0)



FY89

Agricultural Sector IV
Education Sector (S)
Northeast Irrigation (S)
Feeder Roads IV (S)
Rural Water and Sanitation (S)
Industrial Restructuring II (S)
Northeast Small and Medium Cities (S)
Technology Development (S)
Electric Power Sector III
Northeast Small Industries
Financial Reform III

Export Development III (R)

FY90

Water and Sewerage (S)

Rural Electrification III (S)
Medium Cities (S)

Gas Exploration/Development (s)
Agricultural Credit (S)
Transport Sector (S)

Electric Power Sector IV (S)
Grande Carajas (8S)
Development Banking (S)

0il Palm Development (S)
Agricultural Credit (S)

January 16, 1986

300.0
100.0
100.0
150.0
100.0
300.0
100.0
100.0
400.0
150.0
200.0
300.0

150.0
200.0

50.0
150.0
300.0
200.0
300.0
150.0
200.0
100.0
200.0
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UsSs Million

(11)
(2,000.0)

(11)
(2,000.0)
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Comments on the Draft Baker Initiative Country Study: Brazil

Alan Gelb, DRD

I. THE CURRENT SITUATION

Main Policy Responses.

During the period 1977-83 Brazil's terms of trade nearly halved. The
average real interest rate payable on medium and long-term debt increased from
-4 percent in 1977 to around 1l percent in 1982 before beginning to decline.
The consequent terms of trade losses and increased factor payments were
equivalent to 8 percent of GDP. Initially, much of this external
deterioration was financed by running large current account deficits--4.6
percent of GDP over 1979-82--but by 1983 the cutoff of international lending
forced rapid adjustment. By 1984 one indicator of the extent of adjustment--
the terms of trade loss plus factor payments increase plus improvement in the
current account (all relative to 1977)-- reached the equivalent of 10 percent
of GDP.

This adjustment required:
(a) a trade surplus, and
(b) the transfer of the excess of income over absorption to the public
sector to enable it to service external debt (which was 80 percent
public).
Three sets of policies have been important:
(i) A substantial real depreciation was effected in 1983, wages were cut
and credit policy tightened. These expenditure switching and

reducing policies aimed to effect the trade surplus.



(i1) The public sector turned to domestic capital markets as fiscal
ad justment lagged the drying-up of foreign finance. This caused
rapid growth of the domestic public debt.

(iii) By permitting domestic assets and foreign debts to be offset, the
government socialised exchange risk in the Central Bank. This
reduced the impact of the maxidevaluation of 1983 on private debtors.

Ad justment-External.

The above combination of measures has led to a remarkable turnaround
on the external account. In 1980-82 the current account deficit averaged $13
billion or 4.7 percent of GDP. In 1984-85 the average current account has
been almost balanced, with a small deficit in 1985 following a small surplus
in 1984. The real exchange rate against the dollar depreciated from 100 in
1977 to around 65 in 1985, following the 1983 maxidevaluation and the policy
since then of continuous devaluation against the dollar at the rate of
domestic inflation. Trade surpluses of around $12 billion have facilitated
interest service on debt; although external debt increased in 1984, this
reflected the reconstitution of reserves from extremely low levels.

Brazil's external performance was effected through export expansion
(the share of industrial exports in output almost doubled in 1982-84) and
severe import compression. The latter was made possible by the maturation of
major investments in key import=-substituting industries as well as by
depressed domestic demand (especially investment which has a higher import
content) and tighter import controls.

Ad justment-Domestic.

The domestic picture has been more clouded. In the process of

ad justment, Brazil moved into recession at least as severe as that in the



1930's. The trough was reached in 1983. Recovery in 1984 involved growth of
4.5 percent and was export-led. Expansion of 7 percent in 1985 was
consumption-led; domestic investment, estimated at 18 percent of GDP in 1985,
has not recovered substantially from its long slide, from 26 percent in 1977
to 16 percent in 1984.

In the recession real wages fell some 20 percent from peak levels;
they have recently somewhat recovered (real wage increases are estimated at
about 13 percent) but are still below previous levels. Public-sector wages
appear to have been especially squeezed, with adjustment lagging accelerating
inflation; there is now great pressure for their increase.l/

Brazil is therefore now in a state of recovery, but one which appears
to be fairly fragile. The following factors are important in assessing the
immediate outlook:

1. Inflation and Interest Rates.

Brazilian inflation has accelerated in step-jumps, from 40 percent to
100 percent in 1979-81 and then to a new plateau of 200-220 percent since
1983. The inflation tax has not changed too much, so that any rise in the
real public deficit has had to be financed by selling bonds and bills. The
narrowly-defined money stock is small relative to GDP, with liquidity largely
being provided by other financial assets held on a 24-hour basis or subject to

repurchase agreements. Most of the non-monetary assets have their principal

L/ Wages are indexed with a lag, so that accelerating inflation has been
associated with a fall in the real wage. More important may have been the
severity of the recession; despite indexation, Brazilian wages seem to be
quite responsive to labor market conditions. Recent pressure to shift
from 6-monthly to quarterly adjustment could again cause inflation to
accelerate.



corrected by an index of monetary correction (ORTN) or by the exchange rate.
As government turned to the domestic financial market (see below) real
interest rates soared, to average 23 percent for working capital in 1982-84.
In the first half of 1985 interest rates reached unprecedented levels. Since
August they have fallen somewhat but are still very high.

The impact of these high rates has been felt mainly by public sector
firms and the housing system. The private corporate sector was able to adjust
remarkably rapidly after 1981 by trimming payrolls and working capital and
cutting pay, and may now be in a net creditor position. However, high real
rates inhibit investment, as does the fear that an acceleration of inflation
(which could take place for a variety of reasons) would lead to even higher
real rates.l/

It is also feared that its increasing domestic debt might lead the
government to change the rules of ORTN indexation. High real interest rates
thus substantially reflect a credibility problem, which in turn relates to the
failure to adjust fiscal policy more promptly towards a contractionary stance,
as is further discussed below.

2. Investment and Growth.

The output and real wage increases of 1984-85 have been made possible
largely through increases in the rate of capacity utilisation. Perhaps
surprisingly (in view of the depth of the recession), many industrial sectors

now appear to be hitting "full" capacity levels, and shortages have begun to

1/ Factors which could cause inflation to accelerate include: failure to
carry out the fiscal package recently announced, a shift to quarterly wage
indexation, adjustment of controlled prices, a poor harvest and the
exhaustion of spare capacity.



emerge. Therefore, in assessing the prospects for growth even in the short-
medium term, both the level of investment and the efficiency with which the
capital stock can be employed are key variables.

3. The Fiscal Deficit.

The Federal budget balance is of little analytical value in its own
right. Estimates of the consolidated public setor deficit are only available
on a consistent basis after 198l. A number of definitions and concepts have
been used, reflecting the problems involved in applying standard constructs to
the Brazilian situation.

The "nominal" public sector deficit now represents around 25 percent
of GDP. Most of this is, however, made up of monetary and exchange correction
on outstanding public debt. The nominal deficit therefore tends to rise,
relative to GDP, as inflation accelerates, and is not the most useful comcept
for analysing fiscal policy. One measure which has recently been calculated
by the Central Bank computes the deficit as the increase in the real value of
the outstanding stock of public debt, and includes the Monetary Authorities as
part of the "public sector"L/ on this measure, the public deficit decreased
from 6.5 percent of GDP in 1982 to 4.5 percent in 1984, and is estimated at
2.9 percent in 1985. Real depreciation sharply raised the ratio of domestic

and foreign public debt to GDP in 1983. The domestic public debt is now about

20 percent of GDP and the foreign public debt is about 30 percent; real

L/ An extended discussion of the various public deficit concepts is beyond

" the scope of this paper. Excluding the Monetary Authorities changes the
Central Bank deficit estimate only slightly. It then is close in concept
to the "operational deficit" of the IMF which excludes monetary and
exchange correction from the nominal deficit and also excludes the
Monetary Authorities. The estimate of the nominal deficit given in the
text follows the IMF definition. Computed as the nominal increase in all
public debt converted into cruzeiros at the beginning and end of period,
the nominal deficit is about 50 percent of GDP.



interest charges are therefore now about 5-6 percent of GDP so that the
noninterest fiscal balance (excluding correction of debt) is in substantial
1/

surplus.=

4. The Current Gradualist Approach to Stabilisation.

On November 28 government presented a series of measures through
which it expected to cut the deficit (as measured above) from 2.9 percent of
1985 GDP to 0.5 percent of projected 1986 GDP. Its package included
significant tax and public pricing reforms, containment of central government
and other public sector expenditures and also provided for a doubling in real
terms of the "social priorities" program. Sizeable sales of public
enterprise stock are also envisaged, as is liberalisation of trade in
agricultural products.

Alternative, more radical, approaches featuring a monetary reform a
la Argentina or Israel are currently being debated, but the implementation of
such a reform seems unlikely unless inflation accelerates sharply or the
recovery is reversed. The probability of some such scenario is not
negligible. There is the prospect that inflation will again accelerate, which
will undermine confidence, reduce willingness to hold public debt and so raise
real interest rates and stifle investment and growth. The Baker paper should
make reference to such a scenario consider the short term macroeconomic

effects of increased lending.

