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DEPARTMENT OF THE TREAS W07
" WASHINGTON, D.C.

SEP 081999

UNDER SECRETARY

M[EMORANDUM FOR SECRETARY SUMMERS

* _ FROM: Timothy Geithner4¢fn |
' : Under Secretary (International Affairs) .
SUBJECT: - APEC Leaders Meeting: Memo to the President .

- ACTION

i
i

Attached is a.memorandum for the President which outlines the overall economic settmg for this
year’s APEC Leaders meeting, recommended economic themes the President should emphas1ze

and points the President should raise during his trilateral and bilateral meetings. -

RECOMMENDATION: That you sign the attached memorandum.

Agree Dlsagree ' Lets Discuss

Attachment
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

. SECRETARY OF THE TREASURY

“MEMORANDUM TO THE PRESIDENT /
/i

FROM:. Lawrence H. Smnmers/j /
SUBJECT: " Your Trip to South Asia

As you prerpare for your upcommg tnp to South Ama, allow me to share w1th you some thoughts
on each of the countries you will visit. : V

| India

India has enormous economic pofehnal that will remain unrealized until the government
addresses some difficult economic issues. There are four particular issues that the government

- must address if it hopes to meet its goal of 7-8% annual GDP growth and $100 bllhon in foreign
direct investment over the coming decade. In recent years GDP growth has been only[ 5-6%, and
forelgn direct mvestment only $1.5 billion per year. |
Flrst the g'ovemment needs to lower the federal and state fiscal deficits that to gether : ’amount to
nearly 10% of GDP. To do so requlres a serious effort to privatize state-owned enterpnses and

- reduce India's extensive subsidy regime. Second, the government needs to reform the ﬁnanc1a1
‘'system, which is dominated by the public sector. Third, they must open further to trade and-

- foreign investment in order to take full advantage of the benefits of global economic mtegratlon
Fourth, they need to deepen their investment in the health. education, and developmenr of India's
enormous population. There are other unportant economic concerns detailed in your bneﬁng

ook, but 1these four issues form the core of our economic agenda with Indla

Unfommately, Indla s most recent budget faﬂs to address these core issues. W}nle it 1mposes
some mild spending cuts and tax increases that will lower the federal budget deficit shghtly, it
falls short of introducing szgmﬁcant new revenue sources, ending India's extensive sﬁbsndy
regime, or closing failed government banks. Furthermore, the 28% increase in defense spending
will draw resources away from human and infrastructure development With this status quo
,budget, India has deferred 1mportant and necessary reforms for another year.

leen India's size, its prominence in world affaxrs and its enormous potentlal the U. S hasa

- strong interest in developing closer economic relations with India. On your trip, you 3 lel

. introduce a process to begin that broader coordination. You will want to emphasize o!ur
‘comrmtmt*nt to more active engagement, and encourage the Indian authorities to move forward
on issues of i interest to the 1nternat10na1 community, such as WTO

You should also be aware that the Indian officials are likely to focus their attention on the

economic sanctions imposed after the nuclear tests in 1998. These sanctions direct us: to oppose
- non-basic human needs lending from the international financial institutions to any country that




tests a nuclear device. We still support the sanctions policy and continue to implement it.
However, the sanctions have become increasingly ineffective since some G7 partr;lers no longer
vote to oppose the loans on these grounds, which has allowed some of the loans to proceed.

Pakistan

Pakistan's economic position is extremely weak. Years of corruption and mismanzigement have
undermined the economy at a fundamental level. Political instability and commercial disputes
keep foreign investment in Pakistan low, and foreign reserves are only $1.2 bllhoﬁ enough to
cover just four weeks of imports. Three-quarters of all public expenditure is devoted to debt
servicing and the military budget. Despite bilateral and comrnercial debt rescheduhng anda
successful Eurobond exchange last year, Pakistan has failed to improve its financial position.
There has been little substantive economic reform under the Musharraf govcmmeﬂt and none is
expected at least until the new budget is released in June. Our greatest economic pnonty in
Pakistan, therefore, is to convince Musharraf that he must move qulckly to estabhsh a credible
economic record and attract investment. Otherwise, Pakistan's economic situation c{:an only
continue to deteriorate and there will be 1itﬂe the international community can do t? help.

~ In your meetings, Pakistani ofﬁc1als are likely to focus on the economic sanctions that have been
in place since the nuclear tests (the same sanctions that apply to India). In December 1998, you
signed a waiver that allowed us to vote for international financial institution loans i m support of
Pakistan's IMF program. However, by June 1999 Pakistan had already failed to meet the IMF
program’s economic reform criteria and we therefore did not renew the waiver when it expired in
October 1999. Pakistan still has not met those economic targets, nor has it made progress on the
other economic and political issues that might justify a waiver. Furthermore, Fund staff believe
that the prévious government falsified economic data in order to receive some loan

-disbursements from the IMF, in which case Pakistan may be forced to pay back the loans early..

Bangladesh

Bangladesh will be the first country to benefit from programs under the Tropical Forest
- Conservation Act (TFCA). As such, Bangladesh will be a showcase as Congress coﬁs1ders the
Administration’s FY 2001 request of $37 million for this program. The TFCA is anI
environmental program that leverages a country’s concessional debt obligations to the United
States in conserving and restoring tropical forests. However, you should be aware that the
program only provides very modest debt reduction overall. For example, under one p0551b1e
scenario, Bangladesh could reduce its debt to the United States by $3 million, keep $8 million of
its debt service within the Bangladesh economy in support of a tropical forest fund, and reduce
debt service requirements by $4 million over the next 20 years. Its main effect is to free
. financial resources to endow thé fund for tropical forest preservation in Bangladesh. lThough
Bangladesh is very poor, it is not considered a heavily indebted poor country (HIPC).
Bangladesh has benefited from large levels of grants from the international community. Its level
of debt is much lower than that of the HIPCs and not considered a constraint on development

We have received a formal letter from the government of Bangladesh accepting our mv1tatzon to
participate in the program. Treasury has begun negotlatmg with Bangladeshi ofﬁcxals ona
possible debt agreement in support of its participation in the TFCA. For the current fiscal year,




[
|

$6 million to
million total

Congtess appropriated $13 million for the TF CA, of which we would plan to use
“support: Bangladesh’s participation. As of the end of 1999, Bangladesh had $467
outstanding concessional debt to the U.S. government (all PL-480 debt).

~
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2000-SE-002941

DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

. ’ . ' : March 17, 2000
UNDER SECRETARY : ACTION

MEMORANDUM TO\%CRETARYSUMI\’[ERS

FROM o Under Secretary Geithner /ﬁé\
'SUBJECT Memo to the President about his Trip to South Asia
ACTION-FORCING EVENT

The President departs on Saturday for a week-long trip to South Asia. The attached memo from
_ you to him highlights Treasury's main issues in each of the countries he will visit. | -

RECOMMENDATION ' |
That y £ sign the attached memorandum to the President
Z&gree , Disagreev Let's Discuss
BACKGROUND
The President will visit India, Pakistan, and Bangladesh next week (March 20-24), departing
from Washington this Saturday. The attached memo highlights for the President the most
important Treasury issues in each country. We have also provided more detailed background and
talking points (where appropriate) on these issues for the President's briefing book. '

ATTACHMENT

TAB A: Memorandum to the President for your signature
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£ 2000-s€-010853

DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

\

ASSISTANT SECRETARY

NOV 8 2000 crion
MEMORANDUM FOR\{?{ECRETARY_ SUMMERS

FROM: . Edwin M. Truman“7/
Assistant Secre

International Affairs

SUBJECT: | APEC Leaders Meeting: Memo to the President

Attached is a memorandum for the President that covers the economic outlook for the APEC
region, economic and financial themes that the President should emphasize, and po{mts the
Presiderit should raise in his bilateral meetmgs with Chma Japan Korea, Indonesia, Russia, and
his subsequent trip to Vletnam

RECOMMENDATION: - [ / / e

“That you sign the attached memorandum, : i §

Agree Disagree Let's DISCILSS

ATTACHMENT: : .
: Tab A: Memorandum for Your Signature -

EXECUTIVE SECRETARIAY
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1997 SE-011062
DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220 ,

~ September 18, 1997 : :
: INFORMATION
MEMORANDUM FOR  Deputy Secretary Summers ‘

FROM: David Lipton
SUBJECT: : Risks to Brazil’s Financial Stability
Summary

-

Brazil’s recent taming of inflation has come at the cost of high external imbalances, but the
Brazilian government will probably be able to maintain financial stability through|its
November 1998 elections.

In just threi years, Brazil has gone from 800 percent annual inflation to an expected rate of 5.8
percent in 1997. Monetary policy has borne the brunt of the stabilization effort, as the central
government has so far been unwilling to clamp down on the local and state spending responsible
for a fiscal deficit of 3.5 percent of GDP (operational). High interest rates resulting from the
government’s macroeconomic policy mix, together with extensive privatization offerings, have
attracted strong foreign exchange inflows that have supported a significant real appreciation of the
currency and financed both a current account deficit of 4.5 percent of GDP and a buildup of
foreign resarves from $60 to $64 billion this year. Constrained by the high and rising real interest
rates (currently about 14 percent), GDP growth will probably be less than 4 percent in 1l997.

The current policy mix seems likely to continue through the November 1998 elections, as the

* government remains committed to attacking inflation, a goal that has thus far enjoyed strong
popular support. In the meantime, however, Brazil’s high current account deficits raise|the
question of the country’s financial vulnerability. A tightening in world liquidity condltlons could
significantly raise the cost of financing the current account deficit, reducing foreign exchange
inflows, raising domestic interest rates, and prompting a rapid depreciation of the currency.

Our judgmient is that the risk of financial disruption over the next year is fairly low. Brazil’s
external financing requirement this year is composed of its $35 billion expected current jaccount
deficit plus $22 billion in amortization payments on a net external debt of about $190 billion,
Next year looks similar as the current account deficit may rise slightly while required aq‘wrtization
payments will fall. With the exception of state financial institutions, financial sector ref?rln has

~ lefi the banking Sector looking relatively healthy, Moreover, confidence in the Real Plan seems to
have been strengthened by the relative ease with which Brazil survived this summer’s A%sian
currency crisis. Marcel Carvalho of J.P. Morgan and Paolo Leme of Goldman Sachs both rate the
chances of a maxi-devaluation (15-20 percent) next year at less than 20 percent

Although the Real Plan looks sustainable. through next year’s presidential elections, hxgh real
interest rates will continue to constrain growth. Following the elections, the government will be
obliged tc conduct a serious fiscal reform to increase net savings to help close the current account
gap, and to allow the central bank to relax interest rates without renewing inflationary pressure.




