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Abstract

The early nineties have witnessed a revival of capital flows to developing countries. Despite
the several unsuccessful attempts to stabilize inflation until the Real Plan of July, 1994,
Brazil was a major beneficiary of those capital inflows, the majority of which were composed
of portfolio investment. Capital inflows had a good side because they increa.sed the amount of
foreign reserves at the Central Bank, thereby making less likely a hyperinflation in the earlier
period and opening room for the exchange rate based stabilization that is being currently
attempted by the Real Plan. Nevertheless, capital inflows posed major monetary and fiscal
problems, which are described and analyzed. The prospects of the Brazilian stabilization are
robust to the change in the international environment caused by the Mexican crisis, since they
depend more on domestic factors (fiscal and monetary discipline) than on the continuity of

capital flows at the previous levels.

Key words: Capital Flows, Currency Substitution, Brazilian Economy, Monetary Policy,

Financial Economics, Stabilization Policies.
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1. Introduction

Failure to stabilize and difficulties in fitting in the various schemes conceived to reschedule
its external debt crisis in the second half of the 1980s have kept Brazil by and large at the
margin of the extrardinary growth in foreign capital flows to developing countries for almost
ten years. The steady course of liberalization of capital movements in spite of a deep
economic crisis with extremely high inflation and in the middle of rather dramatic policy
changes, as well as high interest rate differentials opened the way for investors willing to
place an early bet in the eventual recovery of the Brazilian economy as the continuous fall in
dollar interest rates from 1989 to 1993 raised the prospects for good risk premia.

Thus, as many other countries in Latin America, Brazil from 1991 to 1994 has experienced a
revival of the inflow of foreign capital.3 In 1991, Brazil received net capital {lows in the
amount of $5.5 billion (2.7% of GDP). In Latin America, this figure was surpassed only by
Mexico ($ 16.1 billion). Argentina received $5.1 billion; Venezuela, $4.8 billion; and Chile,
$1.7 billion (these are gross capital inflows, not directly comparable to the Brazilian net
figures). In 1992, the Brazilian net capital inflow increased to $10.8 billion and in 1993 to
$18.0 billion, with the 1994 estimated figures being slightly lower (see Table 4).

This recent change in capital movements has not been exclusive of Latin America, as
illustrated in Table 1 where an idea is shown of the relative importance of developing
countries as recipients of the recent capital flows. Table 2 displays the capital flows to Latin
America.

Domestic causes for the recent capital movements seem to have varied widely from country
to country, but in Brazil the size and the timing of the inflows can be associated with
monetary and exchange rate policies, as well as with the generalized hopes that the
resumption of economic growth following stabilization is an inevitable scenario for the
coming years.

Well before the election of Fernando Henrique Cardoso in 1994 in the wake of the first
favorable results of the Real stabilization program, changes in the country's growth prospects
were attractive to foreign capital. In that sense, the Brazilian case was rather unique in Latin

? See Bacha (1993). Calvo et al. (1992b) estimate that significant flows of $24 billion in 1990 and some $40
billion in 1991 have moved into the region. Net inflow has been negative from 1982 to 1991 but are highly
positive for 1992 (some $6.9 billion) according to the UN World Economic Survey - 1993 and will probably
more than double this figure for the current year.



America, since in Brazi} inflation stabilization was more of a prospect than reality. In fact, in
spite of the expected growth of real GDP of around 4%, the Brazilian economy is still rather
stagnant as the investment/GDP ratio (at constant prices) is expected to be closer to the recent
years' dismal performance of around 15% than to the historical rate of 22%. The control of
mega-inflation, which was running at a 40% monthly rate in the first half of 1994, has been
the single most important issue of economic policy and thus, after so many unsuccessful
experiments, policy uncertainty concerning the nature of the Real Plan® has been the
dominant feature determining investors’ and consumers’ behavior.

After the frustrating experience of the last fifteen years, the menu of the foreign investors'
nightmares before the Real Plan included price freezes, compulsory deindexation with
monetary reform to cancel old contracts, wage and price controls, internal debt repudiation
and, after the Argentine experiment, exchange rate based stabilization (both as a "fiscal
anchor" as in Argentina and as a price coordination device). Expectations concerning the
stabilization set-up have been, therefore, part and parcel of inflation dynamics from the last
price freeze of February 1991 (the so-called Collor II program) until the Real Plan, as well as
part of investors' decisions concerning the composition of financial portfolios.

Making sense of the survival of the transactions demand for cruzeiros in a country with such
a long and troubled inflationary experience has been a true challenge to foreigners as well as
nationals. Behind this phenomenon, a complex maze of private and public financial
institutions developed in the Brazilian economy which have been almost entirely devoted to
the day-to-day supply of indexed substitutes for the domestic currency.6 This provision of
indexed reserves of purchasing power was based on the holding of government bonds of
varying maturity while the Central Bank guaranteed that financial intermediates would not go
bankrupt whenever inflation expectations deteriorated or depositors exercised their liquidity
promises by supplying them the necessary reserves. The financial system has thus been
successful in preventing currency substitution that has been the rule in other mega-
inflationary experiences (as well as an element in sparking open hyperinflations) but it has
done so by allowing the non-financial public to work with very little cash and indexed
deposits instead of dollars’. In this task of protecting financial wealth denominated in an
unsafe currency, the monetary policy was restricted to the daily determination of the open

* In another paper by the same authors (Calvo et al., 1992a) they conclude that external factors have been
dominanl for the present flows, up to 1992, but there is still ample room for the difference between the nature
and stability of the movements from country to country.

The Real Plan was launched on 7/1/94, but its main policy measures were previously announced. Section 4
describes the Real Plan main characteristics and evolution.

¢ See Cameiro, Garcia and Werneck (1993) for a brief description of the evolution and characteristics of this
system.

"See Garcia (1994) for a formal model of this domestic currency substitute regime.



market interest rate, that is the rate at which federal bonds were converted into bank reserves.
This rate ended up signaling inflation expectations and real interest as well as setting a

benchmark for all other financial transactions.

There are thus two challenges for the Central Bank in the context of the Real stabilization
plan. The first one is to convince economic agents that this regime has been left behind after
the adoption of the new currency. This requires, however, both a deindexation of the
economy and a scenario in which the Central Bank is not under pressure to monetize
government debt, either federal or provincial.

An equally complicated task is to do so without resorting to full convertibility in a fixed
exchange rate regime. In this paper, the basic legislation of foreign capital in Brazil is
summarized (Section 2) as well as the essential mechanisms of monetary policy in Brazil as a
necessary step to understand the problems created by the recent capital inflow. It is shown
how capital flows responded to the combination of stable rules, a stable real exchange rate
and continued liberalization in the capital account plus high interest rates policy, thereby
aggravating the sterilization problem posed by the release of the cruzados deposits which had
been blocked since the Collor | progra:ns Macroeconomic policy was based on a monetary
policy stance which tended to perpetuate mega-inflation in its permanent mission to avoid a

run of financial investors towards foreign assets (Section 3).

Following the Real stabilization plan in July 1994 a new currency was introduced and for the
first time a multi-staged strategy included the announcement of a thorough refurbishing of the
Brazilian monetary policy institutions and procedures. In Section 4, the main charactenstics
of the first six months after the Real plan are reviewed as well as the challenges posed the
stabilization attempt by the potentially higher instability of the capital flows in the context of
the Mexican economic crisis. Afier six months of the new currency reform, low expected
inflation still prevails as the government strives to define a new monetary and exchange rate
regime that will allow stabilization to proceed without having to retreat in the liberalization of
capital movements. '

Similarly to what happens in most developing countries with a tradition of financial

repression, the main objective of the Brazilian legislation regulating capital flows has

*See Carnciro (1991) for a description of the Collor I program.



historically been the repression of capital flight. Recommendations of greater financial
openness tends in this context to be typically seen as a lobby for tax dodgers. As domestic
financial repression created obstacles to financial products to attract savers, the accumulation
of wealth led naturally to an increased demand for foreign assets. Tax avoidance has
understandably been at the center stage of the debate around the limits to liberalization of

. 9
capital movements.

The process of financial liberalization in Brazil started in 1988 when the “floating exchange
rate market™ was created. Before that, all foreign exchange transactions had to be explicitly
and previously authorized by the Central Bank. The idea was to create another exchange rate
market besides the “commercial” one (where all trade related transactions and also most
financial transactions were conducted) where all non-illegal transactions that used to go
through the black market could be made. As the liberalization progressed, both rates would
eventually converge to the “floating™ rate. This move was made possible by the resolution of

the Latin American debt crisis of the ‘80s.

Another important measure was the liberalization of the gold market. Also, a loophole in the
law used to allow Brazilians to send abroad as much domestic currency as they may have'’.
Since Uruguay became a financial heaven, Brazilians started using this country as a means to
bypass Central Bank regulations and conduct transactions with the rest of the world. It was
just a question of setting a subsidiary in Uruguay and exporting domestic currency. In
Uruguay the Brazilian currency was easily converted into hard currency. All those
developments contributed to make the Brazilian economy very much financially integrated

with the international capital markets in the ‘90s, despite the existing restrictions.

®A folk story illustrates well this idea. A director of the Brazilian Central Bank reacted briskly when, in the
discussion of the effects of capital movement, someone invoked the argument of “foreign currency evasion”.
“There is no such a thing as foreign currency evasion; there might be tax evasion, but this is the SRF’s (the
Brazilian IRS) business, not ours”, he used to say.

""Currently there are limits to the phisical transfer of cash, as in the U.S.



As far as formal restrictions are concerned, Brazilian individuals and non-financial firms are
limited in the amount they may invest abroad. Limits of a similar nature apply to financial
institutions. Investments by non-domestic residents in Brazil (both portfolio and direct) are

regulated by several laws and norms, which are summarized in the next Sections.

2.1 - Capital Flows Data

Table 4 displays the recent capital flows to Brazil.' It is remarkable the increase on those
flows starting in 1991. Since then, the accumulated capital inflow totaled almost US$ 45

billion!

Most of the capital inflow was caused by portfolio investments and currency loans. This is a
natural consequence of the extremely high real interest rates displayed in Figure 1. After an
initial period when the capital inflow was welcome, policy-makers became concerned with
the consequences of such massive flows'”. In the second half of 1993, Brazil started
imposing restrictions on capital inflows. First, only fixed income investments were taxed, and
since the second semester of 1994 (as described below) stock-market investments are also
taxed (1% transaction tax upon entrance). With so many derivative markets operating it is
very hard to keep foreign investors from profiting of the very high real interest rates. One of
the most widely used operations to transform an investment in stocks in an investment in
fixed income is the so-called box operation in the options market. A box operation is a joint
trade of four options—two calls and two puts—that produces a return that is known in

advance, just like a bond. By an arbitrage argument, this return must equal the interest rate.