1/ Over the past two years central government domestic borrowing has
substituted for public enterprise domestic borrowing. The more visible
Treasury debt has thus grown at about 32 percent in real terms whereas
real public enterprise debt has been constant. This may have contributed
to a perception that total public debt was expanding more rapidly than it
actually has been.



IT. POLICIES FOR ADJUSTMENT.

The Role of External Finance.

If the external nominal debt were to remain constant and the real
exchange rate were held constant, Brazil's debt/GDP ratio would probably fall
at about l0-percent per year. Although it is difficult to estimate the
optimal debt/GDP ratio, this suggests that some financing from external
sources above the level suggested by the 1984-85 current account is a
reasonable option from the long-run perspective.

In the present situation the potential contribution of increased
external finance is two-fold. First, it would permit an increase in imports
and allow some relaxation of the contractionary and regulatory measures needed
to effect the present trade surplus. Second, it would ease the difficulties
posed by the domestic transfer problem, namely (i) the depressed level of
public investment some of which is essential for structural adjustment (for
example, electrical transmission lines) and (ii) public sector pressure on
domestic financial markets. This is undermining confidence and inhibiting
vital private investment.

The Policy Recommendations.

The impact of external funding would be large only if accompanied by
measures to raise the efficiency of domestic resource use. This brings us to
the measures set out on pp 6 and 7 and in Annex 1 of the Baker paper. They
cover a very wide set of issuesj indeed, it is difficult to think of any major
area omitted from the list. Together with their timing as set out in Annex I
they would represent an important shift in the nature of Brazilian economic
policy and institutions over the next five years.

The policies proposed in the Baker paper are sensible; indeed, as

noted, most are being addressed in ongoing dialog between Brazil and the



Bank. Some seem optimistic. For example, selective privatisation of public
enterprises (para l4--as opposed to just selling a minority shareholding);
reform of the Monetary Authorities (para 16--it is not apparent that the Bank
of Brazil's costs render it potentially competitive without continuing
subsidies and its status as the largest traded stock limits the measures which
can be taken); reducing inflation to 20 percent by 1990 (para 18--without a
successful monetary reforﬁ which is not set out as an option in the paper).

On the other hand, some of the recommendations could perhaps be
strengthened. Why should negative real interest rates persist for rural
credit until 19887 Would not a rapid move to full market rates be more
compatible with a speedy transition of the Bank of Brazil? Could the schedule
for policy changes to encourage direct investment not be accelerated?

To what extent is such a very broad set of measures monitorable as a
whole? Is the intention to have a two-level monitoring system, with certain
key (and monitorable) variables forming a core and others being mainly
associated with specific Bank loans? While the paper identifies the
relationship between Bank policy-based projects and areas of policy reform,
the absencé of specific criteria is notable in Annex I.

Further, is Brazil willing to have the Fund monitor key aspects of
its program? What would be the Bank's response if in such key areas (for
example, the public sector deficit) Brazil was not in compliance yet in
project-specific areas (such as agricultural credit) it was? Could
cofinancing for such a project reasonably be expected from commercial banks?

The paper does not make clear the link between policy change and
economic performance. Realistically, this is hard to do in quantitative
terms, but there are strong assumptions underlying the policy-growth link as

further noted below.



There may be inconsistency between policies and projections;
policies to promote exports and efficient import substitution (p6) include
devaluation equal to domestic inflation or, in Annex I, at least equal to the
differential of inflation over foreign rates. Over 5-10 years there is a
substantial difference in these options. Real exchange rate policy affects
the prospects of reducing domestic real interest rates and therefore the
growth of public debt. It also affects the evolution of the projected debt-

GDP ratio.

ITI. INDICATORS AND PROJECTIONS.

The paper presents three projections: high ( 8 percent), medium (7
percent)and low (5 percent) GDP growth. In these projections it is assumed
that capital inflows are constrained by debt-export and debt-service ratios.il
The high-growth scenario, where real exports grow at 7-8 percent after 1987,
envisages continuing current account deficits of $2.5-4 billion while the low
growth scenario, where exports grow at only 2-3 percent, requires current
surpluses after 1986. In the medium case exports grow at about 6 percent and
current deficits are in the $ 1-3 billion range. The low-growth scenario
represents a situation characterised by no major policy reforms, a constant
real exchange rate and no '"new money" from commercial banks.

The high-growth scenario assumes timely adoption of all required

policy reforms and real exchange devaluation at the rate of international

inflation. The "most likely" medium-growth scenario assumes all policy

1/ In all projections debt/export ratios evolve in a similar manner,
declining steadily from 3.7 in 1985 to 1.5 - 1.8 by 1995.
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reforms except trade liberalisation; instead, there is some simplification of
trade policy.

For comparison, the Brazilian government's own growth target is only
6 percent. GDP growth was projected at 6.6 percent rising to 6.9 percent
after 1990 by the Region in the recent EPD country survey and this was
modified to 6.1 per cent rising to 6.3 percent by EPD. Comparable export
growth projections were: Region: 5.4 rising to 7.2 percent and EPD 5.1 rising
to 6 percent. In general, these estimates are between the medium and low
scenarios in the Baker paper.

One reason for the difference in GDP growth rates in the Baker
scenarios is the greater volume of external financing made possible by higher
exports. The other is an efficiency effect, assumed to follow the adoption of
the policy reforms. The average ICOR varies from about 3 to 3.3 over the
scenarios.il This permits extra growth without cost in terms of consumption--
it would seem that the efficiency assumptions following from the policy
package are responsible for about 1 percent extra growth. Any such assumption
on the effects of the reforms should be made explicit.

Policies and scenarios may not be consistent. If world inflation is,
say, 5 percent, in dollar terms GDP growth is actually only 3 percent in the
high and 2 percent in the medium-growth scenarios because of the real exchange
rate policy assumed to be needed to encourage exports and accompany
liberalisation (see para 9). Therefore, in dollar terms GDP actually grows
less in the high and medium scenarios than in the low-growth scenario. This

1s inconsistent with Table 2, which does not allow for real exchange rate

1/ 1In 1973-1980 the ICOR was 3.3.



effects; debt/GDP and similar ratios would grow far more rapidly in the above
scenarios.

A related point is that the scenarios assume the same terms-of-trade
sequence over time (a slight improvement), although one of the goals of real
devaluation is to improve competitiveness and sales abroad. This is
consistent only if Brazilian exports are seen as totally supply- constrained,
which, even without an increase in protectionism, is unlikely for such
diverging export growth rates.

The transition from 1985 to 1986 also raises some questions. The 44
percent marginal savings rate seems optimistic. It might be difficult to
effect 22 percent import growth without undermining the confidence needed for
stabilisation. Given supply lags, is it really feasible for Brazil to grow at
8 percent even if investment picks up? Growth in 1986-87 is mainly dependent

on the success of the stabilisation policy phase; this needs more emphasis.

IV. CONCLUSION.

Overall, the paper is rather upbeat, though its policy suggestions
are sound. It does not place sufficient emphasis on the primacy of the
stabilisation-confidence issue and does not address the possibility that
Brazil will need to undertake a radical monetary reform, with all the legal
and other ramifications. It assumes that the government is willing to
undertake wideranging policy reforms in a relatively short space of time,
under the pressure of continual elections. The moderate-growth scenario is
above the government's projections. There may be some inconsistency between
policy recommendations and the projected creditworthiness indicators.
Finally, there needs to be further discussion between the Bank and the

Brazilian government on the precise content of a stabilisation plan and its



_12_

monitoring, and more thought on the relationship between the monitoring of the
various parts of such a broad policy package and the set of proposals which

could be presented to commercial banks.
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GDP 249.740
GDP Per Capita + 2.059
Export Volumes (fob, customs basis) 20. 132
Manufactures 7.770
Non-Fuel Prim. 12.005
Fuels 0. 358
Export Volumes (fob,customs basis) 20.132
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-6.799 0.053 -1.300
3.3 0.0 1.5
-3.3 0.0 0.6
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Draft Baker Initiative Brief: Brazil

Alan Gelb, DRD

I. THE CURRENT SITUATION

Main Policy Responses.

During the period 1977-83 Brazil's terms of trade nearly halved. The
average real interest rate payable on medium and long-term debt increased from
-4 percent in 1977 to around 1l percent in 1982 before beginning to decline.
The consequent terms of trade losses and increased factor payments were
equivalent to 8 percent of GDP. Initially, much of this external
deterioration was financed by running large current account deficits=-4.6
percent of GDP over 1979-82--but by 1983 the cutoff of international lending
forced rapid adjustment. By 1984 one indicator of the extent of adjustment--
the terms of trade loss plus factor payments increase plus improvement in the
current account (all relative to 1977)-- reached the equivalent of 10 percent
of GDP. '

This adjustment required:
(a) a trade surplus, and
(b) the transfer of the excess of income over absorption to the public
sector to enable it to service external debt (which was 80 percent
public).
Three sets of policies have been important:
(i) A substantial rgﬂl depreciation was effected in 1983, wages were cut
and credit policy tightened. These expenditure switching and

reducing policies aimed to effect the trade surplus.