Goldman Sachs Latin America Research

Featured Profile

.
-~

Brazil Focus
Selling Assets to Postpone Fiscal Adjustment

introduction

The currency turmoil in Asia has heightened
investor concemns about) the sustainability of
exchange rate regimes in countrics running large
current account deficits,  In this context, investors
are wondering if the current account and fiscal
deficits in Brazil will eventually force the central
bank (BACEN) te devalue the exchange fate. In our
opinion, BACEN is likely to maintain its exchange
_ rate system unchanged in 1997 and possibly 1998.

The stabilization prograrﬁ implemented by the
Cardoso  Administration has been remarkably
successful in reducing inflation. . However, tangible
progress regarding fiscal adjustment has been
disappointing. Deprived of fiscal adjustment, the
government has -allocated the exchange rate to
achicve its internal policy objective (reduce
inflation), overburdening monetary policy with the
task of achieving external objectives (balance of
payments). '

This uneven policy mix to lower inflation has high
costs: Real GDP growth will have to remain
subdued, while Brazil is bccoming increasingly
dependent on  external financing. In addition, the
cconomic team  has lost degrees of freedom
regarding its ability to defend the currency against
external shocks that would reduce global liquidity or
domestic shocks. The first hine of defense against a
speculative attack is likely to be the immediate use
of up 10 20% of ts US$63 billion in intemnational
reserves because BACEN's ability to raise interest
rates has diminished; higher interest rates worsen the
operational fiscal deficit because the stock of gross
domestic public debt has soared since 1994. Higher
interest rates would also reduce growth and disturb

an otherwise successful consolidation of the banking

system,

Cognizant ol the constraints noted above, the
economic team- has wisely “launched the largest
privatization program in the emerging market world,
adding credibility 1o the Real plan and raising
unprecedentedly  large  amounts  of  extemal
‘financing. This allows the government to buy time
until it is able politically to implement the long-
overdue fiscal adjustment in 1999.  Therefore,

Paulo Leme (%)02-971 1)
© August 19

despite large fiscal and external imbalances, it is
unlikely that a speculative attack would succeed
against the real in 1997. Nonetheless, such a risk
could rise somewhat into 1998 if G3 tighten global
liquidity conditions or if weaker financial policies
widen the Brazilian current account deficit [and erode
the credibility of the Real plan.

Deveiop_ments in 1997

Political DéveIOpmenrs _
in our opinion, the premature focus on|the 1998
presidential elections diveried valuable| political

capital from the hard task of restructuring the

Brazilian public sector. The main govemment
priority was to secure the constitutional amendment
enabling President Cardoso to run for a second term
on October 3, 1998.  Congress approw:d the
amendment in June. Without a clear f‘:ontender
President Cardoso likely will be re-elected, ensuring
pollcy continuity in 1999,

Focus on the re-election and internal disputes within
the ruling coalition delayed administrative and
social security reforms. More recently,| Congress
has focused to the reform of the election code, a task
that will consume significant time and draw
attention away from economic reforms. Il:l all, there -
is only a small chance that Congress will approve
the administrative and social security refotms before
it enters a prolonged recess that will begir‘x February
1998. Therefore, the government will not have the
required tools to deal with the structural C?mponems
of the fiscal deficit until 1999. On a more positive
note, following approval of the laws regullating and
enabling privatization in the telecommunications
and ‘oil sectors {excluding state oil | company
Petrobras), we expect Congress to approve the. fiscal
stabilization fund (FSE) before November and

~extend the financial transactions tax (CPMF) for

another year. The FSE limits the fiscal|deficit by
effectively excusing the federal government until
year 2000 from making some R$28.0 bllill()n (3.5%
of GDP) in constitutionally-mandated transfers to
state and municipal governments. Congress is also
likely to approve an important bill establishing the
framework to stimulate private financing to
construction :SFI).
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Fiscal Policy

Since the beginning of the Real plan in July 1994,
fiscal policy weakened continuously until the third
quarter of 1996, Since then, there has been a modest
improvement in the primary position of the
consolidated public sector (Chart 1). - According 1o
BACEN data, in the 12-month period ended May
1997, the primary fiscal balance shifted to a
marginal surplus of 0.1% of GDP from a deficit of
0.8% a year earlier. The federal and state
‘governments contributed, improving about 0.4% of
GDP each. Notwithstanding increases in their
operating surpluses resulting from large increases in
public wiility tariffs, the primary position of state
enterprises improved only the equivalent of 0.2% of
GDP, reflecting the investment of operating
surpluses in preparation for privatization.

Within the federal government, Treasury finances
improved, while better administrative efforts by the
social security (INSS) reduced its primary deficit by
the equivalent of 0.1% of GDP. Regarding the
Treasury, tolal real revenue increased 5.5% in the
year through June 1997 from a year ago. = This
primarily reflects the introduction of the CPMF
since January 1997; excluding the CPMF, real tax
revenue fell 0.3%. Real non-interest outlays fell
2.6% from a year ago. Freezing public sector wages
for the last two years accounts for the 7.7% decline
in the Treasury’s nominal wage bill. However,
earmarking CPMF revenue for investments in health
accounts for the 34.7% surge in investment outlays
(a drop of 3.5% excluding investments financed by
CPMP).

Chart 1; Primary Fiscal Balance

There are statistical
assessment  of  the

problems refated to the
federal - government’s

pérfom}ance. Measured from above the line (the
difference  between. revenue |and non-interest
expenditure), the federal government's primary

surplus improved the equivalent of 0.6% of GDP in
the first half of 1997 from a year |ago. However, the
primary balance of the federal govemment worsened
by the equivalent of 0.3% of GDP measured below
the line {on the financing side). The statistical
discrepancy amounts 1o 0.9% of|{GDP. The closer
reality 1s from measured data from above the line,
the closer the government will be/from achieving its
target of doubling the federal] government’s 10
primary balance 0.8% of GDP in 1997. In all, we
~ believe that the federal government will keep its
primary surplus unchanged at 0.4% of GDP in 1997,
Regardmg the INSS, we cxpect an increase in
pension benefits to worsen its pnma;y deficit to
R$3.0 billion (0.4% of GDP), [compared with a
deficit target of R32.0 billion.

Tuming to state governments, their primary deficit
was cut the equivalent of 0.4% olf GDP to a deficit
of 0.2% of GDP in the 12 months ended May 1997.
This tmprovement is attributable|to the adjustment
program negotiated between the Ministry of Finance
and state governments. Following decades of
mismanagement, most state governments have
become either bankrupt (Alagoas) or unable to meet
their payroll or debt service obiig%lions As a result,
the adjustment program includes a debt-restructuring
module (the equivalent of an mt‘emal Brady debt-
restructuring ” plan) and a cash-flow adjustment

Chart 2. Mexico - Reserves, Monetary
Base, and Net Domestic Credit
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component (the equivalent of an internal IMF
adjustment program). Of the 27 state governments,
19 have signed a preliminary agreement for the
adjustment and debt-restructuring programs with the
federal government, but only Sio Paulo signed a
final agreement on May 22. We expect Minas
Gerais, Rio Grande do Sul, and Rio de Janeiro to
finalize their agreements by the deadline of
September 30,

The debt module aims at
R$130.0 billion (16.3% of GDP) in state
government dabts to the federal government,
BACEN, and commercial creditors. The state
govemments agree to pay 20% of their debts in
cash, while the R$103.3 billion balance will be paid
to the Treasury in the form of a 30-year bond paying
[GP-DI plus a spread of 600 basis points (bp). In
exchange, the federal government will take over the
debt obligations of state governments and their state
banks. Since state governments have no cash, they
will have to surrender to the federal government -
ownership or shares of state-owned public utility
companies. The largest debt restructuring program
is for the state of Sdo Paulo, amounting to R$50.4
billion. It must be noted that the restructuring
program will raise the stock of federal government
debt some R$102 billion to R$222.8 billion (27.9%
of GDP). In theory, such an exchange of debt
instruments will keep the federal government’s net

restructunng ~ some

worth unchanged. However, the program will have

a recursive fiscal cost for the federal government
resulting from the fact that the Treasury will have to
issue debt at the SELIC interest rate and get paid
only IGP-DI plus 6.0%. In addition, the Treasury
will have to take one-time costs at the close of each

Chart 3: Thailand - Reserves,
Monetary Base, and Net Domestic Credit

estimate that
will amount

state restructuring prograrﬂ In all, we
the annual fiscal cost for the Treasury
to just under 1.0% of GDP.

* To be eligible for the debt restructuring program,

slate governments must meet two| conditions
imposed by the adjustment module. First, they must
achieve primary fiscal surpluses that are large
enough to service their restructured debt. The new
bonds have been structured in a way ‘?o that total
debt service corresponds to at least 11.0% of the
state’s net revenue (13.0% for Sio Pauiol). It will be
extremely difficult for state gowarnmemsI to improve
their primary balances without congressional
approval of the administrative reform; it will be only
with this reform that states will be able to fire public
employees whenever their payroll exccleds 60% of
revenue (Le« Camata). Over two-thigds of state
governments would be eligible to fire civil servants
under the Lei Camata. o

Second, the federal govemment has
climinated state governments’ abilitie
financing. They have placed binding

completely
S to obtain
ceilings on

commercial bank borrowing pledging state revenues

(AROs) as well as on
{precatorios).
governments cannot borrow from their

the state banks must either be

(BANAERYI, Credireal) or closed (Produban).

expect the government to privatize the
bank (BANESPA) by early 1998, Finali

promissory
As part of the agreement,

notes
state
stale banks;.
-privatized
. We
argest state

y, the states .

cannot borrow against the balance sheet of their state

electricity companies (as they are being

privatized).

‘The Constitution prohibits state governments from

borrowing abroad.