Table 5 displays in detai! the flows related to direct investment. With variations that had to do

with arbitrage opportunities, the net flow has been steadily rising.

1 . .
"Those figures are net inflows, except for fixed income funds and currency loans.
"In the next section we deal in detail with those policy-makers’ concerns.



Investments in stocks are detailed in Table 6. As mentioned before, some of those were
actually directed to fixed income securities. They were registered as investments in stocks to

avoid the taxation aimed precisely at avoiding those fixed income foreign investments.

Foreigners were allowed to invest in fixed income (and being taxed differently from investors
in stocks), through Fixed Income Funds, created in late 1993. The detailed flows are on Table
7. Those funds did not attract a very significant amount because of the already mentioned

taxation and the possibilities of avoiding it through financial engineering,

Table 8 (A) and 8 (B) detail the foreign currency loans. The item that grew the most was the
issue of Brazilian bonds. With such high internal rates, Brazilian firms (both financial and
non-financial) had a strong incentive to bring funds from abroad. This is one of the paradoxes
of Brazilian economic policy that we will discuss in the next section: why did the Brazilian
internal debt pay such high a rate (see Figure 1), causing it to rise propped up by capital
inflows (see Figure 2)? Why did net the government issue its debt abroad, instead of allowing
private entities to retain the arbitrage opportunities between external and internal interest

rates?

2.2 - Historical Perspective

One thing is to speak of the legal restrictions to capital flows; quite another thing is to
evaluate the cffectiveness of such legal restrictions. Here expected costs and benefits of
abiding by the law are an important determinant of the actual outcome. As an example, limits
to capital movements are certainly easier to implement in countries that are more isolated
geographically, like Brazil, than in countries with an intense movement of people and goods
across the boundaries, as 1s the case in Europe, for example. The difficulties to enforce legal
obstacles to capital flight in Mexico have been clearly evidenced during the external debt
crisis of the 1980s and may suggest the reasons why in some countries restrictions to capital
movements might survive more naturally than in others. Following the financial

liberalization of Uruguay, for exampie, capital controls in Brazil became much more difficult



to enforce, and thus the way was open to the process of liberalization which has been taking

place since 1990. (Noya and Dominioni, 1994) .

A second type of motivation for the legislation concerning foreign capital is of course
nationalism. In the early 1960s, when the political strength of economic nationalism reached
a peak in the post war years, foreign capital was seen by most influential political leaders at
best as unwanted and a necessary evil a poor country would have to live with for a while.
Concern with legal means to limit profit remittances of muitinationals has been the main
motivation for the approval of Law 4131 of 1962, which remains so far as the central piece of
legislation regulating the presence of foreign capital in Brazil. The law 4131/62 has been
considerably softened by law 4390/65 as well as by decree 557662/65, which increased the
limits to the remittances of dividends. As noted by Franco (1990), this institutional setting
proved to be robust enough to remain untouched for over twenty-five years. Direct
investments in Brazil are, thus, regulated by these pieces of legislation. Currently, profits pay
regular domestic corporate income tax (48%), and dividends remitted abroad are taxed on
15%". The result joint tax burden (56%) is high by international standards. Table 5 shows
the recent figures for direct investment. As previously noted, net inflows have been rising
recently, and expectations for 1995 are of further growth, despite the Mexican cnisis. The
increase in foreign direct investment will depend on the strength of the privatization process
and the public-private partnerships in areas previously restricted to state-owned firms (oil,

energy generation, telecommunications, etc.).

2.3 - Portfolio Investment Current Legislation

The institutional stability has been affected by the recent movements starting in 1990, in
favor of a higher degree of financial openness. The liberalization move was made possible

only after the peak of the external debt crisis had past and the all-time high uncertainty

" The 48% tax rate is the actual tax rate paid by a large U.S. oil firm in Brazil. There are other tax rates.
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concerning the rule presiding financial contracts in the domestic economy had been achieved

following the Collor stabilization plan in March 1990.

After 1991, the legislation concerning foreign investment began to change towards being
more receptive. Currently, there are several channels through which foreign investors may
invest part of their portfolios in Brazil. We summarize below the current legislation related to
foreign portfolio investment. The legislation related to foreign direct investment was already

reviewed in the previous Section.

a) Sociedades de Investimento - Capital Estrangeiro (Investment Companies - Foreign

Capital):

These Companies were created and regulated by the Annex I of Resolution 1289 of the
National Monetary Council, dated 03/20/87. These Companies may be composed of
individuals or legal entities resident, domiciled or with head-offices abroad, with the aim to
invest in Brazilian variable income securities. The investments have to be managed by a

Brazilian financial institution authorized by CVM (the Brazilian SEC).

As Companies they are regulated by the appropnate law of public companies (Lei das S.A4.),
which is very demanding for an investment fund. All investments shall be subject to
registration at the Central Bank to allow for later repatriation of cash dividends and capital
gains. The minimum percentage invested in shares or debentures convertible into shares is
50%. Capital gains are exempted from income tax, but cash dividends and monetary

payments are currently taxed at a 15% rate.
The total amount of funds in these Companies is quite small, US$ 105 million (August/94).
b) Fundos de Investimento - Capital Estrangeiro (Investment Funds - Foreign Capital):

These Funds were created and regulated by the Annex Il of Resolution 1289 of the National
Monetary Council, dated 03/20/87. These funds may be composed of foreign individuals,

corporations or other collective investment entities organized abroad resident, domiciled or



with head-offices abroad, with the aim to invest in Brazilian securities. These Funds shall be
managed solely by an investment bank, brokerage house or securities house authorized by the

CVM.

All investments are subject to registration at the Central Bank to allow for later repatriation of
dividends and capital gains. The minimum percentage invested in stocks is 70%. Capital

gains are exempted from income tax, but actual payments are currently taxed at a 15% rate.
The total amount of resources in these funds is also small, US$ 648 million (August/94).

Besides (a) and (b), the Resolution 1289 in its Annex Il created and regulated the Carteira
de Titulos e Valores Mobilidrios (Bonds and Securities Portfolios maintained in Brazil).
Currently, this option is hardly used. The total amount invested through Annex II]M, Funds
of Foreign Capital Conversion and Privatization Funds - Foreign Capital amounts to US$ 405

million (August/94).
c) Carteiras de Valores Mobilidgrios (Securities Portfolios for Institutional Investors):

These portfolios are the most widely used instrument to invest in Brazilian stock and
derivative markets. They were created and regulated by the Annex IV of Resolution 1289.
Annex IV was actually enacted by Resolution 1832, dated 05/31/91. Only foreign
institutional investors may invest in those Portfolios. Examples of institutional investors that
qualify for the use of the Annex IV are Pension Funds, portfolios belonging to Financial

Institutions, Insurance Companies, and Foreign Investment Funds.

The management of the portfolio will be undertaken by the institution operating in Brazil and
granted authorization by the CVM. Through Annex IV, Foreign Mutual Funds were able to
invest in the Brazilian stock markets, each one forming its own portfolio. Previously they
would have to invest in other mutual funds. Also, American mutual funds are forbidden from

investing in other mutual funds, to avoid fraudulent schemes.

“Mainly the Brazil Fund, traded at the New York Stock Exchange.
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All investments are subject to registration at the Central Bank to allow for later repatriation of
dividends and capital gains. Currently, these portfolios cannot invest in fixed income
securities, except in very restricted ones. Those rather restrictive fixed income investments
are subject to a 15% withholding income tax. The idea is that all foreign investment in fixed
income securities be made through Fixed Income Funds (item (e) below). These Fixed

Income Funds pay a 9% “entrance” tax, while the Variable Income Portfolios pay 1%.

Capital gains are exempted from income tax, but monetary payments are currently taxed at a
15% rate. Until the end of 1994, there was a special 0.25% tax on the total investment (/PMF-

Temporary Tax on Financial Transactions).

The total amount of funds in these portfolios is US$ 20,241 million (August/94). This option
is by far the most widely used entrance to foreign investment in variable income financial

instruments.
d) Depository Receipts (D.R.):

Depository receipts are a way to have domestic stocks traded at international stock exchanges
without having to go through the time consuming listing process. The Annex V of Resolution
1289, enacted by Resolution 1927, dated 05/18/92, regulates the issuance of the DRs. Until
now, DRs have not yet become a widely used option, but their importance is likely to grow in

the future as a source of cheaper capital for corporations.
¢) Fundos de Renda Fixa - Capital Estrangeiro (Fixed Income Funds for Foreign Investors):

Only through these funds may foreign investors invest in Brazilian private and public fixed
income securities. They were created and regulated by Resolution 2034 of the National

Monetary Council, dated 12/17/93, and by Circular Letter 2388 of the Central Bank.

These funds may be composed of corporate legal entities domiciled or with head-offices
abroad with the aim to invest in Brazilian fixed income securities, as well as foreign mutual

funds. The management of these funds may be handled by a multiple bank with an investment



portfolio, an investment bank, a stocks and securities brokerage house, or a stocks and
securities dealership, under direct responsibility and supervision of the administration of the

institution.

At least 35% of the fund’s assets have to be invested in papers issued by the National
Treasury or Central Bank bonds, and no more than 20% may be invested in fixed-income
papers or acceptances by financial institutions. All investments have to be recorded at the

Central Bank to allow for later repatriation of yields and capital gains.

Capital gains associated with stock and futures market operations are not subject to
withholding tax. All income (except capital gains on stocks) are subject to 10% withholding
income tax. All fixed income investments are currently subject to a 9% tax (JOF - Tax on
Financial Transactions). This tax was conceived to deter the capital inflow attracted by the
large interest rates in Brazil. Until the end of 1994, there was a special 0.25% tax on the total

investment (IPMF-Temporary Tax on Financial Transactions).
The total amount of funds in these funds is US$ 2,187 million (August/94).

) Contratos de Fechamento de Cambio e Carta Circular n® 5 (The Exchange Liquidation

Contract and The Central Bank Circular Letter #5 - Foreign Investors Accounts):

The Exchange Liquidation Contract as well as the Circular Letter # 5 are instruments that
foreign investors may use to participate in Brazilian financial and capital markets. The
regulations on those options are very lax, but they are not very widely used because they
subject the investors to a 25% (variable real income) and 30% (fixed real income) tax, much
more than options (c) and (e), the most widely used. Unti] the end of 1994, there was a
special 0.25% tax on the total investment (IPMF-Temporary Tax on Financial Transactions).
A tax on short term (less than 16 work days) financial transactions (10F) also applied. These

are the only ways foreign retail investors were allowed to participate in Brazilian markets.