(ii) The public sectorICurned to dome;tic capital markens'as'%iEcai
ad justment lagged the drying-uplof foreign finance. This caused
rapid growth of the domestic public debt.
(iii) By permitting domestic assets and foreign debts to be offset, the
government socialised exchange risk in the Central Bank. This

reduced the impact of the maxidevaluation of 1983 on private debtors.

Ad justment-External.

The above combination of measures has led to a remarkable turnaround
on the external account. In 1980-82 the current account deficit averaged $13
billion or 4.7 percent of GDP. In 1984-85 the average current account has
been almost balanced, with a small deficit in 1985 following a small surplus...
in 1984, The real exchange rate against the dollar depreciated from 100 in
1977 to around 65 in 1985, following the 1983 maxidevaluation and the policy

since then of continuous devaluation against the dollar at the rate of

——

domestic inflation. Trade surpluses of around $12 billion have facilitated
interest service on debt; although external debt increased in 1984, this
reflected the reconstitution of reserves from extremely low levels.

Brazil's external performaan_was effected through export expansion
(the share of industrial exports in output almost doubled in 1982-84) and
severe import compression. The latter was made possible by the matura;ion of
major investments in key import-substituting industries as well as by
depressed domestic demand (especially investment which has a higher import

content) and tighter import controls.

Ad justment-Domestic.

The domestic picture has been more clouded. In the process of

—

adjustment, Brazil moved into recession at least as severe as that in the



1930's. The trough was reached in 1983. Recovery in L9§4 involved growth Qé
4.5 perceni and was export-led. Expansion of 7 percent in 1985 ;as
consumption-led; dcméstic investment, estimated at 18 perceﬁt of GDP in 1985, q
has not recovered substantially from its long slide, from 26 percent in 1977 ]
to 16 percent in 1984,

In the recession real wages fell some.gﬂ percent from peak levels;
they have recently somewhat recovered (real wage increases are estimated at

about 13 percent) but are still below previous levels. Public-sector wages

appear to have been especially squeezed, with adjustment lagging accelerating i

1/

inflation; there is now great pressure for their increase.=

Brazil is therefore now in a state of recovery, but one which appears*
to be fairly fragile. The following factors are important in assessing the
immediate outlook:

1. Inflafion and Interest Rateg.

Brazilian inflation has accelerated in step-jumps, from 40 percent to
100 percent in 1979-8l and then to a new plateau of 200-220 percent since
i
1983." The inflation tax has not changed too much, so that any rise in the
real public deficit has had to be financed by selling bonds and bills. The
narrowly-defined money stock is small relative to GDP, with liquidity largely
being provided by other financial assets held on a 24-hour basis or subject to

repurchase agreements. Most of the non-monetary assets have their principal

L/ Wages are indexed with a lag, so that accelerating inflation has been
associated with a fall in the real wage. More important may have been the 1
severity of the recession; despite indexation, Brazilian wages seem to be
quite responsive to labor market conditions. Recent pressure to shift /
from 6-monthly to quarterly adjustment could again cause inflation to /
accelerate.
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corrected by an index of monetary correction (ORTN) or by the exchange rate.
As government turned to the domestic financial &arket (see below) real
interest rates soared, to average 23 percent for working capital in 1982-84,
In the first half of 1985 interest rates reached unprecedented levels. Since
August they have fallen somewhat but are still very high.

The impact of these high rates has been felt mainly by public sector
firms and the housing system. The private corporate sector was able to adjust/
remarkably rapidly after 198l by trimming payrolls and working capital and
cutting pay, and may now be in a net creditor position. However, high real
rates inhibit investment, as does the fear that an acceleration of inflation
(which could take place for a variety of reasons) would lead to even higher ..
real raCEs.Lf

It is also feared that its increasing domestic debt might lead the
government to change the rules of ORTN indexation. High real interest rates
thus substantially reflect a credibility problem, which in turn relates to the v
failure to adjust fiscal policy more promptly towards a contractionary stance,
as is further discussed below.

2. Investment and Growth.

The output and real wage increases of 1984-85 have been made possible
largely through increases in the rate of capacity utilisation. Perhaps
surprisingly (in view of the depth of the recession), many industrial sectors’

now appear to be hitting "full" capacity levels, and shortages have begun to

L/ Factors which could cause inflation to accelerate include: failure to
carry out the fiscal package recently announced, a shift to quarterly wage
indexation, adjustment of controlled prices, a poor harvest and the
exhaustion of spare capacity. ///

—



emerge. Therefore, in assessing the prospects for growth even in the short- .;2//;>
‘médium term, both the level of investment and the efficiency with which the
capital stock can be employed are key variables.

3. The Fiscal Deficit.

The Federal budget balance is of little analytical value in its own
right. Estimates of the consolidated public setor deficit are only available
on a consistent basis after 198l. A number of definitions and concepts have
been used, reflecting the problems involved in applying standard constructs to
the Brazilian situation.

The "nominal" public sector deficit now represents around 25 percent

———
of GDP. Most of this is, however, made up of monetary and exchange correctiom*
on outstanding public debt. The nominal deficit therefore tends to rise,
relative to GDP, as inflation accelerates, and is not the most useful concept i
for analysing fiscal policy, One measure which has recently been calculated
by the Central Bank computes the deficit as the increase in the real value of
the outstanding stock of public debt, and includes the Monetary Authorities as
part of the "public sector"l’! On this measure, the public deficit decreased
from i;S percent of GDP in 1982 to Q;} percent in 1984, and is estimated at
2.9 percent in 1985, Real depreciation sharply raised the ratio of domestic v

and foreign public debt to GDP in 1983. The domestic public debt is now about

20 percent of GDP and the foreign public debt is about 30 percent; real

1/ An extended discussion of the various public deficit concepts is beyond

" the scope of this paper. Excluding the Monetary Authorities changes the
Central Bank deficit estimate only slightly. It then is close in concept
to the "operational deficit" of the IMF which excludes monetary and
exchange correction from the nominal deficit and also excludes the
Monetary Authorities. The estimate of the nominal deficit given in the
text follows the IMF definition. Computed as the nominal increase in all
public debt converted into cruzeiros at the beginning and end of period,
the nominal deficit is about' 50 percent of GDP.



interest charges are therefore now about 5-6 percent of GDP so that the

noninterest fiscal balance (excluding correction of debt) is in substantiat ~~° 7"

1/

surplus.=

4, The Current Gradualist Approach to Stabilisation.

On November 28 government presented a series of measures through
which it expected to cut the deficit (as measured above) from 2.9 percent of
1985 GDP to 0.5 percent of projected 1986 GDP. Its package included
significant tax and public pricing reforms, containment of central government
and other public sector expenditures and also provided for a doubling in real
terms of the "social priorities" program. Sizeable sales of public |
enterprise stock are also envisaged, as is liberalisation of trade in |
agricultural products.

Alternative, more radical, approaches featuring a monetary reform a

la Argentina or Israel are currently being debated, but the implementation of
such a reform seems unlikely unless inflation accelerates sharply or the
recovery is reversed. The probability of some such scenario is not
negligible. There is the prospect that inflation will again accelerate, which
will undermine confidence, reduce willingness to hold public debt and so raise
real interest rates and stifle investment and growth. The Baker paper should
make reference to such a scenario consider the short term macroeconomic
effects of increased lending.

II. POLICIES FOR ADJUSTMENT.

1/ Over the past two years central government domestic borrowing has
substituted for public enterprise domestic borrowing. The more visible
Treasury debt has thus grown at about 32 percent in real terms whereas
real public enterprise debt has been constant. This may have contributed
to a perception that total public debt was expanding more rapidly than it
actually has been.



The Rolé of External Finance. : ) ; #

T E thé external-nomipal,debt were CO reméfn constant and the réal-
exchange rate were held constant, Brazil's debt/GDP ratio would probably fall
at about l0O-percent per year. Although it is difficult to estimate the
optimal debt/GDP ratio, this suggests that some financing from external '
sources above the level suggested by the 1984-85 current account is a ﬂ P
reasonable option from the long-run perspective. v

In the present situation the potential contribution of increased

external finance is two-fold. Qi:ii;‘it would permit an increase in imports

and allow some relaxation of the contractionary and regulatory measures needed
to effect the present trade surplus. Second, it would ease the difficulties . »
posed by the domestic transfer problem, namely (i) the depressed level of

public investment some of which is essential for structural adjustment (for
example, electrical transmission lines) and (ii) public sector pressure on
domestic financial markets. This is undermining confidence and inhibiting l

vital private investment.

The Policy Recommendations.

The impact of external funding would be large only if accompanied by
measures to raise the efficiency of domesfic resource use. This brings us to
the measures set out on pp 6 and 7 and in Annex 1 of the Baker paper. They
cover a very wide set of issues; indeed, it is difficult to think of any major /
';:;;_émiﬁgéé from the list. Together with their timing as set out in Annex I
they would represent an important shift in the nature of Brazilian economic
policy and institutions over the next five years.