Chart 4: Brazl - Reserves,
Monetary Base, and Net Domestic Credit
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Three factors could worsen fiscal performance ahead
of the 1998 elections: (1) wage increases for civil
servants; (2) minimum wage increases (which
impacts the INSS); and (3) higher investment
spending by the federal and state governments.
While the economic leam is braced to resist such
pressures, history shows that this will be a
vulnerable flank for the Real plan in 1998. For
example, in the 1998 budget proposal, the
govemment assumes a 10% wage increase to civil
servants at the cost of ‘0.5% of GDP. We are
particularly ‘concerned about the likelihood that the
Sio Paulo government will use the proceeds of its
privatization program to invest in public works. An
~additional risk worth monitoring is the likely
supreme court ruling for a 28% increase in wages
for the entire civil service. At this point, the only

uncentainty regarding this ruling is when and by how -

much it will increase wages. The Treasury believes
that the final ruling will not be effective until 1998,
and it will not have to pay the full 28% increase
because ‘some worker categories have already
received pay raises. In any event, under the new
budget system, therc is some room for higher
spending resulting from a 15% underexccution of
the budget. :

Monetary Policy and Banking System

The stance in monetary policy will be critical in
deciding whether Brazil will be at risk of
experiencing . a balance of payments crisis like
Mexico or Thailand. While credit policy in Brazil
has been mildly expansionary, it neither exhibits the
pattern nor the strength of the virulent credit
expansion that contributed to the drop in the

Chart 5. Brazll - Reserves, Extended

Mexican peso in 1994 and the Thai baht in 1997.
Charts 2 and 3 show that the Mexican and Thai _
central banks sterilized the drop in the demand for
monetary base and outflows of | net international
reserves (NIR) by expanding net domestic credit
(NDC) This is characterized by; an X pattern in
Charts 2 and 3 that plot NDC versus NIR. While
credit has been expansionary in 1997 in Brazil, we
do not see the X pattem Yfl‘..l that precedes
speculative attacks against a cumrency (Chart 4).
The expansion of NDC in Brazil |is more visible if
we define this aggregate as the difference between
NIR and a broader base money [that includes the
stock of BACEN bonds (Chart 5).

In Brazil, in June 1997, the monetary base and
narrow money (M1) expanded 46 7% and 59.4%
year on year, respectively from a| 3.1% contraction
and a 4.6% expansion in December 1996. The sharp
increase in such aggregates simply reflects a
portfolio shift toward narrow money (resulting from
the transactions costs in holding broad money from
the imposition of the CPMF [tax on  financial
transactions). Consistent with this shift, the growth
rate of broad money (M4).slowed‘ 10 25.4% year on
year in June 1997 from 28.5% in December 1996.

The main source of monetary base expansion'has.
been. BACEN's assistance to banks under the
restructuring  program, PROER. With  the
restructuring of  three large p'rivate banks and -
actual/prospective privatization of state banks, the
Brazilian banking crisis is alm:osl over.
include the capitalization cosis of Banco do Brasil
and BANESPA, the reslructunng of the Brazilian

If we -

Monetary Base" and Net Domestic Credlt Chart 6; Credit to the Private Sector
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banking system will cost the government about

©5.0% of GDP, compared with 17.0% of GDP.in

Venezuela, and 12.0% in Mexico. In addition,
Brazil is likely to recover at least 2.0% of GDP with
the sale of the coliateral posted by banks to PROER.

Financial system credit to the private sector abated
to 16.6% year on year in May 1997 from 17.4% in
However, financial
system credit to households more than doubled since
December 1996 to 106.6% year on year in May
1997. This largely accounts for the strength in
domestic demand and imports of consumer durables.
[t must be noted that credit expansion has abated
somewhat ‘since May, as loan delihquencies have
increased to almost 18.7% of total bank loans. Also,
the ratio of financial system credit to private sector
total credit is fess than half that observed in
Argentina in 1994, In addition, the ratio of financial
system credit to GDP is more than five times
smaller in Brazil than in Thailand or Malaysia
(Chant 7). .

The pursuit of a slightly expansionary credit policy,
combined with the sharp drop in spreads in U.S

dollar-denominated Brazilian sovercign debt, has
been reflected in a sharp drop in the dollar coupon.

The dollar coupon is the local interest rate on

SELIC-CDI adjusted for expected devaluation and
taxes. Since January 1995, the dollar coupon has
dropped 4910 bp to about 10.9% in June. As a
result. since mid-1996, there has been a net

cumulative outflow of US$3.3 billion in fixed

income investments out of Brazil (Chart 8) through
the floating exchange rate market. This shows that
BACEN has exhausted its room to reduce domestic

Chart 7: Financlal System Credlt to Private Sector

mtcrest rates. Thxs suggests that in order to protect
its reserves and support the exchange ratc. BACEN
likely will be more prone to raise (rathcr than
reduce) domestic interest rates beyond| September
1997.

Economic Activiey and Prices
Low and volatile growth has been one of the main
adverse consequences of the uneven Brazilian policy
mix, with economic activity remaining quite erratic’
in 1997.  Following a seasonally adjusted
contraction of 0.6% of GDP in the first quarter of
1997 (from the fourth guarter of 1996)1‘ real GDP
expanded 3.3% in the second quarter, ‘In the first
half of 1997, economic activity was quife robust in
the agricultural, construction and industrial sectors,

. while the most dynamic component of aggregate

demand was private consumption, financed by credit
and stable real wages. Strong imports were
unmatched” by modest export growth, thus
representing an important drag on real GDP.,

However, there are sxgns that economic activity will
remain more subdued in the second hailf of 1997;
consumer demand and industrial output already
show signs of abating, while inventory aclcumulation
is reducing the pace of auto productxon the main
engine behind industrial activity. Sales of electronic
goods have also decelerated s:rlxce June.
Nonetheless, these decelerating force;s will" be
somewhat offset by a pickup in construction and
investments.and production of capital goads.

Following the de-indexation of the economy, . the
partial use of the exchange rate as an anchor and the
switch from monetary to debt financing of fiscal
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deficits have been the main reasons for ‘the
spectacular drop in the annual rate of consumer price
inflation (CPI-FIPE) to 5.8% in July. An additional

factor that has reduced inflation is the higher degree

. of openness in the economy; this has allowed lower
external prices to influence domestic price
formation. More recently, prices of nontradables
(services) have been rapidly converging on the
prices of {radable goods. This should help limit the
appreciation of the real exchange rate and the
governmient reduce the annual inflation rate to 5.0%
in 1998.  Another factor that precluded an even
faster drop in the rate of inflation was the large
increases in public utility prices m preparation for
privatization of state enterprises,  Given that the
government has concluded the realignment of public
utility tariffs, this increases the likelihood that from
here on .the monthly rate of inflation will be
extremely low or even negative. In fact, in July, the
monthly rates of inflation measured by the IPC-
FIPE and [GP-M  were -02% and 0.1%,
. respectively. '

Balance of Paymenis

The. sharp deterioration 'in the external current
account has been the other adverse consequence of
the uneven policy mix. Since 1992, the curment
account balance has worsened almost 5.0%
percentage points of GDP to a deficit of 3.3% of
GDP in 1996. About two-thirds of this deterioration
is explained by fiscal dissavings, while the rest is
attributable to'a drop in private savings resulting
from a 35% increase in real wages and the surge in
consumer credit.
deficit is not its level, but the fact that it has. been
accompanied by low growlh without a pickup in
investment.

The deficit in the current account almost doubled to
US$18.9 billion in the year through July 1997 from
a year ago because public and private savings
continued to fall.  This implies that year on year,
the current account deficit increased to 4.4% of
GDP. About half of this deterioration is attributable
to a nine-fold increase in the trade deficit to US$5.5
billion, while one-third of the deterioration is
explained by increased outflows of profits and
dividends, The latter reflects the fact that over the

‘last three years there has been a six-fold increase in
inflows of long-term direct foreign investment (DFI)

What is worrisome about this = - _
Propelled by sharp increase in

to US$13.3 billion in July, thus |allowing DFI to

finance almost half of the current account deficit.
However, it is also true that such a reliance on DFI
has increased the sum of interegt payments and
dividends to over one-third of expiorts, thus making
it structurally hard for the government to quickly
reduce the deficit if there is a future drop in extemal
financing.

Regarding the composition of the trade deficit in the
year through June, it is worth hxghlxghlmg that

export growth has recovered somewhat to 8.2%.

from a year ago and only 2.7% in 1996. This is
mostly attributed to a 34.8% increase in commodity
exports, reflecting a bumper crop and strong
international commodity prices. |This also shows
how clastic Brazilian exports are to changes in
relative prices, as commodity exports are respondmg
to elimination of the ICMS tax’ lévied on primary
exports. In contrast, manufactured exports have
dropped 1.2% in volume terms in the period, which
reflects an overvalued exchange rate and the 35%
increase in the wage bill in mamz.lfacmring. Data
through July indicates that .total export growth
accelerated to 9.7%, while the volume of
manufacturing exports increased s omewhat. In the
year through June, import growth accelerated to
26.9% from 6.9% a year ago. Dﬁring this period,
the fastest growing imports were|consumer goods
(40.0%), of which durable goods|and automobiies
increased 60.3% and 110.0%, respectively; capital

goods increased 38.3%; and intermediate inputs rose

21.1%.

DFl and bond
and public issuers in

issuance by private

intemational capital markets, netl capital inflows
. increased US$2.4 billion to US$I9 8 billion in the

year through July 1997 from a year ago. Strong

-gross inflows more than offset the US$7.8 billion

increase in scheduled amomzauon payments to
US$22.3 billion in 1997, of which US$14.5 billion
corresponds to private maturities. | The bulk of net
capital inflows corresponded tlo DFI (US$8.8
billion}, followed by bond issuar?ce by both the
pnvatu and public sectors, and some US$4.0 billion
in net equity inflows through the fl\nnex IV facility.
The drop in the dollar coupon led to net capital
outflows of fixed income investments on the order
of US$1.7 billion in 1997.
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Chart 8: Net Capital Oulflows (floating) and
Interest Rates (Cupon Cambial on CDI)

Chart 9: Brazll - Total Federal Debt
Debt Outside BACEN vs. Raserves
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In all, net international reserves (balance of Exchange Rate Policy

payments concept) increased US$20! million in the
year through July. However, in view of a pickup in
. privatization  revenue,  international  reserves
recovered to US$63.0 billion as of August 15, At
9.2 months of cover of imports of goods and
nonfactor services, such a reserve level is quite high
to allow BACEN to defear speculative attacks
_against the exchange rate.