Retail foreign investors were kept out of the other options (mainly Annex 1V) because of the
incentives to domestic investors to disguise themselves as foreigners in order to profit from

the tax exemption on capital gains given by Annex I'V.
2.3 - Financial Innovations

The long experience with high inflation has given rise to a very sophisticated financial system
in Brazil. The spreading of cash management activities demands expertise in arbitrage
operations, as securities (private and public) have to be traded daily in the open market as
well as in exchanges. The possibilities of capital gains attract good analysts and specialized
agents with open eyes for arbitrage opportunities, and a keen interest in the latest financial
management techniques. In high inflation regimes, capital gains opportunities tend to
dominate rates of return considerations, and this fact is aggravated when inflation is high and
with a large variance as the "signal" sent by real rates changes are distorted by the "noise" of

. . womugre. 1
inflation variability.

The experience in trading securities in a high inflation environment opens space thus for the
spread of sophisticated financial techniques which are one way or another incorporated into
the box of tools of managers and analysts and are bound to generate some kind of permanent
financial culture as techniques generated by the speculative activity spillover to other

activities. One example is futures trading.

As analyzed by Parcias (1990), futures trading used to be confined mainly to agricultural
commodities markets (especially coffee and cattle). In 1960, 92% of the contracts referred to
grains and cattle and already in 1983 financial contracts corresponded to 38% of the traded

contracts.

Started in 1986, the BM&F (Futures and Commodities Exchange) is today ranked as the sixth

futures exchange in the world in number of traded contracts (See Tavares, 1992). In 1993, the

"*The issue of indexation of financial assets in Brazil is described by Barbosa (1993).
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BM&F traded an average of 197,292 contracts cach day, of which 34% referred to future
contracts of interfinancial deposits, an instrument of hedge against interest rate variations.
Table 3 displays the volume of derivative contracts traded at the BM&F per year. The

trading volume grew 25 times from 1986 to 1990.

Although the spurt of market for derivatives (options and futures) has been motivated by the
high inflation environment, their availability constitutes a financial innovation in the
technical sense that they alter the demand for securities and the way risk is allocated in the
economy. The long run implications of such innovations are hard to establish, but in all
likelihood they will be useful instruments in a more financially open economy as they permit
a wider choice of risk to asset holders and therefore they may contribute to lower the costs of
intermediation—and therefore to lower the cost of capital—in a more stable economy. The
existence of such active futures markets is expected to have a favorable impact on the
volatility of the capital flows since they provide insurance to those activities which depend on

the holding of foreign exchange positions.

Another implication that became clear with the attempts to curb capital inflows to invest in
high-interest-domestic debt is that derivatives significantly harm the effectiveness of capital
controls. Svensson (1993) calls attention to the fact that the existence of forward and futures
exchange rate markets make speculative attacks against currencies much harder to defend.
Without those markets, speculative attacks must be conducted through the sale of spot
positions on the currency. With the forward and futures markets, volumes many times higher
(virtually unbounded) may be sold for future delivery. By arbitrage, the spot rate tends to

move in the same direction, making the speculative attacks much more powerful.



3. Capital Fl M Policy®
In this Section we describe the main features of the monetary policy regime of 1991/1994 as
well as the challenges it has faced by the inflow of foreign capital. Among its characteristics,
the very small size of the monetary base before the Real Plan stood out as generating peculiar
obstacles to interest rate targeting, which tended to be aggravated by the increased capital
inflows. The main motivation for the detailed description is that after six months of the

monetary reform, essentially the same procedures of monetary policy had been retained.

With inflation running as high as it did in Brazil unti} the Real Plan, money holdings have
been reduced to a minimum. This is shown in Figure 4: M1 in the months immediately
previous to the Real Plan was only around 1.5% of GDP, with the monetary base being
roughly half of this figure. This is less than 10% of the M1/GDP ratio in the US, for example.
In other words, money velocity used to be more than one order of magnitude higher in Brazil

than in the US.

How did such a system work? After all, in principle, the monetary services required per unit
of GDP were roughly the same in Brazil and in the US. That is, when a household buys a
refrigerator, it must use about the same amount of M1, be it in Brazil or in the US. The same
applies to firms, government, etc.. Since the ratio M1/GDP is so low in Brazil, flows of
comparable magnitude must have much greater impacts in the Brazilian monetary market
than in the US’s. That is exactly what we will show below, with special emphasis on the
monetary flows generated by the capital inflows. First, however, we must introduce a
description of the institutional framework underlying the Brazilian monetary system. The
description below refers to the institutional framework before the Real Plan, although not

many aspects have changed since then. We will describe those changes in the next Section.

With high inflation, interest targeting by the Central Bank required that nominal interest

movements tracked current inflation movements as close as possible, so that interest accruing

"This section draws heavily from Cameiro and Garcia (1994)
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to assets that were seen by wealth-owners as close money substitutes were able to keep such
accounts competitive to dollar holdings. The basic instruments for interest rate targeting were
the interest rates accepted in the weekly auctions of Central Bank Bonds (BBC's) and the
daily open market interventions of the Central Bank which determined the cost of borrowing

reserves by the banking system.

Everyday, before the open market begins to operate at 9 am, the Brazilian Central Bank
makes an estimate of the net bank reserves position of the banking system. This position
varies a lot because the Brazilian Treasury must hold all its accounts directly at the Central
Bank. This obligation creates huge movements in banks reserves whenever payments are
made to or by the Treasury. Secondly, because the Central Bank used to impose limits to the
holding of foreign exchange reserves by banks, short run movements in the demand for
foreign assets, such as those prompted by an expected change in the devaluation policy or a
change in interest rate policy, were immediately reflected in the market for bank reserves.
These limits also jeopardized the use of foreign assets as buffers against unexpected
movements in bank reserves' demands. Currently, those limits no longer exist for long
positions on foreign currency (although all excess over $50 million per bank must be
deposited at the Central Bank). However, given the large interest rate differential, most banks

hold net short positions in foreign currency.

Let us illustrate how the smallness of the monetary base compounded with other
characteristics, as the tax and loans accounts at the Central Bank, creates obstacles to the
interest targeting procedure. Take the example of tax collection. Taxes are usually paid by
agents to banks, who keep them for two days before passing them to the Treasury. The final
payment to the Treasury by the banks is made by debiting the banks’ reserves accounts (and
crediting the corresponding amount in the Treasury account at the Central Bank). Since the
amounts involved in tax collection are usually large compared to the monetary base (because
the latter is so small), flows generated by tax collection create a substantial need for bank
reserves by the whole banking system. This is because the banks must fulfill reserve

requirements which are determined by their past deposit record (lagged reserve requirements),
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and those do not vary when the taxes are transferred to the Treasury account at the Central

Bank.

Therefore, in a given day when taxes must be credited to the Treasury, most banks that
perform tax collection become short in reserves. When the banking system as a whole does
not have enough reserves to fulfill the aggregate reserve requirement, the Central Bank must
provide those reserves, usually by means of open market purchases of government securities.
When this situation happens, the Central Bank is said to be oversold. The discount window in
Brazil is seldom used by private banks because before the Real Plan the Central Bank
adopted the so-called Rieffler doctrine. That is, the resort to the discount window
automatically prompts an inquiry into the bank's books in order to prevent solvency

problems.

When the reverse situation happens, that is when the whole banking system is long in
reserves, the Central Bank is said to be undersold. In this case, the Brazilian Central Bank
usually conducts open market operations to mop up the excess liquidity in order to prevent
interest rates to fall below targets. That is, the Central Bank sells government securities with
repurchase agreements (usually overnight). By doing so, the banks keep their liquidity intact
without incurring the opportunity cost of carrying excess reserves and unduly depressing the

nominal interest rate.

Throughout a typical trading day, the Central Bank conducts several go-arounds to achieve its
objective of providing liquidity (when it is oversold), or withdrawing liquidity (when it is
undersold). The idiosyncrasy of the Brazilian Central Bank is that, before the open market
closes at the end of the day, it always provides banks with a last opportunity to obtain the
reserves they need, or to purchase government securities overnight. Those trades used to
involve a rather small penalty in terms of interest rates (which increased substantially after
the Real Plan). This automatic clearing of the bank reserve market has been widely used
throughout the years of high inflation, and is still used after the currency changeover that

introduced the Real (July/1/1994).



The rationale behind this mechanism is that it gives the Central Bank an almost complete
control over interest rates especially when it is oversold. By automatically clearing the
reserve market at the end of the day, the Central Bank significantly controls the risk taken by
banks in their daily supply of cash to the economic system. Banks are always trading bank
reserves for government securities. Given the high opportunity cost of holding excess
reserves under very high inflation, very often banks were short of reserves to fulfill their
obligations, and, therefore, could potentially incur in substantial capital losses. This was
especially true if interest rates swung wildly, as it was feared to happen if the Central Bank

did not monitor the reserve market so closely.

The Brazilian Central Bank’s monetary policy regime was thus (and still is) to target interest
rates. Before the Real Plan, the procedure to compute the targeted level aimed at minimizing
the cost of rolling over government debt without jeopardizing the real yield paid to final
savers. In order to achieve such objective, the Central Bank was always willing to clear the
excess reserves within a narrow band around the targeted interest rate. By acting in this
fashion, the Central Bank kept the interest rate at the desired level, and also limited the
potential losses and gains of financial institutions. Therefore, when the variance of expected

inflation increased, the targeting of interest rates became more complex.

If exchange rates were allowed to absorb part of the energy set off by such unforeseen reserve
movements, as it may happen in a more stable regime, the overvaluation of the exchange rate
could be a stabilizing element in the presence of capital inflows. As it will be explained
below, this is what happened after the Real Plan. High uncertainty concerning the response of
capital flows, for example, has prevented the Central Bank to let prices do their part in the
adjustment until the Real Plan, either through decline in interest rates or through a smaller
devaluation. The Central Bank's monopoly as a holder of foreign reserves defined this way
another policy objective before the Real Plan: to maintain the alignment of the real exchange
rate so as to avoid sending discomforting signals to exporters and investors. This was

radically changed with the Real Plan, as we will see in the next Section.
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The rationale for this behavior of the Central Bank before the Real Plan may be understood
by the experience of the ‘80s and early ‘90s. In the presence of high overall policy
uncertainty, the apparent comfortable position of the monetary authorities provided by the
combination of large foreign reserves and steady demand for domestic financial assets rested
on a fragile and potentially self-destructing foundation: the maintenance of a high interest rate
to compensate domestic asset holders for the high risk, and the maintenance of an indexed
exchange rate as a means to offer exporters a guaranteed real income. As a result of this
double guarantee, foreign investors were offered a permanent opportunity for arbitrage gains:

the higher the risk perceived by domestic asset-holders, the higher the gains for arbitrage.