The policies proposed in the Baker paper are sensible; indeed, as

noted, most are being addressed in ongoing dialog between Brazil and the

Bank. Some seem optimistic. For example, selective privatisation of public
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enterprises (para l4--as opposed to just selling a minori shareholding);

reform of the Monetary Authorities (para 16--it is not apparent that the Bank

of Brazil's costs render it potentially
subsidies and its status as the largest

can be taken); reducing inflation to 20
———

competitive without continuing
traded stock limits the measures which

percent by 1990 (para 18--without a

successful monetary reform which is not
On the other hand, some of the

strengthened. Why should negative real

v
set out as an option in the paper).

recommendations could perhaps be

interest rates persist for rural

credit until 1988? Would not a rapid move to full market rates be more

compatible with a speedy transition of the Bank of Brazil? Could the schedule

for policy changes to encourage direct investment not be accelerated?

To what extent is such a very broad set of measures monitorable as a

whole? Is the intention to have a two-level monitoring system, with certain

key (and monitorable) variables forming a core and others being mainly

associated with specific Bank loans?

While the paper identifies the

relationship between Bank policy-based projects and areas of policy reform,

the absence of specific criteria is notable in Annex I.

Further, is Brazil willing to have the Fund monitor key aspects of

—

its program? What would be the Bank's response if in such key areas (for

example, the public sector deficit) Brazil was not in compliance yet in

project-specific areas (such as agricultural credit) it was? Could

cofinancing for such a project reasonably be expected from commercial banks?

The paper does not make clear the link between policy change and

economic performance. Realistically, this is hard to do in quantitative

terms, but there are strong assumptions

further noted below.

underlying the policy-growth link as




; There may be incansistency between policies and projections;

S
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policies to promote exports and efficient import substitution (p6) include

devaluation equal to domestic inflation or, in Annex I, at least equal to the|
differential of inflation over foreign rates. Over 5-10 years there is a
substantial difference in these options. Real exchange rate policy affects
the prospects of reducing domestic real interest rates and therefore the

growth of public debt. It also affects the evolution of the projected debt-

GDP ratio.

III. INDICATORS AND PROJECTIONS.
The paper presents three projections: high ( 8 percent), medium (7 .,

percent)and low (5 percent) GDP growth. In these projections it is assumed

- N\

1/

that capital inflows are constrained by debt-export and debt-service ratios.-

The hlgh~growth scenarxo, where real exports grow at 7-8 percent after 198?

envisages continuing current account deficits of $2.5-4 billion while the low

growth scenatlo, where exports grow at only 2-3 percent, requires current

surpluses afrer 1986. In the medium case exports grow at about 6 percent and

"

?‘current deficits are in the $ 1-3 billion range with no 'new money" from

l!commercial banks.
i
The Low-growth scenario represents a situation characterised by no

—_—

maJor polxcy reforms and a constant real exchange rate. The high-growth

scenario assumes timely adaptlon of all requ1red policy reforms and real

v exchange devaluation at the rate of international inflation. The "most

1/ In all projections debt/export ratios evolve in a similar manner,
declining steadily from 3.7 in 1985 to 1.5 = 1.8 by 1995.
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likely" medium=-growth scenario assumes all policy reforms except trade

liberalisation; instead, there is some simplification of trade policy.
For comparison, the Brazilian government's own growth target is only

6 percent. GDP growth was projected at 6.6 percent rising to 6.9 percent
— e g —_—

after 1990 by the Region in the recent EPD country survey and this was
modified to 6.1 per cent rising to 6.3 percent by EPD. Comparable export
growth projections were: Region: 5.4 rising to 7.2 percent and EPD 5.1 rising
to 6 percent. In general, these estimates are between the medium and low
scenarios in the Baker paper.

One reason for the difference in GDP growth rates in the Baker

scenarios is the greater volume of external financing made possible by higher

exports. The other is an efficiency effect, assumed to follow the adoption of

the policy reforms. The average ICOR varies from about 3 to 3.3 over the

scenarios.kf This permits extra growth without cost in terms of consumption--

it would seem that the efficiency assumptions following from the policy “T-g

package are responsible for about 1l percent extra growth. Any such assumption
on the effects of the reforms should be made explicit.

Policies and scenarios may not be consistent. If world inflation is,
say, SEEErcent, in dollar Eermg qppbgrouch 1s actually only 3 percent in the
high and 2 percent in the medium-growth scenarios because of the real exchange

rate policy assumed to be needed to encourage exports and accompany

liberalisation (see para 9). Therefore, in dollar terms GDP actually grows 1

less in the high and medium scenarios than in the low-growth scenario. This

is inconsistent with Table 2, which does not allow for real exchange rate

1/ 1In 1973-1980 the ICOR was 3.3.

\
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the above
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r:"}#E%;EEQ;-débt/dDP and similar ratios wouldlgrow far‘more rapidly in
o scenarios.
A related point is that the scenarios assume the same terms-of-trade
> sequence over time (a slight improvement), although one of the goals of real
devaluation is to improve competitiveness and sales abroad. This is
consistent only if Brazilian exports are seen as totally supply- constrained,
which, even without an increase in protectionism, is unlikely for such

diverging export growth rates.

The transition from 1985 to 1986 also raises some questions. The 44

percent marginal savings rate seems optimistic. It might be difficult to
7‘1——-—-\,_‘_______’_________

effect 22 percent import growth without undermining the confidence needed for.-
stabilisation. Given supply lags, is it really feasible for Brazil to grow at

8 percent even if investment picks up? Growth in 1986-87 is mainly dependent

on the success of the stabilisation policy phase; this needs more emphasis.

IV. CONCLUSION.

Overall, the paper is rather upbeat, though its policy suggestions

are sound. It does not place sufficient emphasis on the primacy of the
gttt

stabilisation-confidence issue and does not address the possibility that

Brazil will need to undertake a radical monetary reform, with all the legal

and other ramifications. It assumes that the government is willing to
undertake wideranging policy reforms in a relatively short space of time,

under the pressure of continual elections. The moderate-growth scenario is

e e et et T . ek e e

above the government's projections. There may be some inconsistency between

policy recommendations and the projected creditworthiness indicators.

B T ———

Finally, there needs to be further discussion between the Bank and the

Brazilian government on the precise content of a stabilisation plan and its
p PR A e iy el oot e Mk
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?ﬁogi;pfing,:ang more thought on the relationship between the monitdt¥ing of the

e .

- *

ffarious-barﬁs of such a broad policy package and the set of proposals which

could be presented to commercial banks.
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BRAZIL - MEDIUM-TERM GROWTH STRATEGY

A, Current Situation

1 During 1983-85, Brazil succeeded in achieving the external
adjustment required to reach a reasonable equilibrium in its balance of
payments. After three years of GDP decline, the economy grew by about 4.5%
in 1984, while the trade surplus reached US$13 billion and a small current
account surplus (US$500 million) was also achieved. 1In 1985, in spite of
high (7-8%) GDP growth, the trade surplus remained at over US$12 billionm,
the current account deficit was below 1% of GDP, and gross international
reserves remained at a level equivalent to about 8 months of imports. The
presence of substantial excess capacity facilitated the year's rapid
growth. The large increase in exports achieved in recent years (from
USS$15.2 billion in 1979 to US$27.0 billion in 1984), and the efficient
import substitution taking place in petroleum and some industrial
subsectors, have contributed substantially to this economic performance,
and should also help Brazil maintain acceptable growth rates in future
years. Brazil has thus achieved a unique position among the high-debt
countries, in having been able to resume economic growth without a
deterioration in its balance of payments.

2 The external adjustment was not, however, accompanied by a
parallel domestic achievement. Inflation increased from 40% to about 100%
a year in 1979-82, because of the oil shock, demand pressures, and
subsequent devaluation. Inflation escalated again to over 200% in 1983, as
a result of the large devaluation in early 1983 and agricultural supply
shortages. There was also intense pressure on the financial system when
external sources of finmancing evaporated and the Government turned to
domestic capital markets. Public debt increased rapidly in 1982-83, as the
impact of the fiscal deficit was aggravated by devaluation, which raised
the real cost both of foreign debt and domestic debt carrying the option of
exchange correction. While there were no large shocks in 1984-85, [ g2
indexation has made it difficult to bring inflation down. Furthermore, '
prices now seem to react quickly to new supply or demand shocks, after
several years of high inflation. The rate of inflation remains above 200%
annually, and real interest rates are still high; although they have fallem "
in recent months. Both factors introduce am element of uncertainty into =
investment planning, at a time when substantial increases in productive
investment will soon be needed. Consequently, while inflation to date has

not halted growth, its future effect is worrisome and a serious effort to
control inflation is warranted.

s In spite of the inflationary pressures, Brazil's productive
structure has in recent years been demonstrably more efficient and
competitive than that of other heavily indebted countries in the LAC
region. The speed with which Brazilian industry adapted itself in 1983-84
to the need to increase exports was indeed remarkable, as has been also in
recent years the export performance of agriculture. There is still room,
however, for providing additional incentives for increasing agricultural
and industrial exports through appropriate policies designed for this
purpose.