While impressive, such a reserve cover level is only
adequate inasmuch as the Real plan remains credible
and investors believe that there is only a small
probability of a large devaluation. BACEN’s
reserves are not large as they seem on first
inspection to cover the stock of R$194.9 billion
(24.4% of GDPF) in domestic public debt outside
BACEN (Chart 9). The stock of federal debt is
highly liquid, posting an average maturity of 6.9
months, with about 10% of il comesponding to
Treasury bills indexed to the exchange rate (NTN-
Ds), resembling in many respects the Mexican

Tesobonos. In addition, over the last five years, the -

Brazilian private sector has borrowed some US$40
billion abroad to invest in federal debt instruments.
Given that the private sector is long reais and short
U.S. dollars, they are the most likely investors that
would initiate an attack against the currency. In
case investors perceive an increase in the probability
of a devaluation, another potentially destabilizing
factor is US$37.2 billion in foreign equity
investments through the Annex IV facility.

According to our GSDEEMER methodology, as of
June 1997, the real exchange rate was 12.8%
overvalued relative to its long-term e)quilibrium
level. According to the research institute IPEA,
since the introduction of the Real plan (1) the trade-
weighted real exchange rate has appreciated 18.4%;
and (2) competitiveness measured by | the ratio’
between the real effective exchange rate and wages
in manufactunng fell 42.0%.

BACEN’s :strategy to recover comgetitiveness
-without a discreet devalvation is to maintain its
exchange rate policy to gradually deplleciate the
exchange ratc 60 bp a month. Under such a
strategy, BACEN could bring the real to| fair value
in just over three years if (1) the annual rates of
inflation amount to 6.0% in Brazil and 2.5% in
industrialized countries; and (2) the exchange rate
remains stable between the U.S. dollar and the
German mark and the Japanese yen. If we consider
that over the last three years, labor productivity has
averaged about 4.5% annually in Brazil, such a
strategy could bring the real exchange rate back to
“fair value in just over two years. More re'cemly, the
real exchange rate has appreciated 4.0 |percenlage
points because of the strength of the U.S. dollar

~ - against the German mark and the Japanese yen.

However, we believe that DBACEN  will
automatically recover such a loss because we expect
that until Junc 1998 the U.S. dollar will| depreciate
1o DM1.60 per U.S. dollar and ¥110 per U.S. dollar.

,!1
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Privatization Program :

‘Once the government Jumpcd the pohucal hurdle of
privatizing state mining company CVYRD, the
privatization program gained' an  impressive
momentum. Morc recently, the economic team
obtained President Cardoso’s pledge to strictly use
privatization revenue (o retire domestic public debt.
in May, the government used about half of the
proceeds from the privatization of CVRD (USS$1.8
billion) to retire domestic federal debt.

As of early August, privatization revenue in 1997
and since the beginning of the program in 1990
. amounted to US$18.0 billion and US$35.0 billion,

- respectively.  According to Minister of Finance
Malan, privatization revenue could reach US$S$25
billion for full-year 1997.  This would include
completion of the privatization of the cellular phone
business {B-band), the sale of Petrobrds shares for
the equivilent of US$6.0 billion, and the sale of the
remaining government shares in Light, Ecelsa, and

CVRD. For the fourth quarter, we also expect the

privatizaion  of four state-owned electricity
companies:  Encrgipe, CEMAT, Enersul, and
COSERNE. ‘

For 1998, the government expects to privatize the
. A-band of telecommunications, including the entire
Telebrés system (27 state telephone companies and
Embratel), in the second quarter. In ‘addition, the
government plans to make significant progress
regarding privatization of the electricity sector. For
example, state development bank BNDES expects to
privatize Furnas, ELETROSUL, ELETRONORTE,
CHESF, CESP, CPFL, and Eletropaulo. In all,
forthcoming revenue from privatization could

exceed USS$25 billion in 1998, totaling US3$85

billion by the year 2000.

Qutlook for the Rest of 1997 and 1998

We believe that the government will continue to
make spectacular  progress in  privatization.
However, constrained by the presidential elections,
the government will only be able to muddle through
regarding fiscal policy until the end of 1998. In
light of recent currency developments in Asia, we

'For a full description of the
program, see the June 24° Emerging
Markets Biweekly, “Brazil — Privatization:
Necessary But Not Sufficient”.

believe that the economic team is keenly aware that
it cannot ease monetary policy and lower interest
rates, otherwise this would widen the curremt
account deficit and encourage capital flight. As a
result, it is unlikely that the govémment will ease

‘monetary policy beginning in the|fourth quarter of

1997. 1o increase real GDP ahead of the 1998
elections.

In light of developments through August, we believe

that the primary fiscal surplus will
GDP, or slightly below our initial

‘of GDP. We have also lowered ou

GDP growth to 3.4% from 4.0%

close at 0.6% of
forecast of 0.8%
r forecast for real
, while we have

rivatization

reduced our end-of-period inflation forecast to 5.8%
for 1997 from 7.5%. This will allow Brazil to post
one of the lowest annual rates of jinflation in Latin
America {(after Argentina, Panama, and Chile).
However, fiscal adjustment is a necessary condition
for Brazil to keep such a low rate of mﬂauon in
coming years. :

In line with lower inflation, we reduced our forecast
for the benchmark interest rate‘~ (CDI-Over) to
18.6%. We kept our forecast for the cumrent
account deficit at 4.5% of GDP, b\:xt we lowered the
trade deficit forecast to US$11.5 billion, from
US$12.0 billion. In view of| the accelerated
privatization program, we have increased the stock
of international reserves forecast for the end of
December 1997 to US$65 billilon from US$56
billion Given that we believe BACEN will
successfully defend its exchange|rate policy, our
exchange rate forecast remains R$1.11 per U.S.
dollar for yearend 1997.

In 1998, we believe that the economic team will
have a difficult task to avoid de‘terioration in the
fiscal and external accounts. As a result, we forecast
that the pnmary-fiscal surplus will drop to 0.3% of
GDP n 1998, while the marginal fiscal stimulus

. will accelerate real GDP growth 4l0%. However, a

prudent stance in monetary policyis likely to result
in an additional drop in the annual rate of inflation
t0 5.0% in 1998.

Consistent with the drop in the primary fiscal
surplus, we forecast an increase in the current
account deficit to 4.8% of GDP in 1998; the trade
deficit is projected to increase to] US$16.0 billion.
In light of the scale of the privatization program,

10
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such a current account deficit should be financeable
in 1998, particularly if G3 countries only moderately
tighten rmonetary policy. To this end, the Brazilian
govemment must keep its privatization program on
the fast track to attract the large amounts of external
‘ ﬁnancmg required and maintain credibility.

Under these assumptions, Brazil should be able to
obtain US$53 billion in gross external financing it
will need in 1998, or US$10.0 billion less than
1997. Notwithstanding the increase in the current
- account deficit, the drop tn external financing needs

. simply reflects a- US$10 billioh drop in scheduled

amortization payments in 1998. Brazil should be
able 10 (1)} obtain US8$27.5 billion from the
combination of direct foreign investment and
privatization revenue; (2) tap international capital
markets for some US$20.0 billion (from a projected

US$25 billion in 1997); (3) attract US$2.5 billion in

portfolio inflows (mostly equity);-and (4) increase
trade credit lines US$3.0 billion.  Under this
scenario. BACEN would keep its stock of
. international reserves unchanged at US3$65 billion.

In addition, BACEN would. keep its current

exchange Trate policy, allowing the nominal
exchange rate to close 1998 at R$1.19 per US.
dollar. Such a policy will allow Brazil to recover at
least 5.0 peércentage points of extemnal
competitiveness.

Taking a longer-term perspective, it is evident from
. the fiscal and external imbalances’ discussed above

that the government cannot continue to. rely on

external financing to postpone the adjustment effort
that it has not rade uhder the Real plan. Quile
simply, the government cannot allow the current

account deficit and the stocks of external domestic -

public debt to rise indefinitely; otherwise, it risks a
balance of payments crisis once its external and
fiscal liquidity and solvency positions become
unsustainable.

Thls paragraph draws in part from an

"interesting study by Fabio Giambiagi
entitled * A cdondicho dé estabilidade do
coeficiente de endividamento externo:
cdlculo do requisito de aumento das
exportagdes no Brasil”, BNDES, July 4,
1997. However, we are responsxb]e for the
policy conclusmns expressed herein.

“-a sustainable 2.0%-2.5% of GDP.

Without fiscal adjustment, a discreet devaluation
would be extremely counterproductive, |leading to
higher inflation and no change in the real exchange
rate. In our opinion, in order to ‘securé! fiscal and
external ‘solvency, Brazil’ must [stat by
implementing a primary fiscal adjustment effort

" equivalent to 3.5% of GDP and use all the projected

proceeds from privatization (some US$85 billion) to
reduce the stock of federal public debt by 10.5% of
GDP. The primary fiscal surplus and lower debt
ratios would reduce the Brazilian risk premium and
crowd in . privale investment. Such a fiscal
adjustment would allow Brazil to grow 5.0%
annually while reducing its current account deficit to
In order to
complete such an adjustment within five| years, the
government has to boost export growth jto at least

" 13.5% a year from the current 9.7% (in July)., This

implies that within the next five years, the
government must depreciate the real| effective
exchange rate some 20%." In the absence.of large
external financial shocks, the current strategy of -
gradually depreciating the exchange rate,| combined

. with a weaker U.S. dollar, should be |sufficient.