Figure 5 illustrates the point. It displays the covered interest rate differential (CIRD), which is
the relevant measure to access the attractiveness (and the risk) of (partially) segmented
markets. The CIRD computed in Figure 5 is the Brazilian interest rate on one-month
Brazilian Government bonds (in CR$) minus the sum of the US interest rate on one-month T-
bills (in US$) and the CR$ depreciation with respect to the US$ implied by the futures

17
market.

Frankel (1989) argues that CIRD is the most suitable measure for perfect mobility. He shows
that CIRD performs empirically better in measuring the degree of capital mobility than plain
real interest rate differentials (RIRD). CIRD, which is also called country premium has in
fact been eliminated among major western countries. The result is that a currency
premiumlK remains, consisting of an exchange rate risk premium plus expected real currency
depreciation. This means that for the major western countries, even with the equalization of
covered interest rates (CIRD is basically zero), large differentials in real interest rates remain

(RIRD is not zero). For countries not perfectly financially integrated, Frankel (1989) shows

T~ . . . . . . . . .
"Given the high interest rates in Brazil, all calculations use compound interest, not simple interest as used in
this example.

"Forward discount on a given currency minus the excess expected inflation of the country vis-a-vis the other
country.
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that positive violations to CIRD are an indication of barriers to capital inflow, while negative

violations to CIRD are an indication of barriers to capital outflow, i. e., financial repression.

As Figure 5 makes clear, starting at the end of 1991, CIRD has been highly positive in Brazil.
This has attracted a substantial amount of foreign capital, as shown by the large accumulation
of foreign reserves at the Central Bank until the Real Plan (Figure 2). The capital inflow was
so large that, in mid-1993, the Brazilian government started imposing taxes on capital
inflows, as described in the previous section. The Brazilian government decided to curb
foreign investment for two reasons: fiscal and monetary. The fiscal reason is that the
government was accumulating an increasingly large amount of foreign reserves (which paid
very low interest) while it paid extremely high interest rates on its domestic debt. That is, the
differentials show in Figures 1 and 5 were the costs of the foreign reserves. Those costs were
(and still are) indeed very high. Just to provide a rough calculation, with US$ 40 billion in
reserves before the Real Plan and with a 20% interest rate differential, the Brazilian
government was paying around US$8 bill‘ion per year to maintain the foreign reserves at that

level! We now turn to the monetary reason.

3.1 - Sterilization in the Context of High Uncertainty

The above description of the institutional framework underlying monetary policy in Brazil
before the Real Plan emphasizes the idea that interest rate targeting in Brazil requires a much
more active role from the Central Bank than in other countries. This happens because flows
of magrﬁludes comparable to those in other countries (per unit of GDP) impact a much
smaller monetary base. As a conseguence, the price in the market for bank reserves (the
interest rate) becomes much more volatile, forcing the Brazilian Central Bank to intervene
much more often to guarantee the stability of interest rates at the desired level. As a
consequence, in order to prevent interest rates movements to send undesirable signals as to
the government's views concerning expected inflation, the monetary base becomes highly

volatile. The tradeoff between quantities and interest rates in the context of high inflation and
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policy uncertainty is replaced by a conflict between variances and the choice is almost
certainly to try to control the variance of interest rates. In the context of an open economy
subject to large capital movements, the Central Bank must also take into account the costs

associated with the variability of the exchange rate.

The recent literature spurted from the European experience with exchange rate bands seems
to be changing the practical implications of fixed interest vs. fixed exchange rates regimes,‘9
There seems to be more room for autonomous monetary policy in the case of exchange rate
bands as evaluations of the European experience suggests. However, in the case of mega-
inflation, the trade-off between exchange rate variability and interest rate variability may
acquire additional dangerous options. Since the monetary policy regime we have been
describing stresses the importance of policy uncertainty, agents must give an extra
importance to phenomena which may prompt policy changes.zo In other words, this
configures a case of the so-called peso problem: all expectations dunng that period were
formed with the fear that a change of regime (of unknown format) was likely to happen,
although none actually did happen during that period. Therefore, accepting a higher
variability of the exchange rate, for example, might have implied accepting the risk that the
fall in export revenues might have turned the balance of payments untenable in the policy
horizon, thereby prompting a change in policy regime. The room for the precarious
maintenance of stable inflation in high rates might thus have become even smaller, in the

presence of volatile foreign flows (see Figure 3).

'? See, for example Svensson (1992).

™ In the Brazilian experience, such changes have traditionally brought about serious changes in rules presiding
over financial transactions. The most widely used financial change is the de-indexation of financial assets. With
abrupt and unexpected disinflations, the maintenance of previously agreed mominal interest rates would
originate enormous wealth transfers from debtors to creditors. This would happen because, before the
disinflation, much of the nominal interest rate just compensated for high inflation, the expected real rate being
much smaller than the nominal rate. 1f inflation falls abruptly (as with a temporary price freeze, for example),
the inflation compensation will turn into a much higher real interest rate. This could break many firms, and,
because of the public debt, would mainly harm government finances. Because of that, stabilization plans have
traditionally used conversion factors in an attempt to preserve the expected real rates that prevailed before the
plan. These conversion factors tipically reduce substantially the nominal interest rates. The first such scheme
we are aware of was implemented afier the first recorded hyperinflation during the French revolution (Velde
and Sargent, 1990).
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Figure 6 displays the magnitude of the movements that impact the monctary base. What is
different in the Brazilian economy is that the potentially de-stabilizing effects which may be
associated with the size of the movements in bank reserves lead the Central Bank before the
Real Plan to try to keep real interest rates from varying too much and thereby sending wild
signals concerning expected inflation. Figure 6 displays the ratios of the oversold position to
total bank reserves (scale on the left hand side), and of oversold position to monetary base
(scale on the right hand side). The picture shows that is not infrequent for the Central Bank to
have to borrow or lend reserves in one single day in an amount greater than the entire
monetary base. Movements of such relative dimension are unthinkable in countries with low

inflation, where the inflation tax has not reduced the monetary base to a bare minimum.

The smallness of the monetary base would not mean much per se if expected inflation were
not so dominant in movements of the targeted interest rates. Fluctuations induced in interest
rate movements by flows that affect the monetary base may have a de-stabilizing effect on
expected inﬂation.21 Agents look at the targeted rate in order to form their inflation
expectations. Therefore, if the Central Bank let the interest rates vary in a wider band, it
would incur the risk that agents might read upward movements as increases in Central Bank’s
expected inflation. With overall indexation, a higher expected inflation could tumn into a
higher actual inflation. On the other hand, abrupt significant downward movements in interest
rates would make impossible for banks to offer inflation indexed demand deposit accounts,

which were the main deterrence to hyperinflation (Garcia, 1995).

Note in Figure 6 how the undersold position of the Centra! Bank increased significantly as the
Real Plan approached. The massive undersold position meant that the larger part of the public
internal debt was being rolled over with resource to repurchase agreements, that is, most of

the debt (10% of GDP) had only one day maturity. This procedure was adopted by the

¥ Of course if the daily interest rate has a more important role as a determinant of the correction of nominal
values the phenomenon is still more complex, but this argument will not be considered here.
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Central Bank to avoid having to pay a substantial risk premium as the new and previously

announced stabilization plan approached.

We now turn to the way foreign capital flows have recently impacted the monetary base with

many consequences to monetary control.

In the precarious control of mega-inflationary process we have been describing so far,
expected inflation plays a very important role. The combination of price de-regulation with
forward-looking indexation in the context of the potential monetization of the blocked
financial assets™” led to a general view by policy-makers that eventual errors on the "high"
end of interest rates targeting would not be as serious as if expected inflation were
underestimated in the definition of interest rate targets, since the latter could spark
hyperinflation. The very high real interest rates the Central Bank began to set after October
1991 together with the policy of keeping the real exchange rate fairly constant, plus the
increasing confidence of investors on the irreversibility of the liberalization of capital
movements had the effect of inducing a very large capital inflow, especially linked to interest
arbitrage operations intermediated by banks and to institutional investors in the US taking a
stake in the Brazilian stock market. The result of such movements can be seen by the upward
trend in foreign reserves from December 1991 to August 1992, shown in Figure 2, as well as

in the inflow of external resources detailed in Table 4.

In an attempt to avoid the explosion of the very small monetary base, the Central Bank
engaged in a policy of massive sterilization™ of both flows (the foreign capital and the
released cruzados novos deposits frozen in March 1990). Figure 2 displays the evolution of
the internal government debt, that grew enormously until the Real Plan. It shows that the
accumulation of domestic debt was almost all accounted for by the transformation of

compulsory into voluntary savings (the unfreezing of the cruzados novos deposits) and the

7 In August of 1991, the Brazilian government began to unfreeze the blocked financial assets of the Collor 1
Plan. It unfroze around USS$ 1.5 billion on average for the 12 following months.
“'we will later qualify the use of the term “sterilization”
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accumulation of foreign reserves (capital inflows and current account surpluses). The first
layer in Figure 2 represents the mere replacement of compulsory financing (the blocked
deposits) by voluntary financing by private investors. The second layer represents the foreign
reserves accumulation. The highest line is the domestic debt accumulation. Almost all growth
in outstanding debt can be accounted for by the release of the cruzados novos and the capital

inflows, as shown in Figure 2.

The restoration of the market for government debt which took place after the first quarter of
1991 was a positive signal that at least some confidence was recovered after the blocking of
80% of all financial assets in March, 1990, but the costs of this recovery may be seen from
the data on the determinants of the evolution of the monetary base. Figure 7 displays the
accumulation of five of the factors affecting the monetary base. Those are aggregates of
accounts on the asset or liability side of the Central Bank balance sheet, excluding the
monetary base. Since the algebraic sum of all accounts in a balance sheet must be zero, the
variations of those accounts may be interpreted as factors affecting the monetary base. Six
series are displayed. As for those increasing the monetary base, two major movements can be
detected. First, the unblocking of the cruzados novos deposits, which started in August, 1991,
It grows steadily until August 1992, when almost all savings previously frozen have already
been unfrozen. Second, the impact of balance of payments through the accumulation of
foreign reserves at the Central Bank (External Sector), starting in November 1991. Note that
those two flows add up to more than US$ 20 billion in the 12-month period starting in
August, 1991. Since the monetary base in that period was around $4 billion, the Central
Bank faced a huge sterilization task. This can be seen by the behavior of the series Bills in
Figure 7, which corresponds to the contractionary effect on the monetary base of sales of
Treasury Bills (mainly the BBCs). Note that the accumulation of foreign reserves until the
Real Plan was almost of the same amount of the accumulation of the real value of the

monthly variations of the monetary base.