- 3 -

B. Development Strategy

Objectives

4, Brazil needs to (a) maintain a GDP growth rate of at least 6.5%
per year in order to improve living standards and generate enough
employment growth (at least 4% per annum) to hire new entrants into the
labor force and reabsorb those affected by the recent recession; and (b)
improve its creditworthiness position, by reducing its debt service and
debt to export ratios by at least 25% by 1990 (with continued improvement
in the 1990s), so that it can resume amortization payments on existing

debt in the early 1990s. There are strong domestic pressures to reverse
the deterioration in living standards of the recent recession, when per
capita income fell 12% and social programs were curtailed. The
Government's commitment to growth stems from the conviction that an
additional recession would not be consistent with political stability.
Theref ore, while growth requires control of inflation, the Goverument has
preferred up to now to follow a gradual approach to domestic

stabilization., The Government realizes, however, that a further
substantial acceleration of inflation would make it necessary to adopt more
drastic internal adjustment policies, even if that causes a temporary
reduction in growth rates. At the same time, it is accepted that the
country's creditworthiness position must improve. Its foreign debt of over
USS100 billion is some 3.7 times the annual amount of export earnings, and
interest payments of about US$11 billion per year represent about 40% of
exports. If amortization on its commercial bank debt were also being paid,
Brazil's debt service ratio today would be about 80%Z. In summary,
moderately rapid economic growth will be required to improve Brazil's
domestic conditions and external standing. To be sustainable over the long
term, such growth would have to be accompanied by a successful domestic
adjustment effort.

Implications for Economic Change

5 GDP growth of such a magnitude involves expanding agricultural
and industrial production for both domestic and international markets.
Brazil's agricultural and industrial sectors are dynamic, employ modern
techniques, and are relatively efficient. Given their responsiveness to
prof itable opportunities, providing sufficient market incentives, through
maintenance of appropriate exchange rates and price signals, should be
sufficient to stimulate production. For the agricultural sector, which has
been subjected to periodic Government interventions in the market, freer
commercial policies are particularly critical.

b Substantial increases in investment and savings will be needed.
Excess capacity, which has sustained the economic recovery to date, is
starting to disappear in some industrial sectors, and the investment/GDP
ratio, which was only 16=17%Z in 1983-84, will have to increase to about 23%
by the end of the decade. The corresponding savings effort will be large,
especially now that domestic savings must compensate for more modest )
foreign resource availability than existed in the growth period of the
1970s.
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T Investment, in effect, will have to be more efficient than in the
1970s, in view of the overall resource scarcity, and there will be no scope
for building large plants far in advance of demand. The large
infrastructure projects and industrial plants which drained Government
resources in the 1970s, however, can now be used to support production at a
relatively low cost. Together, these factors imply a moderate ICOR of | oo o
about 3. g T

8. Raising investment and savings will not be easy. It will require
a large adjustment in the public sector, to scale back the size and scope
of Government operations, increase their efficiency, and--most
importantly-—increase public savings and reduce the overall fiscal

deficit. It will also require controlling inflationm, which, at today's
rate of 235%, is detrimental to new investment both because of the
associated uncertainty and high real interest rates. Finally, it will
require financial reform of the banking system, to rationalize operations
and reduce financial segmentation of credit markets. All of these efforts
should help to increase both private and public savings and channel these | ;
savings to productive investment at lower real interest rates than “Tiow ..E'JJ
prevail. They should also gradually shif t the respousibility for economic , .
expansion to the private sector, and limit the Government's role to the
provision of infrastructure and social services. In numerical terms,
private investment is expected to increase from 68% of total investment
today to about 74% by the end of the decade. Private savings, in turnm,
will be used increasingly to fund private investment, rather than
Government spending as is the case today.

LA

Ao
o1

9. Continued export growth remains an economic necessity for Brazil,
in terms of markets, financing of needed imports, and its creditworthiness
position. Improving the ability of Brazilian producers to compete
externally also generates price and quality benefits for domestic
consumers. With real export growth of 4.5% per year through the end of the
. decade, Brazil could continue to pay interest and could gradually resume

| amortization payments to commercial banks by the early 1990s. Regaining
its ability to borrow on the internatiomal financial markets is fairly
critical for Brazil, if it is to follow a rapid growth strategy.

1.0, Important structural changes have taken place in Brazil's trade
accounts in recent years, which make it easier to continue generating trade
surpluses exceeding US$12 billion per year for the remainder of the

decade. With an established exchange rate policy designed to keep
Brazilian products competitive, businesses now recognize the export market
as an important source of sales. In addition, imports have dropped

from a level of almost US$23 billion in 1980 to slightly over US$13 billion
in 1985. While imports are expected to increase with the resumption of
economic growth, considerable import substitution has occurred in both
industrial products and in petroleum We expect imports by 1989 to be only
as high as they were in 1980, \‘even with a nominal growth in nomn-oil imports
of over 20% per year.



C. Proposed Medium-Term Adjustment and Growth Program

11, The Government is committed to the resumption of economic growth
and social development with better control of inflation and an economic
environment favorable to private inittative. It has the clear mandate of
the electorate for this strategy, and has just laid out its 1986 program,
centered around a large reduction of the operational deficit of the public
sector. For the longer run, it.has set a target of annual rates of GDP
growth of not less than 6%, and a shif ting role for the public sector.

12, We believe that Brazil could maintain an annual growth rate of
about 5% over the next 5-10 years without additiomal major policy
initiatives, even with some slippage in the extent of the Government's
intended control of the fiscal deficit. Brazil has a large, generally
efficient economic system, and businessmen who have demonstrated their
capacity to respond to opportunities, to reduce costs to meet competitionm,
and to adapt to changing circumstances. In addition, the present
Government, like its predecessors, is pragmatic and is willing to take
steps, as needed, to correct problems which threaten to undermine the
economy. For the 5%, "low-growth", scemario to hold, the Government would
have to hold inflation to its present level, although no major reduction is

_foreseen, and would have to follow an exchange rate policy of periodic
, “~devaluations at least equivalent to the difference between domestic and

international inflation. jf} /s ¢

13. With more comprehensive policy reform, we believe that higher GDP
growth would be possible if accompanied by moderate infusions of new
foreign borrowing. The adjustment program recommended below (and in Annex
ITIA) would raise GDP growth to 7% on average. It is characterized as the
"moderate-growth" scenario. If trade reform is added to this adjustment
program (see para. 15 and Annex IIB), GDP growth rates of 8% per year——the
"high-growth"” scenario--would be possible with the support of additiomal
foreign resources. Both scenarios contrast sharply with the 5%, "low
growth” scenmario, which reflects a smaller adjustment program spread over a
longer period and less foreign borrowing.

Macro-Economic and Sectoral Policies - ([

14, The key sectoral policies required/to implement the "moderate-
growth” scenario are summarized in the following paragraphs, and specified
in more detail=—including the required timing--in the Policy Matrix in
Annex IIA and in the Sectoral Policies Summary in Annex III.

154 Industry and Trade. Domestic markets for Brazilian manufacturers
are protected by of ten high nominal tariffs and extensive non=-tariff
barriers, even af ter substantial reforms in September 1984. Manufacturing
production, however, is competitive and apparently efficient over a wide
range of subsectors. Implicit effective protection, as measured by direct
price comparisons, is on average moderate and there has been impressive
recent growth in manufactured eXpOTrtS. Sectoral policies to promote
exports- and*efficient import substitution consist of continuation of the

of
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present exchange rate policy of periodic devaluations equal to domestic
inflation, some simplification of import regulations, further improvements
to the drawback system, and, as indicated in the following paragraph, "free
trade"” policies for key agricultural products. With these policies,
Brazilian export growth is expected to be sufficient to generate trade
surpluses of US$12-15 billion per year for the rest of the decade and to
permit a substantial increase in non-oil imports, when combined with
additional foreign borrowing. "While this program is being implemented, we
would continue to encourage the Brazilians to proceed with the broader
package of trade policy reforms envisaged within the "high-growth"” scenario
and spelled out in Annex TIB.

16. Agriculture. Agricultural expansion is fundamental for achieving
the production and export increases of the "moderate-growth” option.
Agricultural growth has been erratic--high growth in the 1970s was followed
by stagnation of output in the early 1980s-—and Government policies in the
sector have been characterized by costly credit programs to compensate for
adverse trade and pricing policies, as well as periodic market
interventions to stabilize domestic supply and prices. The key to
realizing the sector's full potential is a policy framework that will make
agriculture profitable without credit subsidies, interventionist trade
policies and production-based taxation. This process was initiated when
the Government decided in 1983, in the context of the First Agriculture
Sector Loan, to phase out negative real interest rates on rural credit.