However, this will require that the gO\I!emmem's
economic program strengthens credibility through
implementation of the fiscal adjustmentand debt-
reduction programs suggested earlier. o

Investment Conslderations and Risks

Based on our muddling-through scenario, we believe

- that for the rest of 1997, Brazilian fixed-income

securities will perform at best in tandem with the
broad emerging market debt index (EMB}«-) Until
the central bank decides to raise the dollar coupon,
we believe that investments in realwdelrlominated
debt will remain unattractive. At the same time, we
continue to suggest keeping outright flat currency
posmons ‘

We believe that our scenario for 1998 is more tilted
toward a'downside risk than an upside risk, at least
until the October elections. The central scenario
assumes that the government will keep prudent
monetary and fiscal policies for the rest of 1997 and
1998. At the same time, we assume that|there will
be no major liquidity crunch in international capital
markets. Under these assumptions, BACEN likely
will avoid or fend off speculative attacks against the

real
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The downside' risk is that extemal or domestic
policy shocks would lead to a loss of investors’
confidence, triggering a market-induced devaluation
in Brazil. The risk of a successful speculative attack
against the real would increase if the government
bends to pressures to: (1) increase public sector
wages and investment, leading to a primary fiscal

deficit in 1998; - (2) ease monetary policies to.

accelerate real GDP growth in 1998, and (3) reduce
the speed of privatization and use proceeds for
current spending instead of debt reduction. The
other risk is. that Brazil may face increasing
difficulties to raise US$53 billion in gross external
financing in case G3 countries unexpectedly tighten
monetary policy in 1998, Under these assumptions,

-

local and foreign investors may buy foreign
exchange to protect themselves against an expected
devaluation.  We think that the|probability of this
scenario materializing in 1997 is |insignificant, but it
will rise mildly as we enter 1998. However, once
polls show by the end of the third quarter of 1998
that President Cardoso likely will be re-elected, the
probability of the downside scenario should vanish.
In fact, once the re-election isl secured, . the best
strategy the govemment could follow is to announce
and implements a bold and coherent fiscal
adjustment program, including the structural reforms
of the civil service and of the social security system.
In such case, the upside for Brazilian securities
would be enormous.




Goldman Sachs Latin America Research Featured Profile
Table 1: Brazil - Selected€canomic indicators
1991 1992 1893 3994 1995 1996P  1997P 1998 P Y]
1. Activity and Prices {changes In %) : :
Real GDP growth 0.3 -0.8 4.2 6.0 4.2 29 3.4 4.0
Domestic Demand 0.3 -4.6 5.8 6.8 11.7 3.6 4.5 5.0
Private Consumpiion 14 . -40 5.5 57 112 3.9 43 45
Investmant 55 -7 7.5 12.9 14.5 10.8 9.0 B0
GOP {in billions of U.S. dollars) 386.2 3743 4303 - 561.3 718.5 749.1 763.9 846.3
Ingustrial Production (IBGE} 2.6 -3.7 7.5 7.6 1.8. 1.4 4.1 4.3
Poputation {mibon]} 147.1 149.4 181.¢ 153.7 155.8 1571 58.2 161.4
il. Intiation {Changes in %} .
Intiation (IGP-M}, end of period’ 458.0 11740 2567.% 869.8 15.2 9.2 5.8 5.0
intlation (IGP-M}, period average ' 410.1 986.8 20068 20363 58.8 2.1 7.5 5.4
Hi. Monetary Sector {12-month, % change} . .
Monelary bass 2805 987.2  2358.9 210.0 226 . - -87 40.0 14,7
Broad Mongy {M4} 600.0 1821.7 2834.6 ° 41.2 43.1 28.9 25.0 16.8
Interest rate {on COI-Over, annual)_ 15369 1549.2  3059.8 §7.1 38.1 237 18.6 16.0
Financial System Cradit to the Private Sector (% GDP) 35.0 §6.1 821 44.4 320 308 31.0 315
1V, External Sector (in billions of U.S. dollars) ) .
Current account balance -1.4 6.1 -0.6 ~1.7 -18.0 <244 .36.0 41,0
Trade Balance -10.8 15.2 13.3 105  -34 -5.5 -11.5 -18.0
Exporis, 1.0, 316 35.8 38.8 43.5 465 477 1535 587
imports, Lob, 210 206 253 331 49.9 ) 538 650 74.8] .
intarnational reserves ind gold (b.o.p. concept) 9.4 238 32.2 38.8 51.8 60.1 65.0 65.0
import coverage coefficient {(months of MGNF S} 4.0 10.2 - 11.2 10.7 9.7 104 9.2 8.0
Exchango rate {RealUSS$, end of period) 1068.8 12387.5 326.1 0.848 0973 1039 \1.1 10 1.190
Roal Exchange Rate {Iindex, 1990=100) 830 737 74n 85.3 102.1 108.1 104.9 9.9
V. Publlc Sector Cash Flows (% of GDP) -
Nominal budget balance - -24.5  -443  .58.4 435 7.1 -6.1 5.0 48
Operational budgat balance 1.4 2.2 S 0.2 Lt -4.8 -39 -3.5 -3.5
Prmary budget balance 3.0 2.4 2.6 48 704 0.1 0.6 0.3
Vi. Debt indicators )
Total Extemal Deiot (USS biﬂlon} 120.7 135.9 145.7 148.3 159.3 1763 186.0 ~ 2000
Total external dett, % of GOP 31.3 36.3 338 26.4 222 23.5 123.4 236
Totat external debi, % ol Xs ) 382.0 3796 377.5 3408 342.6 369.3 3478 3408
Total public sector debt (% of GDP) 384 44.8 431 463 50.2 580 ° [600 60.0
External debt service ratio, % of XGFS 47.2 35.4 45.4 5.6 41,2 49.7 57.3 38.2
VIl Investment and Savings (% of GDP) g
Extarnal current account balance -0.3 1.4 0.1 -0.3 2.6 -3.3 -4.5 4.8
Gross domestic savings 18.5 20.3 19.1 19.3 16.6 15,7 15.0 15.0
Gross domastic investmant 18.8 18.9 19.2 19.6 19.2 19.0 11958 19.8
Source: Banco Central do Brasil, Internationat Fmanc»al Statistics (IMF), and GS forecasts i
1/ Tho IPC-FIPE closed at 23.2% In 1995.
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External Sector

Background

Exchange rate: With a focus on defeatmg mﬂatlonary expectations once and for all, Brazil has an
announced policy of maintaining a narrow sliding band for the real that depreciates seven percent
a year against the dollar. Reflecting continuing strong capital inflows, the real is now trading on
the high side of the band. Factoring in inflation rates of 26 percent in 1995 and 10 percént in
1996, the result of the real’s slow nominal depreciation has been a real appreciation, and
consequent decline in trade competitiveness. In recent months, however, this trend to real
appreciation reversed as year-on-year inflation-dropped to five percent.

For the past year, most observers of the Brazilian economy have asserted that the real is above
its long-run equilibrium level, and even Finance Minister Malan has conceded that the currency
may be 15 to 20 percent overvalued. The government hopes that its continued policy of seven
percent per annum nominal depreciation, when coupled with'low inflation, will bring thelreal into
line with its long-run equilibrium value within two to three years,

External debt: Total external debt is slightly less than one-fourth of GDP, at an estimated $190
billion' for 1997. This ratio is on the low side of average for an emerging economy, and|a good
deal lower, for example, than Thailand’s 50 percent or Mexico’s 37 percent. External dcbt as a
share of GDP fell from a high of 36 percent in 1992 to 22 percent in 1995, reflecting roughl

- balanced current accounts and currency appreciation during this period, along with the effects of

the Brady plan and some.other debt restructuring. Since the inflation-fighting commitment to a

strong real was adopted in 1994, however, external accounts have deteriorated, with the

debt/output ratio increasing sli ghtly as a result.

Current Account: The most recent consensus forecast has this year’s trade deficit risingjto $11.3
billion, and the current account deficit at $34.6 billion, in an $800 billion economy. Stili
responding to the currency’s real appreciation over the past-two years, imports are expected to A
grow 15 percent in 1997 while exports should expand at five percent. The rapid import expansion
has predictably set off alarms within the government, which has responded with measures that
include restricting the use of credit cards for making overseas purchases and raising tarlf‘fs on the

~import of capital goods from zero to 17 percent.

Taking into account expected amortization payments of $22 b11 ion on its net external debt,
Brazil's gross external financing requirements this year will total $57 billion, a sum that tlhe nation
appears to be having little trouble in financing (see below). Although the current account deficit
is expected to rise next year to $38 billion, scheduled amortization payments will fall to 517

‘billion, resulting in a slight drop in the gross external financing requirement.

Financing external obligations: Enthusiastic investors simplified the task of financing Brazil’s

external obligations in 1997 by snapping up a variety of privatizing state-owned firms. Together
with about $4 billion in equity investment flows, the strong FDI contributed to a year-to:date rise
of 58 percent in the Bovespa stock index. Net foreign direct investment for this year has

'Source: Federal Reserve; Goldman Sachs estimates $186 billion,




“amounted to $8.8 billion, with a total of about $15 billion expected by the end of 1997. About
half of the country’s current account deficit is now financed by foreign direct investment! With
privatization expected to continue at the same rate in 1998, the present balance between (foreign
direct investment and net portfolio investment will likely be maintained as well.