One can also see from Figure 7 that the Treasury (this is the account the Treasury has at the

Central Bank) did not exert expansionary effect in the recent period, except for a few months.
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This last statement, however, must not be taken to mean that a significant fiscal adjustment
bhad taken place, since fiscal repression was by and large obtained by letting inflation erode
the real value of fixed nominal expenditures. The treasury had never played a determinant

. 2. 'y : . .24
role in monetary expansion in the period studied.

As we have previously emphasized, the process of capital inflows in Brazil was generated by
the large spread between external and internal rate of returns, and the financial instruments
that paid such very high interest rates were government securities. Therefore, strictu sensu,
capital inflows were not sterilized once they entered the country; they entered the country in
order to purchase government securities and profit from the large spread. The word
sterilization gives the wrong timing idea; it suggests that afier the funds entered the country,
government securities were sold to mop up liquidity and avoid the inflationary consequences
of monetary expansion. That was not the case in Brazil. The word sterilization also suggests
that the government has to raise interest rates in order to sell its securities. That is also false
for the Brazilian case. Had the Central Bank not intervened by selling more domestic bills at
low prices (high interest rates), domestic interest would have fallen in the presence of capital
inflows and those inflows would have diminished, causing only the limited monetary
expansion required to equalize domestic interest rates to foreign interest rates plus a risk
premium. Therefore, although capital inflows were the main expansion factor of the monetary
base for the three years that preceded the Real Plan, it does mot follow that had capital not
flown into the country, inflation would not have been so high. The majority of the capital

inflows only passed through the monetary base in their way to domestic government bills.

As we will develop in more detail in the next Section, the monetary expansion role of capital
inflows change substantially with the Real Plan (July/1/1994), since the exchange rate was
allowed to float. Note how the External Sector factor becomes negligible in Figure 8, that

covers the period after the Real Plan.

®The fiscal accounts in the *90s in Brazil were in equilibrium by the operational deficit concept.
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Following the abandonment of price controls in 1991 onwards and the deepening of
liberalization of international trade and finance relations, foreign capital inflows responded
favorably to the signals of a more liberalized economy, and there was a substantial
accumulation of international reserves (see Figure 2). There was a general belief that a Brady-
type agreement with private creditors was around the comer and that a new boom in
economic growth was about to start. In the meantime, avoidance of open hyperinflation
through deficit repression, repeated promises of fiscal reform to curb explosive inflation
expectations and the maintenance of positive real interest rates became the central aim of
economic policy. Short run management of public debt was still the instrument used to

prevent currency substitution from decreeing the final abandonment of the national currency.

In spite of the political crises of 1992 and 1993 and the high uncertainty associated with a
40% monthly rate of inflation in the first half of 1994, year of general elections, optimism
concerning growth prospects was gencralized. Hopes for economic and political recovery
were dominant after the traumatic impeachment of President Collor and after the Congress
inquiry's recommendation that 19 congressmen should lose their seats following charges of
inappropriate behavior in the all powerful Congressional Budget Committee. These hopes
admittedly required a scenario in which government action will be modernized, privatization
of state companies will continue, trade and financial liberalization will proceed and that the
fight against poverty will not impair private investors' incentives. This positive scenario,

however, must be feasible if successful stabilization is to be achieved.

4.1 - Pre July 1994

Beginning May 1993, a stabilization strategy was being prepared when an economic team
was formed under the leadership of senator Fernando Henrigue Cardoso, then Ministry of

Foreign Relations. The new economic team was summoned in the middle of a political

28



turmoil prompted by the resignation of President Itamar Franco's third minister of Finance in

less than six months.

The announced strategy was stated as a multi-stage game plan, involving first a refurbishing
of the budgetary process, including the promotion of a sharp distinction between Treasury
and Central Bank accounts. Then the following steps would follow: the preparation of a
Constitutional reform aimed at increasing the federal government's command over tax
revenues, a program to remove public tariff artificial repression, and an extra effort to
increase current tax revenues by means of a frontal attack on tax evasion. Eventually, a final
monetary reform by means of which a coup de grdce on the over-indexation of the price

system was to be expected.

The game plan was only partially successful in its first moves. Tax evasion was reduced, so
that with the help of a significant recovery of economic activity tax collection increased by
more than 30% above inflation. Public tariffs were corrected in spite of the inevitable cost
push effect reflected on a 10 p.p.(monthly rate) increase in monthly inflation rates in the
second half of 1993. In September 1993, a reform of the Central Bank accounts substantially
reduced the ambiguity of the Treasury's financial position, thereby increasing the visibility of
the fiscal deficit opening room for a better control of monetary and fiscal policy. But the
constitutional reform scheduled for the beginning of 1994 turned out to be a total failure as
only an emergency stop gap arrangement could be approved. There was only a gain in
flexibility of federal government spending, whic!l is actually a permission to circumvent

otherwise mandatory budget expenditures, up to the end of 1995.

4.2 - The Real

In July 1994 a new currency was adopted, the real, with a ban on short run indexation of
contracts, the definition of targets for the evolution of the monetary base until the first quarter

of 1995 and a ceiling for the exchange rate establishing a parity of one real for a dollar,
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backed on an estimated US$ 40 billion foreign reserves position. Popular approval of the new
currency was far beyond expectations thus the third phase has been quite successful in
reducing inflation, even if economic agents are yet to be convinced that now the Central Bank

has new instruments of monetary policy.

Considering that the only outcome of Constitutional reform was the creation of a temporary
fiscal fund, additional measures to reinforce the Federal Government fiscal position were
signaled in the Provisional Legislation. Since the fiscal regime of the past four years has been
admittedly precarious due to the aforementioned failure to define the political basis for a new
fiscal regime, it will be the first challenge of the new president in 1995. For the remainder of
the 1995 fiscal year, expenditures will continue being repressed by the Treasury. In the wake
of the monetary reform, public tariffs cannot be increased until mid 1995 and the indexation

of contracts was prohibited for less than a year.

Instruments of monetary and exchange policy bore the most significant innovations. In the
previous regime, instruments were directed to control acceleration of inflation and curb the
process of currency substitution which characterized hyperinflation. Signaling of positive real
interest under increasing expected inflation and the indexation of exchange rates were the
only instruments to prevent hyperinflation. Such practices led to the continuous piling up of
foreign exchange reserves, which became the main asset to run the stabilization under a

precarious fiscal regime.

The automatic purchase of reserves to keep the real level of the exchange rate was halted by
the new program. As the Central Bank stopped mopping up the excess of foreign exchange in
the market, there was an immediate trend to overvaluation. At first, this was seen as
temporary and due to an excessively high nominal interest rate (of around 8% per month) in
view of a low trend of inflation in the new currency (see Figure 1 for the US$ Brazilian
interest rate). In order to curb a credit creation spree which could fuel the growth of
consumption expenditures in the wake of the sudden fall of inflation tax, banks reserve

requirements were increased to 100% of the growth of demand deposits and of 20% of time
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deposits. The immediate fall of the dollar value of the real, to less than 0.92 was a perfect
instrument to increase the risk of smart money operations preventing that the short run gains

from interest arbitrage increased the volatility of foreign reserves.

Monthly inflation rates were not as low as expected (between 1 and 3%), even after the
elimination of statistical residues since August, since seasonal effects of agricultural prices
have been particularly unfavorable. Other pressures on monthly indices stem form the prices
of services, where demand is less responsive to prices, housing, and of course from the
increased demand for proteins (meat and beans) due to the favorable income effect of a
sudden reduction of an estimated inflationary tax equivalent to an annual flow between US$
18 and 20 billion due to low inflation. In spite of the pessimistic forecasts which followed the
October figures (around 3%), expectations have calmed down in the fourth quarter, as
monthly inflation declined or less than 2% and expected inflation for the first months of 1995
has also been revised downwards in response to measures to prevent excess demand to bring
back a seller's markets almost everywhere in the economy. Two kinds of measures were
announced. On the demand side, a general imposition of reserve requirements covering
virtually ali banks liabilities, as well as some kinds of loans to prevent the expansion of bank
credit to add steam to consumers' spree which seemed to be following an explosive path as
Christmas' season approached. In order to further reduce excess demand, several steps were
taken to facilitate imports: import tariffs were cut on durables specially on automobiles and
the purchase of small items through the mail were exempted from import duties thereby
increasing the supply in time to prevent a seasonal price rise which could have signaled an

early end to the popular enthusiasm with the new currency.

Poor results were obtained in the domain of monetary control, in spite of the institutional
reforms which were announced in the monetary reform legislation. The innovations were lefi
behind as immediate results in the control of the supply of credit were given precedence to
the strengthening of monetary instruments. Therefore the monetary authorities followed
basically the same procedures as described in section 3 above, when the excess of provincial

debt overburdened some state banks, of which the most important was the huge Banespa (the
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State of Sdo Paulo Bank, the third largest commercial bank in the country) and the Central
Bank had to provide financial assistance far in excess of the monetary base targets which

were fixed at the launching of the program in July.

Credibility of the stabilization attempt was Lhus challenged precisely in the domestic front,
and the Central Bank couldn't help but keeping high overnight interest rates far beyond what
was required to signal positive real rates. In order to prevent high nominal rates to signal high
expected inflation, the instrument left to sustain the deindexation of the economy was the
management of the exchange rate, which tended to overvalue in response to the high

differentials between international lending rates and domestic interest.

The macroeconomic outcomes for an economy undergoing such policy dilemmas may be
summarized with the help of the two-entry table below. We may roughly classify the
credibility problems under "domestic" (reflecting essentially the government's ability in
exhibiting a convincing multi-year consistent budget) and "external" (reflecting the country's
balance of payments prospects). Combinations of high and low credibility scenarios give thus
rise to the four possibilities shown in the table. The clear success stories are easy to model, as
well as their counterpart clear failures. Successful outcome would allow the decline of the
real interest rate at the same time the exchange rate could fall reflecting the country's wealth
gains with the world's willingness to finance part of its investment effort. Aborted
stabilizations have required ultimately higher interest rates to compensate for internal debt
risk as well as exchange rate devaluations to restore balance of payments equilibrium with

low credibility.
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Policy Credibility: Interest Rates and Exchange Rates

EXTERNAL Low High
DOMESTIC
Low Failure: rT, E/PT rt EPd
High rl, E/PT Success: rd, E/PY

Under this simplified framework, we might classify the Brazilian situation at the end of 1995
after six months of the Real Plan as a combination of high confidence in the external
equilibrium and a low confidence in the domestic equilibrium. This combination of prospects
explain the need to keep high real interest rates in the domestic market while the exchange

rate experiences a continuous pressure to overvalue.

4.3 - Possible Results

Are there reasons to believe that the present effort will give rise to a reasonably sustainable
stabilization? Two reasons for optimism and one for pessimism can be advanced. Pessimism
derives from the failure to promote a permanent control of the fiscal deficit. The medium run

success depends on the cash-flow-based control over Treasury disbursements, at least until
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the budget can be seen as balanced from an intertemporal perspective. In other words, in the
long run, it is necessary to promote a fiscal reform that will allow the country to live without
inflation. But this important step towards the consolidation of low inflation scenarios will be

a task of the new government starting January 1995.