The proposed program for agriculture would further reduce credit subsidies
and finance those remaining through the fiscal budget; phase out food price
controls and the wheat subsidy (while implementing targeted food assistance
programs); rationalize trade regulations for agricultural commodities; and
promote the rapid growth of production and exports through free-trade
policy forl key agricultural products, subject to minimum price guarantees,
market safeguards and Government stock management. Provision would also be
made for reform of agricultural taxation policies, to minimize ™~ }
disincentives to agricultural export growth. ﬁj"’

i 9 Energy. Over the past decade, by accelerating petroleum
exploration and production as well as by promoting energy substitution and
conservation, Brazil has significantly reduced its oil imports from
USS10-11 billion in 1980-82 to about USSS billion in 1985. Because of the
weak international oil market and the country's resource constraints,
further import substitution and conservation of energy products, which will
help increase production and reduce imports, must be cost-effective.
Consequently, Brazil's strategy for the energy sector should focus on
appropriate pricing policies, especially for petroleum products, alcohol,
and electricity, to better reflect economic costs, coordination of energy
investments being made or regulated by the Government, and systematic
application of economic criteria to investment decisions. A coordinated
investment and financial rehabilitation plan for the power sector, which
has been approved by the Government and is now being appraised as the
framework for the proposed FY87s Power Sector Loan, would insure adequate
provision of electricity to support the country's growth without further
draining Government resources.
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18. Investment and Savings. Public sector adjustments are critical

to the national investment and savings effort. Reducing Government claims

on resources through’ elimination/of the public sector deficit and improving

the operation of the public sector, including the public enterprises,

already have high priority in the Government's program. The systematic

screening and monitoring of Federal investments by the Planning Ministry,

and the strengthening and selective privatization of public enterprises are
being planned, with Bank assistance. At the same time, appropriate

industrial, agricultural, and trade policies (see paras. 15-16), provision

of tax incentives for private investment, and better allocation of credit

to private, relative to public, users should help to stimulate private i P
sector expansion. The.public share of total investment is expected to  “io’
decline, from an estimated 32% in 1984-85 to 26% by 1990. And with the

“elimination of the public sector deficit, public savings will more

adequately cover public investment.

19, Stabilization. The proposed policies in this area would be

‘directed towards progressively reducing ‘inflation. The program would

include, inter alia, a(substantial reduction of the public sector deficit

and of the rate of increase of the domestic public debt, to levels - o |
consistent with the desired gradual reduction in inflation and with the s ‘
credit availability required for the financing of private investment; the =~ ‘
maintenance, on a continuous basis, of monetary and incomes policies

compatible with increased internal stability; and the preparation and |
implementation of a program for dealing with the price stabilization

problems posed by the widespread indexation of the Brazilian economy.

20. Balance of Payments. Servicing its large external debt is a
major consideration in Brazil's balance of payments strategy. Resumption
of growth at rates averaging about 7% per year would raise the demand for
imports and consequently add to the pressure on foreign exchange earnings.
The country's balance of payments strategy, therefore, must include the
following components: ! | >

I oty -

(a) Continued rapid export growth,,through maintenance of its present
exchange rate policy (cruzeiro devaluations in line with domestic
inflation) and adoption of other trade measures stated above.

(b) Continued rescheduling of commercial bank and Paris Club debt ¢ 1oy r
coming due through the end of the decade, at terms——for both Lf u&,?
rescheduled and new debt--which are in line with its debt" ‘“?
servicing capacity. Minimum terms on commercial bank debt should
consist of nine-year maturities, five years of grace, and an
interest rate of about 1% over LIBOR.

(c) Development of a medium-term strategy for new external borrowing
(official and commercial) which is consistent with the country's
growth strategy and its ability to repay.

(d) Reexamination oflGovernment incentives to foreign private
—investmént, which has dropped from USS$1.5 billion in 1979 to less
- than US§1.0 billion in 1984-85.



Z2Ls Fiscal and Financial Reform. Brazil's financial and fiscal
systems no longer meet the needs of a country which must increase its
savings and investment rates substantially, relying on the private sector
as the major productive agent, and must manage both stabilization and
growth in a complex economy. The reforms in this area are critical for
improving resource mobilization and allocation to support agricultural and
industrial growth, and for increasing the Government's fiscal and monetary
control over a system which has become unwieldy and virtually impossible to
understand in entirety. Among the recommended changes--some of which are
already being implemented by the Government--are the consolidation of all
fiscal expenditures in thé Federal Budget; the separation of the Central
Bank and the Bank of Brazil functions; the progressive elimination of the
prevailing segmentation of credit markets; and tax reforms directed toward
channeling savings toward productive investment through encouraging the
long-term holding of financial assets, while reducing the overly large
disparities in taxation across income levels and types.

22. Public Sector Management. The existing management problems
within the public sector stem from public sector expansion in the 1970s.
Since 1980, the Government has made numerous efforts to bring expenditures,
including those of the large state enterprise sector, under better
control. The objectives in this part of the program are to improve the
overall efficiency of the public sector by establishing a Treasury
Secretariat in the Finance Ministry, which would have operational control
of the unified fiscal budget; strengthen the Planning Ministry's
departments dealing with the planning and monitoring of public investment
and current expenditures; undertake operational audits and action plans to
improve the efficiency of public enterprises; and improve economic
information and accounting control systems.

23. Social Development. A major casualty of the recession and debt
crisis has been the social programs, including poverty alleviation and
reduction of regional disparities. The program in this area would be aimed
at restoring appropriate levels of education and health services, and
improving their cost efficiency; and at improving the productivity and
income levels of the Northeast population, in both urban and rural areas.
The priority to be attached to these areas would be in line with the
proposed shift in emphasis, within the public sector, from productive
activities to infrastructure and social services, and with the parallel
enhancement of the private sector as the main agent for the development of
productive activities,

D. Action Plan for 1986

1986 Government Program

24, The Government has initiated an economic program for 1986 to
promote increased stability with growth and a sound balance of payments
position. It provides for, inter alia: (a) a 6% GDP growth rate; (b)
periodic devaluations equivalent to domestic inflatiom; (c) limitation of



- B -

the real annual rate of increase of domestic public debt to 6%; (d)
reduction in the operational deficit of the public sector from about 3.07%
of GDP in 1985 to 0.5% in 1986; (e) a US$12.5 billion trade surplus and a
USS600 million current account deficit; and (f) a 160% monetary expansion.
The 1986 public sector budget assumes an inflation of 140% from December, .
1985 to December 1986. Crispouk 216 [ D= b1 3 obms .93 I8¢

- = | - / | o
25. The reduction in the operational deficit of the public sector
would leave small residual deficits in the central, state and local
government accounts and a balance in those of the state enterprises as a
whole, decentralized agencies, and other funds and programs. The
improvements would be secured by increases in taxation and public sector
tariffs, the sale of state enterprise assets (with initial provision for
the privatization of 13 enterprises plus sales of shares in 4 of the
largest companies), and the rationalization of public expenditures. Part
of the total savings would be offset by increased expenditures for social
priorities to improve nutrition, general food supply and other basic needs
and make better provision for agrarian reform, irrigation and other
Northeast development projects, and for urban public transport.

26. We are now in the process of assessing the program. It is a
serious program and, if sustained, would reduce public sector pressures on
the system and contribute positively to the stabilization process, allowing
for at least some reduction in real interest rates and setting the stage
for a gradual reduction in inflation. The potential problems include the
political difficulties, in an election year, of securing all the proposed
adjustments; the crop failures in 1985-86 which have already raised
agricultural prices and which will increase agricultural imports by over
US$1.0 billion; and the possibility of capacity constraints in some
industrial sectors while investment in new capacity is still low. Since
the target inflation rate appears to be too optimistic, the monetary
expansion target would not be consistent with GDP growth of 6%. At the
same time, real wage growth, which was estimated at about 10% in 1985,
needs to be held to the rate of productivity growth. Finally, other
measures to encourage new private sector investment may be needed to
supplement the expected reduction in the real rate of interest. Already,
the Government has doubled the depreciation allowance for investment in new
plant and equipment this year and the next.

2l Since, as indicated above, the inflation and monetary expansion
levels envisaged in the 1986 program need to be reexamined, we have agreed
with the Government to undertake a joint review of the program with a view
to eliminating inconsistencies. This review should be completed by early
February, and would include, inter alia, revised fiscal and balance of
payments estimates. After discussing them with Fund staff, these revised
estimates would be included in the final draft of this paper.

28, It should be noted also that inflation accelerated in November and
December--and probably in January--to a monthly rate of 137, which is above
the already high rates prevailing in the same months of the previous year
(on average, 11% per month). This acceleration has been caused mainly by a
substantial real increase in food prices, determined by weather-affected,



greatly-reduced crops in the South and Southeast of Brazil. The Government
expects to bring food prices down to lower levels by next March, through a
substantial increase (of more than US$1 billion) in food imports. We have

indicated
not revers
situation
joint revi
this analy

to the Government that if the upward trend of price increases is
ed soon, other corrective measures would have to be adopted. The
in this respect will also be examined in late January, during the
ew referred to in the previous paragraph, and the conclusions of
sis will be incorporated in the final draft of this paper.