Foreign reserves: Starting in January at $60 billion, reserves reached the impressive level of $64
billion at the end of August, without any major dips along the way. Central Bank Governor

~ Franco and Finance Minister Malan both regard the stock of reserves as a war chest of
considerable use in intimidating potential speculators against the real. -

Monetary base: Brazil’s monetary base (M0) has expanded by 47 percent on a year-on-year basis
to 25 billion reais ($23 billion at the present exchange rate) at the end of June, equal to about 40
percent of foreign exchange reserves. Growth in the monetary base indicates substantial
remonetization, and reflects growth in both domestic credit and international reserves. Net
domestic credit is still substantially negative at -$37 billion, though, due to sterilization- cfforeq,n
exchange inflows. ‘

Creditworthiness and cost of funds: Along with a host of other sovereign borrowers, Brazil has
benefited tremendously from large reductions in risk premiums on its dollar obligations olver the
last two years. Brazil's thirty year uncollateralized fixed-rate dollar bonds now yield 3701 basis
points over Treasuries, down from over 1400 basis points in 1995. Yields for comparable

Mexican and Argentine debt are about 80 basis points lower, however. -

Domestic Sector
Fiscal balance: The fiscal situation remains a major weak point. Although central government
spending is under control, President Cardoso has so far shied away from bringing individual state
governments to heel. The government’s program to take over states’ outstanding loans in
exchange for commitments to fiscal discipline has met with little success so far. In some states,
such as Minas Gerais, the government has provided refinancing before receiving credible
commitments to reform. :

The consolidated operational fiscal deficit this year is forecast at 3.4 percent of GDP, wit1h a
similar level foreseen for next year. The operational figure corresponds to a public sector
borrowing requirement of 5.0 percent. This fiscal borrowing has forced the government to rely
heavily on monetary policy to keep inflation under control, with predictably adverse consequences
for domestic interest rates. It has become clear that, while the central government will clontinue
to cajole state governments to get their spending under control, little will be done about aggregate
fiscal imbalances until afier the presidential elections in October 1998,

Banking sector. Given the austerities of the Real Plan, Brazil’s banking sector is in surpsisingly
good shape. A restructurmg program (PROER) to adapt the banking sector to life in a low
inflationary economy is entering its final stages, with the overall cost of the program estimated at
about 5 percent of GDP. Since 1994, 37 banks have been liquidated, and a number of mergers
and acquisitions have taken place. F xnancxal system credit to the private sector is now relativeiy
low at 30 percent of GDP.




Privatization. Privatization of state-owned assets has been one of the brightest spots of the
Cardoso Administration’s economic program. Revenues from various privatizations, including
parts of Telzbras and Petrobras and a number of small electric utilities, may total $25 billion for
1997, with receipts expected to continue at the same rate into 1998. Other areas in need; of
reform include banking sector regulation, the inefficient pension system, and labor laws and
practices. Having emerged only recently from a long period of economic interventionism, the
Brazilian government still has a penchant for administrative control of many aspects of the |
economy. f
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- explicit cornmitment to exchange rate.

e US/G7 make supportive r;oises about Brazilian policy commitments and urge

Brazil “Low Case” Scengrio

fan A:

Variant 1: “Muddles through the election” ($36b package goes forward after election, |o/w

$28.5b “firm money™, nothing firm announced in advance of election.)

Pre-election period of temporizing:

engomg cxpcctanons of financial support, succeed in carrying them through the clection;

-~ IMF program prcparod for adopuon shortly after electmn (§18b)

2/ |

- Brazilian policy announcements are positive but not spacxﬁc Even so, these, along with

- IF]s make positive noises about \vﬂlmgncss “10 be supportive”, but no clear stal cmépts of
commitmeit of money are announced until after election, when Brazilians themselves request
financial support.. (IDB: $3.5b, o/w $1.5b in CY98; IBRD: 34.5b, o/w $1.5b in CY98). No

“Welcome Brazil's policy commitments, which should go a long way 1o consolidating progress
already being made. We've worked closely with Brazilians in past, and we stand ready to

support them with financing should they wish to develop programs with us*.

implementation. No mention of money. No explicit commitment to the exchange rate.

“Brazil very important. Pleased that President Cardoso plans to make fiscal adjustment the

centerpiece of his second term’s economic policy. Urge aggressive implementation to
consolidate the important progress Brazil has made in recent years.

- Private sector: Brazilians extract favorable noises from financial statesmen about their
willingness to financing options. Work goes forward on finance backed by pnvauzanon proceeds

of assets already sold ($10b) Statesmen say:

“Brazil very importaru for global economy and has made tremendous progress in recent years.

Pleased at recent policy announcements and, in context of improved policy conditions,
prepared to provide additional financing. Working on options now. ™

Bz.p.mmn.s.&r.mm.a

we 'd be

- Bra.emans are toId that IMF/G7 wm:ngness to make supportxvc annouricements '(as .
above) contingent on Brazilian assurances that they would not impose administrative controls on

capital outflows.
- Reserve floor would be agreed that would trigger a move to PlanB.

- Incentives for Brazil’s comphancc with agreements: a) In the event that reassurances are

-
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" concern that this would accelerate flight.

| A

violated, (37/TF1s distance ourselves from Brazil's actions. b) Brazilians could be threatcned
(perhaps not very crcd:bly) that IFIs would be less forthcoming on a large package if they were
to-violate reserve floor or impose cap controls.
- Private sector: We don’t do meaningful prep for a workout or even make soft wamings 10
private scctor that they will be expected to contribute if Plans B or C are activated because of

Variant 2: Same as Variant 1 but fail to temporize through the election. Dcpendmg on whether
fatlure is vmuous or malevolent determines which plan we move (o:

Plan B: If “‘virtuous failure” occurs (continued reserve outflows but no obnoxious policies):

-- Fund negotiates a program based on a maxi-devaluation and a flexible exchage
rate system that has already occured (capital controls, xf any, are minimal). '

- Large IF! programs go forward.

- Brazil restates commitment to keep markets for goods and capital open

- Private sector workout (external/internal?) convened, if necessary. We agree to
facilitate the effort with G10-based creditors using mild moral suasion. A

- US adopts sofl “blame the victim” strategy. Indicates that Brazil warrants IF]
support in order to restore stability following “regrettablc™ devaluation. ‘We didn't provide

finance before because “the key was Brazil having policies that the markets would find credible,

and they obviously didn't”.

Plan C: If “malevolent failure” occurs: (Brazil tries to tough it out but fails; has violated our
reserve floor and attempted use of capital controls to stave off devaluation):

-~ Removal of some capxtal controls (those not rcqulrcd to make a  debt rcstmcmnng
work) is 3 prior action for Fund program '

- Fund program is not generously financed but rather requires deeper Brazilian

policy adjustments to stabilize external finances. %

- Debt restructuring and mandatory Club deal are presumed to be necessary for
program to work and, if so, would be requisite for IFI disbursements. Presumption is that capital
controls would be imposed at least until the debt restructuring and Club deals could be|arranged.
We facilitate work with G-10 based creditors, but we don’t muscle them.

- US adopts more harsh ““blame the victim” posture. We indicate that Braz11 has
misbehaved and hurt its neighbors. We’re willing to support Brazil but only if it does the right

things and the private sector bears its fair share of burden. We tumn our intention to other Latins.

Notes: a) “capital controls™ are assumned to be the worst option, which may not be so. The true
worst option can be substituted wherever the capital controls moniker is mentioned.
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b) “flexible exchange system” also assumes 2 major devaluation. How the devaluation is
actually brought about is an issue that requires deeper thought.
). “Statesmen commitment” means a select group of bankers and investors who, on their
own or Brazil’s initiative, agree to retain exposures and commit new funds to bridge to the

privatization proceeds. G7 financial authorities are not involved in any way.




. - MDB’s announce willingness to provide $10 billion.

/‘&

Brazil High Option
Plan A
Bcforc Elections

- Braxi] announces fiscal commitments for 1999 (3%/GDP pnmary surplus) and 2000
(4%), with maximum concreteness.
- IMF publicly endorses fiscal plan as adequate basis for a program, should Brazil need
one, and signals availability of $20 billion.

- Brazil announces it has secured $10 billion in cxternal funds from private sourccs backed

by receivables from Telebras (87.5 billion) and from its shares in privatized con}pames cfo ¢
F‘ﬁ /.

- Foreign banks announce confidence in Brazil and intention to maintain their exposure, ¥ ¢
- - G-7 announce swap facility for emerging mafket countries facing financial comagmn
Annsunce Brazil can draw up to $30 billion (half from the U.S.) from facility;’ w\uh $1s -
billion available prior to elections. Swap line eligibility requires IMF endorsement but no
public commitment to go the IMF.
Total Available: $70 billion.

Conditions ‘

- Brazil agrees privately to us that it will go to IMF immediately after elections.

- Brazil agrees it will not impose controls on capital outflows,

- Brazil will be cligible to draw $15 billion in swaps if its forex reserves fall to a pre-
determined level (840 billion). Any actual drawings will be approved ona case-by case
basis and will be contingent on adequate policy. l

- Brazi] agrees it must maintain reserves net of swap drawings at a pre-determined level
(825 billion). Ifreserves fall below that level that would activate Plan B.

Mx}ﬁ

Brazil concludes program with IMF, with large (85 billion) initial disbursement.
- MDE’s make initial disbursements (33 billion).
- G-7 swap line is still open, but is only available efter IMF money, subject to case-by-case
approval of G-7.

- Brazil commits to move to Plan B if pre-determined reserve floor ($25 billion, excluding

IFl and G-7 resources) is breached.
Plaus B apd <
Identical to low case scenario except:
(1) If *“valiant failure™ occurs (eithcr before or aﬁ& the dections), we would be more reluctant to
activate any further swaps. But we would not exclude that possibility, given that they could still

be useful to contain the degree of instability.

@) In valiant failure case we would not take critical stance toward Brazil.




(3) In the case of malevolent failure, we would halt swap disbursements. VSwap faciiiry would
still be open for others. ,

Key Issues:

. 1. ESF Resoyrces:

Congressional Relatjons:

82,98 d

The EF

Lig

S has $15+ billion in readily available dollar holdings.

Treasury has the legal authority to activate the ESF to provide swaps to Brazil since the
financial situation in Brazil and world financial markets is sufficiently grave to trigger the
basic requiremnents of the ESF statute,

A key policy feature of al] past ESF programs has been the existence of somnc form of
backing. There are two options in the case of Brazil:

A\ d

Korean model could be used with requirements that GOB must maintaln & certain

level of gross usable rescrves and that G7+ creditors can imposc additional

economic/financial conditions on Brazil.

Mexico model, whereby proceeds of certain Brazilian exports would hawz1 to flow
through a NY bank account which flow could be diverted to repay G-7+ swap -
line. Possible altenative is GOB pledge of future proceeds from planned '
privatizations. But that could (a) raise negative pledge clause and/or pari passu
clause problems and (b) be conditioned on future GOB and Brazilian
parliamcmary actions out ef GOB’s current control.

-

Swaps would be for 90 days, with up to three roll-overs for a maximum term of onc year..
Interest charges would be at market rates, either tied to U.S. Credit Reform Act standards.
orto EMF!SRF type margin (Korea is 350 basis points over rate for 90 day Trcasunes)

Under ESF statute the Presidcnt would have to furnish written statement to Congress

momhs

|
. where unique or emergency circumstances requxxe the loan or credit be for more than 6

We would need to notify the bipartisan leadcrslnp in both Houses {4) and thc Chair and

Ranking Members of cach of the appropriating and authorizing committees.