One of the reasons for success is that in response to the adverse capital flows after the debt
crisis in the eighties, the external accounts were over adjusted: the large trade surplus of the
late eighties and early nineties are now far beyond what is needed for stable foreign reserves.
Before stabilization, the exchange rate was thus compatible with overall surpluses in the
balance of payments, in spite of the fact that the economy was in frank recovery since 1992
and that imports have increased around 25% in 12 month figures since 1990 trade
liberalization. Figure 9 shows what happened to the effective dollar exchange rate using as
deflators the Brazilian Wholesale Price Index and the US Consumer Prices. Except for the
periods of extreme uncertainty and exchange scarcity as in the height of the debt crisis of the
carly eighties, the dollar exchange rate measured in December 1994 reais remained in the
interval between .80 and 1.00 under external (as well as domestic) conditions much more

unfavorable than the present one faced by the Brazilian economy.

So there are a few arguments favoring an overvaluation of the exchange rate without
threatening the long run balance of payments equilibrium. It is admittedly hard to estimate
now the "correct” level of exchange rate that would be consistent with a reasonable economic
growth and equilibrium in the external accounts. One can expect that, in case of successful
stabilization, Brazil will be able to attract a sut;stamial inflow of risk capital, as well as
exhibit significant gains in productivity in the next years sustaining a moderate (say of 1.5%
of GDP, corresponding to approximately US$ 7.5 billion) deficit in the current account
corresponding to the excess of total investment to domestic savings, which is likely to occur

under a non deteriorating income distribution scenario.

Finally, political support to carry out the deeper changes in the ways and modes of

government action is expected to follow the first gains scored by the stabilization program,
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especially those associated with the benefits of low inflation in the first twelve months or so.
Similarly to what happened in other countries, the new government may make use of the
political support stemming from successful stabilization, as an important source for
complementary measures leading to deeper changes in the present political arrangement
which solves conflicts by means of monetary expansion. Such changes are essential to sustain
economic stability. A general sensation of fatigue after so many years of adaptation to high
inflation is thus an asset which the government will have to count on in the years to come if

economic stability is to be seen by the Brazilian political system as a permanent goal.

4.4 - Have capital flows been a factor of instability ?

Following the monetary reform of July lst, 1994, the sudden fall in expected inflation
coupled with the imposition of a 100% marginal reserve requitement on demand deposits
provoked, as expected, a substantial increase in the monctary base. In the first six months, the
total increase in the monetary base (currency plus bank reserves) accumulated 388%
(calculated on daily averages for each month), whereas bank's total reserves increased by
687% (because of the 100% marginal reserve requirement) and currency held by the public,

by 266%.

The exam of the factors behind this monetary growth leads to the conclusion that repurchase
of federal debt held by the public was dominant (see Figure 8). Contrary to fears that high
interest rates designed to avoid a run into the goods markets might attract a substantial flow
of foreign money which might in turn create obstacles to post-reform monetary control, total
purchase of foreign exchange corresponded to less than 4% of total monthly base increase in
the first three months of the new monetary regime (see Figure 8). From October to December
1994, most of monetary base increase was due to net repurchase of federal bonds and
liquidity loans to banks; Treasury accounts as well as foreign sector ended up being a factor
of contraction of the monetary base: besides a cash surplus.in Treasury operations there was a

loss in foreign exchange reserves in November and December (see Figure 8).
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In the beginning of the program, the effects of the expected overvaluation of the exchange
rate on trade-related flows were very important. Figure 9 displays the effective exchange rate.
The 15,6% accumulated (basic, i.e. SELIC) interest rates between July and September created
an incentive to the anticipation of exports revenues by exporters, as well as a postponement of
dollar expenditures by importers to take advantage of the implicit interest arbitrage

opportunities.

Thus, following a strong fall in exports in July under the unexpected impact of the
overvaluation, with a trade surplus of US$ 875 millions (the lowest figure in 15 months) the
recovery of export revenues in August and September led to monthly surplus above US$ 1
billion in spite of a sharp increase in imports, which showed a record high level since January

1991.

Financial flows followed a symmetric path as capital repatriations took advantage of the
current overvaluation. After a modest decrease of the demand for foreign exchange in July,
financial outflows have substantially increased after August. Net financial flows have been
negative from July to September, then recovered in October and November when fears spread
that the monetary targets would be jeopardized by capital flows. In December and January,
however, they were sharply reversed after the expected effect of seasonal profit remittances

was aggravated by the unexpected effect of the Mexican crisis.

Looking closer into the components of the trade-related exchange flows, one realizes that
there seems to be some changes in those movements since October. The first one corresponds
to a slowdown of exports that resulted in smaller net inflow. In October, the government
imposed a 15% required reserves on export-based financial advances and limited the
maximum period to 90 days (it used to be 180 days). The slowdown of export contracts
coupled to higher imports, due to Christmas and smaller import taxes, enacted as a mean to
increase supply, made net trade-related inflows reach the lowest levels since 1991. These

combined effects led to net outflow of foreign exchange in November, and December.
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Preliminary unofficial data indicate that the overall Balance of Payments surplus estimated in
US$ 17 billion in the first nine months was reduced to US$ 12.9 billion at the end of the year,
thanks to the combination of a sharp reversal of the current account in the last quarter with a

substantial capital outflow in November and December.

The resulting pressure of this varying behavior of the exchange flows over the exchange rate
signaled that the conflicts between monetary targets and the need to prevent an excessive
overvaluation would be harder than anticipated by the monetary authorities. The curious
result, however, is that whereas fears of excessive inflows have been at the center of
evaluations of the future prospects for the stabilization program up to the end of 1994, fear of

capital flight in the wake of the Mexican crisis has been the rule in the beginning of 1995.

The prospects of abundant capital have been helpful in keeping favorable prospects for
inflation in the fourth quarter of 1994. In October, monthly inflation rates were projected to
be around 3% per month at the end of 1994, despite the fact that most of this increase in
prices was attributed to seasonal and inertial factor (as in the case of urban rents contracts).
This level would be too high to guarantee that financial indexation had been left behind. In
this context, the instability of the exchange flows sets a clear limit to the operation of

monetary policy to signal low inflation.

A recent evaluation of the problems caused by capital flows in Brazil before 1993%
concluded that the Central Bank was able to fully sterilize the effects of reserve accumulation
in 1991 and 1992. At the end of 1994, however, in spite of the fact that most analysts debated
the limits that exchange instability would pose to monetary control, one couldn't help

realizing that the most important reason behind monetary expansion in the second half of

” In a recent MA dissertation, Puga (1995) using an econometric mode! with data up to 1993 could not reject
the hypothesis that the sterizilation coefficient was equal to one, but estimates a very high (interest) cost to
avoid excessive monetization. In the context of the monetary regime described in scction 3 above, however, it is
hard to distinguish between the costs of sterilization from the costs of high uncertainty associated with the
inflation upsurge that followed the failure of the Collor policy experiments in 1990 and 1991. .
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1994 were the liquidity problems faced by the provincial banks which had been abused by

state governments in their electoral efforts.

In other words, although an important technical challenge faced by the Brazilian Central
Bank is how to operate the gradual liberalization of the exchange regime towards
convertibility without a firm commitment to a fixed exchange rate, the political control of the
state governments use of their banks remained a critical factor determining the prospects for

economic stability in Brazil.
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TABLE 1

INTERNATIONAL CAPITAL MARKET FLOWS

US$ billions
INSTRUMENT 1990 1991 1992 1993 1994Q1  1994Q2
Bonds 2229 308,7 333.7 431,0 1276 86,6
Equity 7.3 22,4 235 407 1.2 16.0
Syndicated loans 1245 116,0 1179 136.7 233 51.8
Note issuance facilities (NIF)

and other back-up facilities 7.0 77 6,7 8,2 0.2 2.1

Eurocommercial paper (ECP)
and other nonunderwritten
facilities 66,2 80,2 127.9 152.0 54,5 56.9

Total 434.9 536.0 609.7 8186 216,8 213.4

Flows to developing countries*

(percent) 76 9.1 8.0 12 11.0* 10.0**
*Including Eastemn European countries
“*Estimate

Source: OECD, Financial Market Trends



‘1661 Ybnouy) AjUC Biqe|IeAe Bleq ..
‘SUOISSILLC PUE SJOLS $2PNAL|
“($3NSS1 SNOURA) YOOINQO 21WOUCIT PLOM 'JWI '921N0S

6'0L L'LL L£EL 06 £'oL 8 L'oL g'8 P'ZL 9'L [A4" 2661-0661
T #'0L L'eL 9'6 VL 9'Ll €01 6'0L bbb £l [Z4¢ 6861-¥861
uondwnsuod 21qnd
8’9l (R4 g'tlL v'oL 2z zoz L' L'oz 8'slL S€l 1'sl 2661-0661
6'gl L' (44} v'6l L'oz '8l L'6l 0'9tL VA 104 L8l 6861-v861
Juswsaaly]
b 8't r z'o 9 80 ' 6'l £0 o't 8'L 2661-0661
S0 10 # * 8'0 9'0 S’y s'a S0 0] 60 68864-v861
jusuisaaul osng
4} o't~ S0 €0 4] 'S o't 6'S £'0- €'t b4 2661-0661
L'e- V'e- S'c- £'s- v'o £'e o' IR E £'T 90 9'y- 6364-v864
LJunoooe epde)
$auuNod O} Bj@nzauap Aenbrun rnadq OOIXe  JOpPEnd3  BIqWOoj0D ENle] ize.g BiNjog  euhyuably
40 abeisny

gopeWY une]
(99 jo usdsed sy)
S3ILINNOD NVORIIWY NILV1 031037138 04 SHOLVIIANI A3