Other Recommended 1986 Actions

29.
policies 1
ref orm, pu
management
program.
are listed

The 1986 action plan also includes the following proposed sector

n agriculture, industry and trade, energy, financial and fiscatl

blic sector management and investment, and external debt

. All are components of the proposed medium—term adjustment

Measures to be implemented after 1986, with the proposed timing,
in Annex II.

Agriculture ~Introduction of free trade policy for key 1986-87 crops,

within defined price limits,

-First stage of the phase-out of food price controls and fﬂwmusﬁﬁuJ“

wheat subsidy, and implementation of targeted food S
assistance programs. v Ltea

-Rationalization of trade regulations for agricultural
commodities.

-Budgetary provision for costs of remaining interest rate

subsidies,
Industry and -Maintenance of present exchange rate policy.
Trade ]
=Simplification and increased automaticity in CACEX's import
procedures, increasing decentralization of decision-making.
Energy —Energy pricing policy, especially for petroleum derivatives, [ .
alcohol and electricity, which would better reflect economic
costs and promote efficient energy production and use.
-Financial rehabilitation of the power sector, together
with balanced resource allocation and improved system
reliability.
-Focus on improving agricultural and industrial productivity
improvements in existing alcohol facilities, with limit-
ations on new plants.‘;.hﬁj_hi ad oo LST DA Tdha, Mot {H”
e s (Gl v«}(,{ ;vL b
Fiscal and -Budget consolidation with budgetary provision for wheat, ‘
Financial sugar, and agricultural credit subsidies.
Ref orm

-Transfer of decentralized funds to Treasury budget.

-De facto separation of functions between the Central Bank
and the Bank of Brazil, and preparation of a law to
formalize such separation.

3
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Public
Sector
Management
Investment

= 1 -

-Improved operational control of budgetary operations,
through Treasury Secretariat and SEPLAN.

=Strengthening and expanded operation, in SEPLAN, of
investment planning and project evaluation mechanisms.

-Introduction of system for performance evaluation of public
enterprises, development of rehabilitation programs, and
selective privatization measures.

—Annual Government-monitored program of public sector
investment with reference to multi-year investment program.

Private =Promotion of investment efficiency through sectoral
Investment adjustment policies for agricultural, industry and trade,
and and energy (above).
Savings
-Encouragement of increased private savings and investment
through banking, financial, and stabilization measures
(above).
External -Rescheduling of principal on commercial bank and Paris Club
Debt debt falling due in 1986 on terms commensurate with ability
Management to repay, and preparation for a subsequent rescheduling
agreement covering payments falling due in 1987-90.
-Planned annual program of official and commercial
borrowings.
E. The Brazilian Position
30. Many of the key policy directions suggested in this paper have

been discussed extensively by Bank staff with the Brazilian authorities,

with positive results, in coanection with proposed Bank loans.

We have

reached agreement on most aspects of the programs proposed for 1986--and on
most of the overall objectives for the longer term—-concerning Agriculture,
Energy, Public Sector Investment, Fiscal and Financial Reform, Public
Sector Management (including, in particular, mechanisms and procedures for
screening and monitoring public investment) and Social Development. There
are, however, some policy areas in which no decision has been taken yet by
the Government, or in which the adopted decisions do not go far enough.
These include trade policy, particularly concerning the manufacturing
sector, and fuel prices--on which disagreements may emerge in the near
future-—and policy issues (referred to in para. 33 below) which we have not
yet discussed fully with the Government. Further discussions are
alsoproceeding on the Government's stabilization policy (see para. 34

below).
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31. The most important remaining long-term issue concerns trade
policy aspects related mainly to the manufacturing sector. We had reached
agreement on the full program included in Annex IIB with a Working Group
formed by the Government to prepare the proposed Export Development II
project. At the political level, however, the question has become
controversial. The Ministry of Foreign Affairs has indicated that any
unilateral decision on trade policy now would undermine Brazil's position
in the GATT and other trade talks. The industrial establishment has
traditionally been opposed to liberalized trade, although its views are
probably changing with the increased importance of exports and better
knowledge of anomalies which benefit some manufacturers at the expense of
others. Policy reform in this area is likely to be slow; however, as
explained above, satisfactory growth and creditworthiness improvements can
occur without such a reform in the next several years. As was noted above,
the Government has agreed in principle--in connection with the proposed

* Agricultural Sector Loan--to establish "free trade"” for agricultural

products and to undertake other policy reforms in that sector, all of which
should encourage substantial increases in agricultural production and

) exports. Taking into account this overall situation, we propose to proceed

with the "moderate-growth" scenario and with the levels of external
financial support——from the Bank and other sources--associated with it.
If, and only if, the Government decides to undertake a comprehensive trade
policy reform, we would consider the "high-growth” scenario as viable, and
would be prepared to recommend the higher level of external financial
support consistent with it. '

32. In another major policy area the Government has now corrected--or
has a plan to correct--most of the distortions introduced by the freeze of
public sector prices adopted for several months earlier this year. One
important exception to this is the price of petroleum derivatives, some of
which (fuel oil, naphtha, and LPG) are still below international levels.

33. Other structural issues which have not yet been discussed fully
with the Government include the time-phasing of the elimination of credit
subsidies (which we and the Government have agreed to review in December
1986); the required incentives for private investment and savings (on which
additional ESW would be required, particularly concerning tax policy); and
the ways to proceed concerning external debt management and incentives to
foreign investment.

34. As explained above, we are in the process of assessing the
Government's 1986 economic program, which adopts a gradual approach to
reducing inflation. It is our preliminary conclusion that, at best, the
1986 program would hold inflation to its present level, with a gradual
reduction to follow beginning in 1987, once the effects of the 1986
reduction of the fiscal deficit-—-including an expected substantial increase
in the availability of savings for financing private investment--are fully
felt., There are clear risks in this strategy. The political demands in
this election year could weaken the Government's resolve for fiscal
restraint, although some cushion has apparently been built into the deficit
targets to allow for higher Government spending. In addition, the
occurrence of more unexpected shocks outside the Government's direct
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control, such as the 1985 drought in the South, could make it difficult to
stabilize inflation at present levels. A major acceleration in inflation
would clearly undermine the gradualist approach. If such an acceleration
does occur, there is growing recognition within the country that more
drastic approaches, including monetary reform and a major change in the
indexation system, would be needed. We would support such a position, if
the gradualist approach is not effective. It should be noted, however,
that, because of the possible effects on financial markets, the Government
is not likely to accept publicly now, domestically or vis-—a-vis the
international community, that such an alternative could be(considered in
the foreseeable future. : - '

(
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F. Growth Scenarios

355 The choice for Brazil is not growth or stagnation. Rather, it is
how much growth to strive for. The recommended adjustment program would
permit Brazil to grow rapidly enough to make up for the recent drop in
employment and living standards to continue the ecomomic progress begun iﬁ
the 1970s, but would require a strong political will.

36. As noted earlier, Brazil's economy has the potential to grow
about 5% per year over the next 5-10 years, without the Government
undertaking any major additional policy reforms beyond the directions
indicated in its 1986 program. No "new money" would be likely to be
obtained from commercial banks, and the Bank's annual lending program would
be reduced from present levels of US$1.5 billion to about USS1 billion per
year or less. Therefore, in this "low growth" alternative, Brazil would
need to run a positive current account balance as well as a large trade
surplus to service its external debt. Exports would grow modestly. With
an export growth rate averaging 2.4% in real terms between 1985-90, a
moderate increase in non-oil imports would be feasible as long as Brazil
continues an active energy substitution program and reduces oil imports in
real terms. Creditworthiness indicators would improve substantially.
However, although consumption per capita would increase about 3.2%
annually, no significant reduction in unemployment and underemployment
would occur. Because of this, we believe that the "low-growth" option,
even if theoretically feasible in economic terms, would not be viable
politically over the medium term.

37 . The recommended adjustment program, together with larger inflows
of new foreign resources, would stimulate faster economic growth in a more
stable domestic environment. This scenario is characterized as the
"moderate-growth"” option. "New money" and increased agricultural and
manufactured exports would permit higher imports and investment. Major
employment and social gains would be possible, with a growth in per capita
consumption of about 4.47% per year. Rapid growth would also strengthen the
capacity to service the debt. Traditional creditworthiness indicators,
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while improving by a third over the decade, are not substantially better
than in the "low-growth" option. In this "moderate-growth” option, the
country is incurring more debt to support the structural adjustment process
and to raise more quickly the living standards of the population. In
general terms, however, Brazil's creditworthiness—-—as reflected in the
Government's readiness to adopt needed policy reforms to promote growth,
stabilization, and external balance--is significantly improved. (The
scenario is, of course, contingent on an accommodating external
environment, particularly no increase in protectionism in OECD countries.)