A key issue would be timing of congressional notification. Current House IMF
legislation requires 36 hour advance notification when ESF funds are disbursed in
conjuriction with IFI stabilization funds led by the IMF. Commitment and/or

disbursement constitutes a package for purposes of the legislation. If there is any kmd of

commitment in a statement, it would certainly be argued that this requiremnent would
apply as a precedent as we go into negotiations on the IMF bill.

There would likely be a gap between announcing the swap facility and its activation,

MOATTIEZ W BINGG 26:11 BE61-B2-d35




Strategy for,getting G-7 support:

BB-L0°d

which would affect timing c@nsiderations.

2

G7 support for and participation in the financing will require strong lobbying, in

particular if we plan disbursements in the absence of an IMF agreement (or Brazilian

commitment to go the IMF), the envisaged private sector elements could win some
support. :

We will have to explain our concerns about contagion; our expectations on Brazlxhan ‘
policy commitments; and our intention to make any disbursements conditional on
understandings ebout policies, including on reserves levels.

So fa.r the rest of the G7 has unanimously opposed (Gcn'nans, Japanese and Frcnch most
forcefully) moving without IMF linkage. We could probably move them if the TMF itself
supports the financing. On the private sector, the Germans have been most forceful. We
wotuild have to explain how our plan includes a significant private sector element, and that
moving to a more coercive approach would be highly da.ngc:ous in today's world.

P or Japan, we should lobby in the context of the Obuchi-POTUS bilateral on Tuesday
(Sakakibara will be here on Monday), and the Japanese desire to announce a b1g "plan" to
reduce attention on their own domestic problems. Larry Summers should scparately
lobby some of his other G7 Deputy colleagues (David Lipton/Tim Geithner could do
Germany and France, maybe the others as well).

We would need the Fed on board, with Ted Truman/Alice Rivlin making the case to their

counterparts. Eventually, calls from RER and Greenspan may well be needed, at least to

Germany (Ti etmeycr)

More broadly, we will then want to make sure to involve other countries that may well '
contribute, including the rest of the G10 (Belgium, Netherlands, Sweden, Switzerland)
and others with Latin American interests, notably Spain and Portugal,

If tonost others refused to disburse before an IMF program (thus before the e!ecnons) one

possible solution would be for pre-election disbursements by a subset that would include
us and any others we could bring on board.

MOXITEZ W 3INGd £S:11 | BEET-B2-d3S
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BRAZIL' S I)OMEST!C AND EXTERNAL DEBT

(Latest Data)

PUBLIC SECTOR DOMESTIC DEBT
Total Net Debt - Federal & Local Govt., Centrat Bank, SOEs
Gross Securitized Debt of Federal Govt. & Central Bank
Indexed to Overnight Rate - '
Indexed to the Dollar/1
Other -- Non-indexed fixed-rate debt

. EXTERNAL DEBT

Total Debt - Gross S
Of which, to Commercial Bank Creditors/2

- Gross External Debt of the Public Sector

Gross External Debt of the Private Sector - Total
Short-Term/3
Medium & Long-Term
Total Debt - Net
Net Public Sector External Debt

N 1999 M&I.T EXTERNAL DEBT AMORTIZATION

" Total/d4
Public Sector

Frivate Sector/4
\

2517

£/&

e bt

$bn

283.7 (36.9%/GDP)

166.1
41.5
441

226.4 (29. 5%JGDP)
76.3
85.8 -

1406
32.1

108.5

1774 .
36.8 (4.8%/GDP)

20-25
4
16-21

- 1/ Reflects latest esnmate that 66% of domestic debt now indexed to ovemlght rate.
2/ Bank lending of BIS countries as of December 1997.
3/ IMF still working on classification of private external debt. Some indication this

may raise S-T debt by $25 billion and reduce M&LT debt by the same amount!

4/ IMF is re-2xamining its estimate of private sector amortizations. The original

~ estimate was $12.9 billion, but Fund staff now believe the correct figure could be
as high as $20-25 billion.

. Source: IMF

B58-30°d
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-~ _ DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

October 15, 1998

f
ASSISTANT SECRETARY » | '“ b"
. I
|
1

MEMORANDUM FOR SECRETARY RUBIN
DEPUTY SECRETARY SUMMERS

FROM: Timothy F. Geithner/(\&
' Assistant Secretary, International Affairs

SUBJECT: U.S. Financial Support for Brazil

Issue: Whether to provide Exchange Stabilization Fund (ESF) financing to Brazil in the context

of a prospective international support program and strong policy adjustments by Brazlll} supported
by the IMFE. |

RECOMMENDATION : - ' }

'
i

That you authorize us, based on the conditions set forth below, to: (1) begin negotiatiéns with
other G-10 countries on terms for bilateral support for Brazil; and (2) once we have reached
consensus with other bilateral'lenders, begin negotiations with Brazil on an agreement to lend up
to $10 billion through an ESF facility. We would seek your approval for the final ten}ns of any

agreement with Brazil.
/ ,}: [Mu_‘ e pc.:,[--*} W%

: Ckw"\é»&’?"'f yiow o @*C—‘AJ‘J‘_
BACKGROUND ‘r% o bJ‘fJL Lase YR }(ur) uwj

Agree VY Disagree _ Let’s Discuss ¥

We would enter into negotiations with other G-10 countries (and possibly other countnes) on
terms for bilateral support for Brazil. After we reach consensus with other bilateral lenders, we
would begin negotiations with Brazil on an agreement under which we would be prepared to
make up to $10 billion through ESF swaps available to Brazil as part of an mtematlonal package

that includes the IMF, World Bank and IDB, other bxlateral lenders, and an appropnate role for
commercial bank creditors.

Condmom for conclusion of the agreement with Brazil

~  Brazil enters into an IMF program; or Brazil reaches agreement with the IMF on the main
elements of a program and we have full expectation that such a program will be concluded
soon.

- Commitment by the World Bank zmd I1DB to prowde a combined totai of [$8 bxlhon] in
support for Brazil, at least [$4 billion] of which would be disbursed this calendar yea:

— Agreement by other bilateral lenders (G-10 and possibly other Latin American countrles) to
provide $10-15 billion to match $10 billion from the U.S., on pari pasu terms.

— A standstill agreement with commercial banks, i.¢., they would agree to roll over their
existing exposure to Brazil. [Issue: should we require new money?)]

— Brazil agrees that it will not impose any controls on capital outflows.

|
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- Brazil agrees to a floor level on foreign reserves. \

~ We and Brazil establish in advance an economic and financial monitoring prog:am that
specifies reporting requirements. Brazil’s failure to meet conditions of our momtormg
program would be grounds for an acceleration of repayment of outstanding ESF ﬁmds

~ Failure by Brazil to meet any of its IMF program reviews would trigger accelerated
repayment of outstanding ESF ﬁmds

1
Timing of announcement We would be prepared to announce our conditional mlhngness to use
ESF resources prior to conclusion of an ESF agreement with Brazil, provided we have

reasonable expectations that conditions relatmg to IMF, World Bank and IDB, bx]ateral and
commercial bank support would be satisfied. |

Terms The ESF swaps would be for six months, with an option for renewal, at an interest rate
equal to the six-month Treasury bills rate plus an appropriate spread [350 basis points?]. We
would approve each disbursement of ESF funds on a case-by-case basis. We would be prepared

to approve and disburse the first ESF tranche (notional size of $2 billion) alongside the initial
IMF disbursement. o ’ &

!
As was the case in the 1995 Mexican program, before the first disbursement we would request,
and provide.factual support for, a Presidential statement to Congress that he had authdrized this
support and that unique or emergency circumstances required this loan or credit to be toutstandmg
for more than 6 months if necessary. This would satisfy the requirements of the ESF Statute.

Backing As in the proposed Korea agreement, the conditions related to international reserve

floors and implementation by Brazil of economic and financial policy measures would provide
backing for repayment to the U.S. We would require Brazil to estabhsh a facility to ba;(j
bilateral lenders W1th future pnvanzatmn proceeds

Risks Use of our ESF would send a powerful signal of ofﬁcml support for Brazil that could

~ improve the prospects that Brazil will be able to maintain financial stablhty There are alse ,
serious risks. ' ?

- Negative sentiment in global financial markets may prove too strong to resist, evcn with a )
* strong program that would succeed in a more normal environment. In that case, capltal
outflows from Brazil could overwhelm international support.
- — Brazilian policy adjustment could fall short of its commitments. Adequate fiscal adjustment
- will require strong political will on the part of President Cardoso’s Administration and
cooperation Of Tegislators and sub-national politicians. . 1
— Use of ESF funds to support Brazil may prove to be controversial within the Umted States
and could lead to efforts to impose new congressional restrictions on use of the ESE.
~ If our support fails and Brazil succumbs to financial instability, we will have - lost credibility )
and will be in a weaker position to support other possible victims of contagion (although we
fully expect to be repaid even in the case the program does not succeed in its object}ves).

|
l
|
1
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From: Wes McGrew

To: ’ watchoffice
Date: ©11/11/98 7:13pm

Subject: draft Rubin statement on Bra211

Please fax the attached paper to Secretary Rubin, Deputy Secretary Summers and
Assistant Secretary Geithner. Please also print out and fax this ema;l along
with the attachment. thanks.

NOTE :

Ted Truman and Dan Zelikow have cleared the attached draft statement on Brazil
support

ce: israeld, kurapkad, shahs, loweryc




Secretary Rubin Brazil State‘mgu

We welcome today’s agreement between the International Monetary Fund and Brazil and the
announcement of support by the management of the World Bank and Inter-Amencan Bank
Brazil’s strong economic program, if fully implemented, will help put Brazil’s public ﬁnances on

a sustainable path, safeguard the commendable progress Brazil has made in achieving ﬁnanclal

stability, and lay the basis for a future of healthy economic growth that will benefit all Brazilians.