Z37avl



£66) HOdaY [ENULY JBNG :#2In0G

2lewnss,
091°699'96 T95'96¥'SS L0T'999'¥P £0L'S669T TLS'689'SL £¥S626'Sh »0€'Z99°LL 996°280°9 L¥PL'ELE’) €303 pueso
TSI'S69'y 12578987} 961'Z9 §9¢°S) 65¥L 16C°1 60¥°02 SZ0't  sappowwoD jeanynduby
CYY'yoe'cy 2ETBLO'8 695'Yi6Y 09€°TSL)  1ZSSLS £5¢'288 £58°97 268°C 9z0'c  Joiew Aduaund ubjalogy
S06°0S 06405 9.1'8¢ 0ge ey - - ] 8 - - as|0Jaxs suopdo
0.£°Cv9 LIy 6SE A2 8725 6L 0vL 8ieL G2e'se [82°} - - suopndo
89L'1LL2°Zy 1€9809 L TG6LOSP  8BLESE £02'809 820298 202'62 2682 820°¢ $3Jniny Jejjop SN
€95°085°LC 69Y'PST'6L 6¥YL°TLOYL 1¥1°L09°T L60°MLL wr'eel €204y  Tze09) zo®Ell JodE djel JSRJ0jU|
L92°855°0) 098'¥.£°0) #S0°LBT°L 9ST'8E8L SOYE0O¥ST PL6'6LT'Y 080'LEE'8 9ZL'6LE'S 258055} ielewl xapuj 320315
G€L°026'0) ¥9¥°086'Sl E€E0'6ZC'8L LBS'I8E'SE 66£ZZ8 VL S6EIZO 0L LST'EETT LIT'S9S  L£0°20Z 19%JeN P1OS
896'GSL'T  OLE'LO¥L  TOV'Z08 TY8'WEQ'L  86E'ELE [AY AV 6.T9L 061G 139" @s10J9%a Londo
€10'98 080721 ¥eL'L 9SSy ze8’le ViS'LL glezy 601821 VAL P9 plemsoj/sainny
v8Q'€GP’'3 €91'90F'6 9.52€6'L 62L'SSyL 6S8'0002 it ev6'9 VILEOVE 8T8 LLL  PSTO6 suoydo
0/0°2222 168096 1£62666 $G0'/88'9 OLEQZY'S 6629/2°€ 8880LL 0609SC /6B 0E (Bosz) 10ds plog
.p661 £661 266 1661 0661 6861 8861 1861 86} LINGYN

£661-9861 IJWNTOA ONIOVHL

¢ 378yl



“582mMO88I JO MO}y

PEEL AON UM eess
“moyul §50J6 0) BPUOTSE810D, .0
“SpUN4 UOHRZHEAUY PUE SPUNJ BWODU| PRXIY BYL O1 EE2INOSAS IRUIRIXG JO Mol 18U BY) 01 SPUOASELIOT, .

19U 8yl 01 PUOASALIOT EIUSWIISBAU| SPUNY PUR SIUBUNSSAU BYI01G ‘SIUBUISEAU| LIS UO 216Q,

psesg op [RAUS) 0IURY 182INOS

60°0L 0s'0 SYL 5617 8861 ZeglL oL ol 9ty AON
98'ry TS or'e Lo £60Z 6E6 zLol 9 18 piTa]
¥S5'69 E6'8Z r9'8L Lt 6lL 00§ 80Z rEL €21 deg
Bv'S9 £9'8 00'E 68t ELS (14 o 18 f£4} By
65°€S 6901 s8°'8Z 282 559 ISE oz 681 58l ne
16'81 19°7¢ §9°02 LL'et L6L1L S0€ 98% (723 SES uap
8E°sL ot'sl 1oz 1zgy oraL €82 00€ (72> (88 Aoy
6Lty ELEL LLst [$:e74 0561 [43:] 962 99€ 96E wy
eL'9s "' S8'EL L RT LLzi riL 901t 9LL §¢T =N
§8'9¢€ £L'E 69°G ELES z602 e BL 6l L Qasg
96°LE -4 EV'EL 60°1S 1££2 S¥L 28 gle 1611 v6-ver
LTrs tA x4 6E0Q [S-x44 ZoEe 6Ll El Livl 23Q
S6'6Y Sald *"5's 0s'ry ozoz 6001 = zut 668 AON
'L 4ans oLz 8008 9822 $98 Fake 34 ELEL 190
§6°0L1 gt ez 62°€L 665 vZOL i 6EY dag
[3-KA 4 s L8°0 95'95 5902 68 Bi 8911 By
€229 et £8°T o8O 6ZLl 9L01 6% 0L nr
ev'eg 880 - s191 zivl - L z61 unp
¥9°85 s (-4 9€'6E 1001 185 s 24 vee Ae
20°1L . did 0s§'s &¥'ET €L0¢ zZ9L . 65 [4:14 ady
TL'88 ey 79°L 59°6 6Lyl 65Z1 ey £2 LEL Eala}
eSOy . 98's LE'ES a8y L6L sy Lz [4:14 L]
09°EE vl 861 95’97 605 Lt S ol LeT £6-uRr
69°1EL b 58'6 ESLY 8855 9'SEL 4] e 290
z0'ZL s EL'E s8'pZ 6’149 6'¢8r \z L9l AoN
zL'99 i 2 vLL $5'sZ PEYE +'629 = €L [£24 10
86'L6 et §T'5 B8Z'¢ BY6Y 8'ver § 9Z- 9t asg
E0801L hae E6'S S6°EL- 7eLs z'619 " L 08 Bov
§5°v9 8y 62°1E 8'9v9 [R:184 4 74 ne
L1'v8 v’y SE'LL L8t 1'p66 " 31 tEl unp
99°CL s i6'Y Lee 9'9viL 9'vv8 - L8 1124 Aew
08'8L padul (A 2] LL3L [ 28 1'8L01 ot 08 €T v
[ gt] #am L zi's1 S9°'7Z z5vL z68 vEZ 143 N
L¥'SS povh 80°9Z SY'8( BB L8y 622 91 Q84
TE'SE = Le Z6'62 688 PLE R 60 99z z6-uef
686 §S'SL 8G'vE £ESPL 182L #L92 6977 EYOS see¥661L
18 0z’ 65°9¢ 12081 OEoLL 08 LBE 659 te6t
E9°EL $9°0L zL'st LEBOL 6L6L il PaLlL roLL 7661
L5°6L €L’ol LeoL orgs 80vY 195 LLs 1661
LT EXEP BE'6L LI A oLyl SrOL et [3:14 01 0661
YN VN YN vN gg- 19¢ gy OvE: 15 6861
SNYO1 ADNIEHND 474 CANILDIMIA “ANI $X201S SNYO1 T.S0NNd | SINBWLSIANI | SINSWISIANG
(%)°LHVd (%) L¥vd (%) LHVd (%) 1Hvd|  IVIOL|  ADN3WNND  IWOOMI g3Xid 123410 SX201S HINOW

¥ 3avi

{SNOITHA $SN)

«+S30UNOSTH TYNHALXT 40 MOT4NI



TABLE 5

DIRECT FOREIGN INVESTMENT IN BRAZIL

INFLOW OUTFLOW RELATION INFLOW OUTFLOW
YEAR/MONTH _ (US$ MILLIONS] (US$ MILLIONS} INFL/OUTFL  INCREASE (%) INCREASE (%}
1989 184 524 0.4 g -
1990 517 230 2,2 180,98 -56,11
1991 695 134 5.2 34,43 -41,74
1992 1.324 170 7.8 90,50 26,87
1993 877 480 1,8 -33,78 182,35
1994+ 2032 263 7.7 131,70 -45,21
jan-92 3n 2 165,65 - -
Feb 231 2 115,56 -25,72 0,00
Mar 241 7 34,4 4,33 250,00
Apr 122 32 3.8 -49,38 367,14
May 62 5 12,4 -49,18 -84,38
Jun 74 21 3,5 19,35 320,00
Jut 32 5 6,4 -56,76 -76,19
Aug 38 4 9,5 18,76 -20.00
Sep 28 52 0.5 -31,58 1200,00
Oct 82 9 9,1 215,38 -82,69
Nov 32 1 2,9 -60,98 22,22
Dec 74 19 3,9 131,26 72,73
Jan-93 105 4 26,3 41,89 -78,95
Feb 30 3 10,0 -71,43 -25,00
Mar 33 10 3.3 10,00 233,33
Apt 79 20 4,0 139,39 100,00
May 23 3 7.7 -70,89 -85,00
Jun a3 22 1,5 43,48 633,33
Jul 63 112 0.8 90,91 409,09
Aug B1 a3 1,6 -19,08 -70,64
Sep 72 58 1,2 41,18 75,76
Oct 68 20 3,4 -6,56 -85,52
Nov 124 12 10.3 82,35 -40,00
Dec 198 183 1.1 58,06 1425,00
Jan-94 323 10 32,3 64,80 -94,54
Feb 158 39 4,1 -51,08 290,00
Mar 178 2 89,0 12,66 -94,87
Apr 265 21 12,1 43,26 950,00
Moy 145 7 20,7 -43,14 -66,67
Jun 275 40 6.9 89,66 471,43
Jul 202 13 15,5 -28,55 -67,50
Aug 66 50 1.3 -67.33 284,62
Sep 156 22 7.1 136,36 -56,00
Oct 89 22 4,0 -42,95 0,00
Nov 185 37 5,0 107,87 68,18

*Until Nov-94
Sourca: Banco Central do Brasil



. TABLE 6

FOREIGN INVESTMENT IN THE BRAZILIAN STOCK MARKET

INFLOW OUTFLOW RELATION INFLOW OUTFLOW
YEAR/MONTH  {US$ MILLIONS)  (US$ MILLIONS)  INFL/OUTFL INCREASE (%) INCREASE {%)
1989 149 206 0,7 - -
1990 171 87 2,6 14,77 -67,48
1991 760 189 4,0 344,44 182,08
1992 3.864 2.180 1.8 408,42 1042,86
1993 14.971 8.377 1.8 287.45 287,82
1994°* 19.088 14.845 1.3 33,51 78,41
jan-96 316 49 8,4 - -
Feb 242 80 3.0 -23,17 63,27
Mar 395 69 5,7 83,22 -13,75
Apr 398 163 2,4 0,76 136,23
May 381 136 2,8 -4,27 -16,56
Jun 467 333 1.4 22,57 144,85
Jut 407 204 2,0 -12,85 -38,74
Aug 137 217 0,6 -66,34 6,37
Sep 168 122 1.3 15,33 -43,78
Oct 393 152 2,8 148,73 24,59
Nov 345 178 1,9 -12.21 7.1
Dec 225 457 0,5 -34,78 166,74
jan-97 425 188 23 88.89 -58,86
Feb 408 148 2,8 -4,00 -22,34
Mar 561 424 1.3 37,50 190,41
Apr 850 698 1.4 51,52 41,04
May 728 331 2,2 -14,71 -44,85
Jun 967 765 1.3 32,00 131,32
Jul 1.128 426 2,8 17.87 -44,31
Aug 1.909 741 2,8 69.24 73,94
Sep 1.362 1.801 0,8 -28,66 143,05
Oct 2.387 1.014 2,4 75,26 -43,70
Nov 1.869 1.070 1.8 -17,51 5,62
Dec 2.290 873 2,6 16,30 -18,41
fen-98 1.736 645 3,2 -24,19 -37,87
Feb 2.261 1.137 2,0 30.24 108,62
Mar 1.919 1.844 1.2 -15,13 44,59
Apr 1.243 847 1.6 -35,23 -48,48
May 1.815 728 2,2 29,93 -14,05
Jun 1.672 1.137 1.6 3,63 66,18
Jul 1.188 1.003 1,2 -28,95 -11.79
Aug 2088 1968 1.1 75,76 96,01
Sep 2,331 2.454 0.9 11.64 24,82
Oct 2.375 2.360 1.0 1.89 -3,83
Nov 1.560 1.124 1,4 -34,32 -62,37