38. If the Government proceeds more quickly with the proposed trade
liberalization measures than is now expected, the economy could grow even
faster. The "high-growth™ option shows GDP growing at 8% per year, and per
capita consumption, at 5.2% per year. The additional opening of the
economy, with high export and import growth, would provide the vehicle for
raising productivity and investment further. Larger net foreign capital
inflows from multilateral, bilateral, and private sources to support trade
liberalization would facilitate the process. As in the "moderate-growth"”
option, the country's creditworthiness would improve at a satisfactory
rate. /
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39, Inflation in both the "moderate-" and "high-growth" scenarios is
assumed to be moderating, with a gradualist stabilization program. If such
an approach proves to be ineffective, more radical steps, such as a
substantial modification to the indexation system and monetary reform,
would be needed and the growth projections would have to be revised
downward for at least a year, to take the adjustment into account.

G« The Role of the IMF

40. Bank support for the adjustment program would not depend on a
stand-by agreement between Brazil and the IMF. The Government, while
willing to undertake a substantial stabilization effort, has indicated that
it does not intend--probably for domestic political reascns--to reach
formal agreement with the Fund. However, it does intend to keep the Fund
informed about the features and implementation of its program. If Brazil
adopts a viable short- and medium-term economic program, but does not reach
an operational ‘agreement with the Fund, we believe that the Bank should
still try to assist Brazil with an expanded lending program and with the
mobilization of commercial banks' resources. This would probably require,
however, anm agreement to have the Fund monitor performance in the fiscal,
monetary and balance-of-payments policy areas. It should be noted that
cooperation between the staff of the Bank and the Fund concerning Brazil
has improved substantially over the last few months, particularly
concerning the flow of information and the interchange of technical
opinions. * 5
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41. Some type of Fund participation in the assessment of Brazil's
economic program would also simplify the country's relationships with the
international banking community and Paris Club members. After substantial
"involuntary lending” in 1983 and 1984, commercial banks did not have to
provide any "new money" to Brazil in 1985, because of its overall high
level of foreign exchange reserves, Independent of "new money"”, however,
Brazil needs to reschedule the existing debt of commercial banks, probably"
until the early 1990s. Until very recently, the commercial banks had
maintained the position that, if they were ‘to reschedule existing debt or
provide “new money", Brazil would first have to agree on a standy-by
arrangement with the Fund. Now, however, representatives of some large
banks have indicated to Bank staff that they would also accept the
monitoring by the Fund of agreed fiscal, monetary and balance-of -payments
targets, without necessarily requiring a formal stand-by arrangement. The
Government has just reopened discussions with the commercial banks; it has
indicated that it would seek to reschedule 1985-86 debt with the banks, if
multi-year rescheduling for a longer period is not possible.

42, In anticipation of a new rescheduling agreement with Paris Club
lenders, the Government has stopped paying debt service on its bilateral
debt. Traditionally, such rescheduling is conditional upon an IMF
agreement. Therefore, the absence of a Fund agreement will also complicate
these negotiations.

H. Monitoring

43, The proposed monitoring system is described below. We have
requested from the Government a general policy statement, laying out the
basic elements of its short- and medium-term economic program. Our
evaluation of the program would form the core of a report which would be
distributed to the Board, as the basis for Bank lending, and by the
Government to commercial banks, as the framework for co-financing. The
monitoring would then proceed at two levels:

(a) Before submitting a policy loan to the Board, Bank staff
would review Brazil's economic performance in terms of its

¥ stated objectives and policy actions, to ascertain whether
the program is on track. A positive conclusion would be
needed in order to submit each policy loan to the Board.

(b) Specific policy reforms would be supported by individual
loans, such as those reported in the following table:

Policy Area Monitoring Instruments

A. Industry and Trade Export Development Loans*
Industrial Restructuring Loans

B. Agriculture Agriculture Sector Loans
Agriculture Credit Loans
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C. Energy Power Sector Loans
Transportation Sector Loans
D. Investment and Savings:
l. Public Sector Investment .Public Sector Management Loans
and Savings Public Sector Review missions
Overall Bank economic assessments
IMF surveillance
2. Private Sector Investment Overall Bank economic assessments
and Savings IMF surveillance
E. Balance of Payments Overall Bank economic assessments
IMF surveillance
F. Fiscal and Financial Ref orm Financial Sector Reform Loans
G. Public Sector Management Public Sector Management Loans
H. Stabilization IMF surveillance
I. Social Development Education Sector Loans

Health Sector Loans

Northeast Rural Devt. Loans
Northeast Small and Medium Scale
Industry Loans

* Under the "high-growth"™ option only.

44, Appropriate economic indicators, by which the program could be
assessed, would include both stabilization and growth—oriented measures.
Savings, investment, and balance of payment indicators would reflect econo—-
mic outcomes, while the exchange rate, monetary base expansion, growth of
the real net domestic public debt, real domestic market interest rates, the
wage bill of the public sector, fiscal deficit, growth in public savings
and investment, and tariff increases might be among the indicators used to
measure the extent of Government control of economic parameters. If
required, a subset of these could be designated as "monitorable" targets.

45, The overall economic assessment of the program and the periodic
program monitoring would be undertaken by economic missions, including
public investment and sectoral missions. The work would be done in close
coordination with IMF staff if--as is assumed here-—=the Fund is involved in
the surveillance of Brazilian performance, with or without a stand-by
arrangement. The monitoring to be performed by the Bank in connection with
proposed loans would also be used to recommend cof inancing for specified
priority projects. Whenever possible, these loans would be based upon
policy actions taken bef ore Board presentation, with further progress being
a condition for processing subsequent loans in the sector (and for
maintaining the level of the expanded overall lending program). In a few
instances, as in the proposed FY86 Agricultural Sector Loan, the loan would
be disbursed in two tranches, with policy conditionality attached to both
of them.
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I. Financing Requirements

46. Increased external support would be essential to the success of
the medium-term adjustment program under the "moderate-" and "high-growth"
options. Under the "low-growth" scenario, Brazil would need only about
USS1.0 billion per year in medium— and long-term net capital inflows over
the next five years, with virtually no "new money"” from commercial banks.
Faster growth with adjustment, as described in the "moderate-growth"
option, would require on average an additional US$4.1 billion per year in
net disbursements--US$0.6 billion from the World Bank, US$2.5 billion from
commercial banks, and USS1.0 billion from other sources. If even higher
GDP growth is attained (the "high-growth™ option), an additional US$1.0
billion per year in net M&LT inflows would be needed. (Alternatively,
Brazil could choose to maximize exports but, instead of raising GDP growth
to 8%, could opt to reduce the rate of debt accumulation. In our view,
this is not the preferred option, since rapid employment growth is
important and the country's creditworthiness position improves
substantially even with more borrowing.) Annex I provides the details for
this section.

47, World Bank Financing. The Bank's support is based on a
graduated-response posture. Annual lending in 1986-90 varies between
US$1.0 billion under the "low-growth" option and US$2.0 billion under the
"moderate-growth" alternative. These commitment levels would be
consistent with average annual gross disbursements of, respectively, US§l.l
and US$1.7 billion from the entire Brazil loan portfolio, and annual net
disbursements of US$0.4 and USS1.0 billion. The proposed lending under the
"low-growth" option would make the Bank's relative exposure in Brazil
decline to below 10% of our overall portfolio by 1990, while under the
"moderate-growth" scenario, Brazil's share in the Bank portfolio would
increase to slightly over 11%. The specific lending level for each year
would depend upon the degree to which the required reforms are adopted and
implemented, and would in practice be determined by the extent to which
policy reforms associated with specific loans are put into effect.
Co-financing would be an important component of an expanded program, in
order to attract commercial bank funds for priority projects.

48, The Bank's current program for Brazil envisages an annual US$1.5
billion lending level. The program for FY86-87 includes three large quick-
disbursing loans, for a total amount of USS$1.2 billion. All other
operations in the program are more traditional, and slower-disbursing,
project ,and sector loans. Most of the increase required to reach the
expanded US$2.0 billion level referred to above would come from additional
policy-based operations, including additional agricultural sector loans,
sectoral financial rehabilitation loans, and possibly industrial
restructuring operations. The additional lending would also include
increases in our program for education (particularly vocational training)
and health to support the social content of the adjustment program.
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49, If the Brazilian Government is also willing to commit itself to a
comprehensive program of trade reform in addition to the other policy
changes, then Bank lending levels could reach US$2.5 billion per year (the
"high-growth" scenario). A series of policy-based loans in support of
trade reform would be added to the lending program. These lending
magnitudes would increase the Brazilian share of the overall Bank portfolio
to 13% by 1990. '

50. Other Sources of Financing. The "low-growth"” option requires
virtually no "new money" from commercial banks and a very low level of net
inflows from other sources. As indicated above, however, to maintain a
growth rate high enough to reduce unemployment and underemployment
substantially, Brazil would indeed need net medium-term financing from the
commercial banks (as well as adequate short-term credit lines). According
to the "moderate-growth" projections presented in this paper, such inflows
should reach an average annual level of about US$2.6 billion in 1986-90,
which would be equivalent to a 3.5% annual increase in their nominal
exposure (but to about a 4% reduction of their exposure in real terms). It
i1s also estimated that the “moderate-growth" option would require about
US$1.5 billion per year in net inflows from suppliers, official export
agencies and the IDB, and about US$1l.1 billion per year in foreign direct
investment. IDB lending to middle-income c