*Until Nov-94
Source: Banco Central do Brasil



FIXED INCOME FUND

TABLE 7

INFLOW QUTFLOW RELATION INFLOW OUTFLOW
YEAR/MONTH (US$ MILLIONS) (US$ MILLIONS) TOTAL  INFL/OUTFL INCREASE (%] INCREASE (%}

1993 80 0 80 - - -
dez/93 80 0 80
jan/94 82 0 82 - 2,50

Feb 82 4 78 20,5 0,00 -

Mar 102 2 100 51,0 24,39 -50,00
Apr 19 0 119 - 16,67 -100,00
May 68 0 68 -42,86 -

Jun 450 0 450 - 561,76

Jul [ 22 -18 0.3 -98.,67 -

Aug 81 48 35 1.8 1250,00 109,09
Sep 216 9 207 24,0 166,67 -80,43
Oct 226 0 226 - 4,63 -

Nov 0 0 0 -

Source: Banco Central do Brasil



FOREIGN CURRENCY LOANS

TABLE 8 (A)

(US$ MILLIONS)
YEAR/MONTH F10 RES. 63 COMM.PAPER BONDS SECURITIZATION RENEWAL TOTAL
1989 110 (o] 198 0 0 53 361
1990 405 0 586 54 o] 0 1.045
1991 470 8 1.783 1.607 278 364 4.408
1992 922 858 1.190 4.833 30 148 7.979
1993 769 596 338 7.597 675 1.055 11.030
1994° 787 199 177 4.863 221 1.034 7.281
jan/92 44,6 0 88,5 174,86 0 6,3 314
Feb 1224 5.8 129.6 2273 0 2.1 487
Mar 41,2 8,7 280.,5 5569.8 o] 1.8 892
Apr 63,1 9 112.8 8795 10 1.7 1.076
May 35 18,1 154,9 632.3 0 4,3 845
Jun 72,7 87.8 181.3 641,8 0 10.7 994
Jut 88,7 60,6 98,2 170 0 3.3 419
Aug 77.8 144,6 38,7 304,7 6] 53,4 619
Sep 83,1 77,2 mMA 303.6 0 9.8 485
Oct 102.9 127.5 48,4 310,7 20 19,9 629
Nov 95.9 2428 17.8 1231 0 4.3 484
Dec 94,5 74,4 30 506 0 30,7 738
Jan/93 121 7 6 12 15 10 171
Feb 59 44 5 82 0 7 197
Mar 74 182 9 707 213 91 1.258
Apr 17 ¥ : 41 653 8 36 762
May 29 14 21 487 38 6587
Jun 78 25 55 1145 29 80 1.412
Jul 81 159 21 717 71 47 1.076
Aug 92 114 55 473 145 879
Sep 73 12 18 620 180 121 1.024
Oct 60 18 21 462 70 238 865
Nov 57 7 25 706 10 204 1.009
Dec 48 29 61 1533 79 42 1.792
jan/94 33 4 26 681 10 91 745
Feb 34 1 17 647 0 72 771
Mar 46 29 21 376 4 238 714
Apt 55 24 8 581 81 183 932
May 58 12 14 23 25 81 283
Jun 25 4 12 195 50 19 305
Jul 195 2 0 120 [¢] 34 351
Aug 95 0 19 220 1 14 349
Sep 36 0 15 359 ¢] 90 500
Oct 138 101 Val 529 50 100 939
Nov 72 22 24 1162 o] 112 1.392
*Uotil Nov-94

Soyrce: Banco Central do Brasil



FOREIGN CURRENCY LOAN
VARIATION RATE (%)

YEAR/MONTH F10 RES. 63 COMM.PAPER BONDS SECURITIZ. RENEWAL TOTAL
1990 (°} 268,2 - 198,0 - - -100,0 189.5
1991(*) 16,0 - 204,3 2690,7 - - 321.8
1992(*) 96,2 14168,7 -33.3 220,7 -89,2 -69.3 81,0
1993(*) -16,8 -30.4 -71.,6 57.2 2150,0 612,8 38,2

1994 2,3 -68,6 -47,6 -36,0 -67,3 -2.0 -34,0
|an/96 ~ - - - -
Feb 174,4 - 46,4 30,2 -66,7 561
Mar -66,3 56,4 116.4 146,3 -14,3 83,2
Apr 53,2 3.4 -69.8 57.1 5,6 20,8
May -44,5 1011 37.3 -28,1 152.9 -21,5
Jun 107.7 384.0 17.0 1.5 148.8 17,7
Jut 22,0 -30.8 -46.,9 -73.5 -69,2 -57.8
Aug -12.3 138,6 -59.8 79.2 - 1518,2 47,9
Sep 6.8 -46,6 -71.3 -0.4 -81.8 -21.7
Oct 23,8 65,2 336,0 2,3 103,1 29.8
Nov -6.8 90,4 -63,2 -60,4 -78.4 -231
Dec -1.5 -69.4 68,5 311.0 614.0 52,0
jan/97 28,0 -90.6 -80.0 -97.6 - -87,4 -76.8
Feb -51,2 528.6 -18,7 583,3 -100,0 -30,0 15,2
Mar 25,4 268,2 80,0 762,2 - 1200,0 637,68
Apr -77.0 -95,7 355,6 -7.8 -96,2 -60.4 -39.3
May 70,6 100,0 -48,8 -25.4 -100,0 0.0 -23,0
Jun 169,0 78,6 161,9 135.1 - 122,2 140,56
Jul -21,8 536,0 -81.8 -37.4 144.8 -41.,3 -23.8
Aug 50,8 -28.3 161,9 -34,0 -100,0 208,5 -18.,3
Sep -20,7 -89,% -67.3 AN - -16.6 16.5
Oct -17.8 33.3 16,7 -25,5 -61,1 95.0 -15,5
Nov -5,0 -566,3 19,0 52,8 -85,7 -13.6 16.8
Dec -15,8 3143 144,0 171 690,0 -79.4 77.6
|an/98 -31,3 -86,2 -57.4 -62,1 -87.3 116,7 -58.4
Feb 3,0 -75,0 -34,6 11.4 -100,0 -20.9 3.5
Mar 35,3 2800,0 23,5 -41.9 - 230,86 -7,4
Apr 19.6 -17.2 -61.9 54,5 1925,0 =231 30,5
May 5,5 -50.0 75.0 -84,0 -69,1 -55,7 -89.6
Jun -56,9 -66.7 -14,3 109,7 100,0 -76.5 7.8
Ju! 680.0 -60.0 -100,0 -38,6 -100,0 78.9 15,1
Aug -51,3 -100.0 - 199,2 - -58,8 -0.6

Source: Banco Cantral do Brasil

{*) Anyal Increase Rate



FOREIGN CURRENCY LOANS
RELATIVE PARTICIPATION (%)

TABLE 8 (B)

YEAR/MONTH F10 RES. 63 COMM.PAPER BONDS SECURITIZATION RENEWAL TOTAL
1989 30,5 0,0 54,8 0,0 0,0 14,7 100,0
1990 38,8 0,0 56,1 5.2 0,0 0.0 100.0
1991 10,7 0.1 40,4 34,2 6.3 8,3 100,0
1992 11,6 10,7 14,9 60,8 0,4 1.9 100,0
1993 7.0 5.4 31 68,9 6.1 9,6 100,0
1994¢ 10,8 2,7 2,4 66,2 3,0 14,2 100,0
jan/92 14,2 0.0 28,2 55,8 0,0 2,0 100,0
Feb 251 1.1 26,6 46,7 0,0 0.4 100,0
Mar 4,6 1,0 31.4 62,8 0.0 0,2 100,0
Apr 5,9 0.8 10,5 81,7 0.9 0,2 100,0
May 4.1 e | 18,3 74,2 0,0 0,5 100,0
Jun 7:3 8,8 18,2 64,6 0,0 ) 100.0

Jul 212 14,5 23,0 40,6 0.0 0,8 100,0
Aug 12,6 23.4 6,3 49,2 0,0 8,6 100,0
Sep 171 15,9 23 62,6 0.0 2,0 100,0
Oct 16,3 20,3 22 49,4 3.2 3.2 100,0
Nov 19.8 50,2 3.7 25,4 0.0 0,9 100,0
Dec 12,8 101 4.1 68,8 0,0 4,2 100,0
jan/93 70,8 41 3,5 7.0 8,8 5.8 100.0
Feb 29.9 22,3 2,5 41,6 0,0 3,6 100,0
Mar 5.9 129 0,7 56,3 17,0 7.2 100,0
Apr 2,2 0,9 54 85,7 1.0 47 100.0
May 4,9 2,4 3.6 83,0 0,0 6,1 100,0
Jun 66 1,8 3.9 81,1 21 5,7 100,0
Jul 5.7 14,8 2,0 66,6 6,6 4,4 100,0
Aug 10,5 13,0 6.3 53,8 0.0 16,5 100,0
Sep 73 1,2 1.8 60,5 17,6 11,8 100,0
Oct 6,9 1.8 2,4 53,4 8,1 27,3 100,0
Nov 5,6 0,7 2% 70,0 1,0 20,2 100,0
Dec R 1,8 3.4 85,5 4,4 23 100,0
jan/94 4,4 0,5 3,6 78,0 1.3 12,2 100,0
Fab 44 0,1 2,2 83,9 0,0 9,3 100,0
Mar 6.4 4,1 2,9 62,7 0.6 33,3 100,0
Apr 5.9 2,6 0.9 62,3 8,7 19,6 100,0
May 20,6 4,2 4,9 32,9 8.8 28,8 100,0
Jun 8,2 1.3 39 63,9 16,4 6.2 100,0
Jul 55,6 0,6 0.0 34,2 0.0 9,7 100,0
Aug 27,2 0,0 5.4 63,0 0.3 4,0 100,0
Sep 7.2 0,0 3.0 71,8 0,0 18.0 100,0
Oct 14,7 10,8 2,2 56,3 5.3 10,6 100,0
Nov 5,2 1,6 1,7 83.5 0,0 8,0 100,0
*Until Nov-94

Source: Banco Central do Brasil
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FIGURE 3

Monthly Inflation Rates (IGP-M)
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FIGURE 5

Covered Interest Rate Differential between US and Brazilian One-Month T-Bilis
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