Today the United States and [nineteen] other countries announced a program of bilateral support

to augment resources from the IMF and the multilateral development banks. Bilateral lenders

will provid¢ approximately $14.5 billion in short-term financing for Brazil, in most casés through
guarantees of lending by the Bank for International Settlements. The United States’ portlon of -
this support will be to guarantee, through the Exchange Stabilization Fund, up to $5 bﬂlxon We
antlclpate that the first disbursement of the bilateral support will take place once Braznl"

program is approved by the IMF Executive Board and will be in parallel with the first IMF
disbursement. : .

3

Our decision to provide bilateral support reflects our commitment to strengthen the intelrnational
financial system, guard against financial market contagxon, and preserve economic growth in the

United States. The success of Brazil’s program is very much in the interest of the United States
and the mtematlonal community.
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November 7, 1998

T0: SECRETARY RUBIN
FROM: Ted Truman
~ SUBJECT:  Draft Public Stalement on Brazil

As we discussed, 1 am altaching a draft of a statement on Brazil by the 15 countries thal
will be participating in bilateral financing lo supplement the IMF arrangement with Brazil.

»

I would appreciate your comments/clearance so we can send the text to the other,
countries cver the weekend.

cc Larry Summers, Mike Froman, Neal Comstock

Y e gy ca——
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DRAFT: 7 November 1998 5:30 p.m.
Statement of Finance Ministers and Central Bank Governors!

We welcom e today’s announcement by Brazil and IMF management of the completion of
negotiations on IMF financial support for Brazil’s economic program. We also welcome the
announcements by managements of the World Bank and Inter-American Development Bank that
they will recommend that their institutions participate in this international effort as well Itis
important that Brazil carry forward the implementation of its three-year program of economic
and financial policies 50 2s 1o establish a strong foundation for stability and growth.

Because of the importance we attach to Brazil’s success with its program and to the contnbuuon
of that program to international financial stability, we have chosen to supplement the substantial
resources that are expected to be made available by the international financial instiutions to
Brazil. In line with recent steps toward a strengthened international capacity to help colintries
ward off financial market contagion, we will support the provision of additional financing to
Brazil, expzcted to total $15 billion, alongside financing from the IMF. This financing fis being
arranged under the aegis of the Bank for International Settlements, in most cases through
guarantees of BIS lending. We expect that these arrangements will be completed shortly and that
the BIS will make a disbursement alongside the IMF’s initial disbursement following approval of
Brazil’s program by the IMF Executive Board. '

The financial community shares a common interest in the success of Brazil’s program. | So as to
achieve this, the Brazilian authorities will be presenting their program to their domestic financial
community and to the private international financial community over the course of the next few
days.

v : .
! [Austria], Belgium, Canada, [Denmark], France, Germany, Italy, Japan

Netherlands, Portugal, Spain, Sweden, Switzerland, United Kingdom, United States
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US Support for Brazil

Support for Brazil is in the United States’ core national interest

~ A stable, growing Brazil is very much in our economic interest. Brazil is the ninth largest
economy in the world -- behind the G-7 and China -- and the eleventh largest trading
partner of the U.S. U.S. merchandise exports to Brazil increased 25 percent to|$16 billion
in 1997. In 1997 the U.S. ran a $6.3 billion trade surplus with Brazil.

Brazil is the largest economy in Latin America and the economic lynchpin of the region.
Stability in Brazil is critical for the continued health of Latin America -- the U!S.’s fastest

growing export market. Latin Amenca currently accounts for one-fifth of all U8,
exports.

« . Stability in Brazil is important to limifing contagion around the world. Throughout the
recent global financial crisis, we have seen problems in one part of the world qulckly

spread to other regions. For example, when Russia devalued in mid-August, borrowmg
costs increased across emerging markets.

Brazil's economic pfogram -- fully implemented and along with internatio'nAal
support -- holds the best prospect for restoring investor confidence and
providing a strong foundation for renewed growth.

Financial assistance from the international community should provide Brazil critical
breathing space it ueeds to implement its adjustment program.

. In the past four years, Brazil has provéd its willingness to take the hard steps of economic
and structural reforms. As a result of the Real plan adopted in 1994, Brazil:

- lowered inflation from over 2,000 percent in 1994 to 2 percent today,
- opened its economy,
- worked to reform and strengthen its domestic financial sector, and

- ~launched an ambitious program of privatizations - the largest such program
underway in the world today.

The government has taken stock of remaining policy weaknesses and is implementing a
tough adjustment program to address them.

- The government announced a program to sharply reduce the deficit, stabilizing
debt as a share of GDP in two years. The government has also committed to
~pressing forward with its current policies of: a strong monetary policy,
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privatization, and market opening.

- Brazil has already taken tough actions to help preserve stability, ralsmg; interest
rates to over 40 percent.

~» ° While there are no certainties in life, this is the right program. What's crucial is that it be

implemented as effectively as possible.

In Septenmiber, President Clinton outlined a plan to address the challenge of working with

countries affected by contagwn This program is consistent with the priorities the
President set. :

. One of the key elements of the President’s plan is helping countries with sound or-
improving economic policies ward off contagion. In this case:

- the international community is acting to provxde early support for Brazil based on
a strong adjustment program,

- Most of the IMF money and the bilateral support will be provided on a short-term
‘ basis at higher than regular interest rates in order to encourage Brazil to{access the
international capital markets as soon as possible.

. Efforts are being made to lessen the effects of the Brazilian adjustment program on the
pocr.

- We have asked the World Bank and the IDB to désign a program that would
cushion the effect of the adjustment on Brazil's poor. ‘

- The Brazilian government -- in cooperation with the IMF -- is working to help
ensure that social spending does not bear the brunt of fiscal adjustment efforts.
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Why should we use U.S. taxpay.er dollars to support Brazil?

Support for Brazil is in the United States’ core national interest

- A stable, growing Brazil is very much in our economic interest. Brazil |is the
ninth largest economy in the world -- behind the G-7 and China -- and the
eleventh largest trading partner of the U.S. U.S. merchandise exports to Brazil

increased 25 percent to $16 billion in 1997. In 1997 the U.S. ran a $6. 3 billion
trade surplus with Brazil. ‘ :

- Brazil is the largest eéonomy in Latin America and the economic fyhchpin of the
region. Stability in Brazil is critical for the continued health of Latin America --

the U.S.’s fastest growing export market. Latin America currently accounts for
one-fifth of all U.S. exports

- Stablhty in Brazﬂ is important to limiting contagion around the world.
Throughout the recent global financial crisis, we have seen problems injone part
of the world quickly spread to other regions. For example, when Russia devalued
in mid-August, borrowmg costs mcreased across emerging markets.

As in the case of Mexico, we fully expect that Brazil will repay all loans and that there
will not be any cost to the United States taxpayer.

The U.S. will not be loaning money directly to Brazil. Rather, we are offering to
guarantee loans provided by the BIS to Brazil.

‘The BIS is charging a premium interest rate (450 basis points over its cost of funds) to

Brazil in keeping with short-term nature of the loan. This fee structure is deéigned to

encourage Brazil to repay the loan as soon as normal access to international capital
mazkets resumes.
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Isn’t the real overvalued?

We don’t comment on the value of another nation’s currency. .

However, we note the intentions of the Brazilian authorities to maintain their e:%(change
rate regime (the Real plan) which has been tremendously successful in taming inflation
that was more than 2000 percent four years ago. :
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Is the United States committed to a fixed exchange rate regime in Brazil?

Brazil has been tremendously successful in reducing inflation from over 2000 percent in
1994 to 2 percent or less today, and the real plan has been critical to that success.

Brazil’s adjustment program preserves the present exchange rate regime. Successfully
‘implemented, we believe that the government’s plan offers the best prospects for
maintaining stability and laying the foundation for sustained growth, '
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Brazil is going to have a recession next year anyway, so what good is official support?

Global market pressures and the Brazilian authorities’ strong efforts to contain them will
have a negative impact on the domestic economy in the short run but financial instability
and high inflation in the absence of Brazil’s efforts would carry a much larger cost -- not
merely for Brazil but for its neighbors.

Brazil’s economic adjustment program, backed by official support, aims to preserve
financial stability. A failure to respond would risk a far more severe downturn in Brazil

and have a major negative impact on the stability of other Latin American economies and
global financial system as a whole.

Implementing Brazil’s strong adjustment program today will reduce the threat of
instability today and lay the foundation for more rapid and sustained growth in the future.




Many economic experts believe Brazil should devalue to restore growth. Are the:

!

y wrong?

Everyone is agreed that the goal of Brazilian policy should be to lay the foundation for
reduced interest rates and the fastest possible return to growth. The question is how best

to achieve that goal. In this regard we believe that Brazil’s economic ad}ustmenlt program
offers the best way forward. : :

-  Fiscal adjustment that puts public finances on a solid and sustainable basis will
help to achieve a'reduction in interest rates. , '

Continued low inflation, together with gradual depreciation of the real under the
present exchange rate system, provides for steady gains in competitiveness.
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Why should we use official funds to bail out private investors and facilitate capital flight?

The Brazilian authorities are counting on the support of this program by the private .
sector. AS we indicated in our joint statement with the finance ministers and central

bank governors of 19 other countries, the private financial community shows a common
interest in the success of Brazil’s program.

In the wake of recent pressures, private investors, both foreign and local, have already
" taken sharp losses on Brazilian assets - Brazil's stock market has fallen 26 percent in

dollar terms year to date, and the price of its 30-year bond fell by 40 through early
. September, though it has partially recovered since then.

Brazil’ s‘adjustmem program is designed to deal with these-pressures. If implemented

fully and backed by official support, it should restore confidence and help the Brazilian
people and their neighbors.

The success of Brazil’s program ultimatély requires the support of the private sector.

Official support is on a temporary and emergency basis and is not a substitute for private
sector investment.
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Why will this program succeed where Indonesia’s and Russia’s programs failed?

Every situation is different and must be looked at on its own terms.

That said, Brazil is moving forward with its adjustment program with important
advantages which other countries have often lacked. These include:

- A stable political situation and strong commitment to undertake needed
' adjustments. ’ -

- A relatively strong banking sector, not burdened by excessive amounts of

short-term external debt.
- Deep and liquid domestic debt markets.
- A high level of foreign exéhange reserves,

- And a relatively modest current account deficit -- over half of which has
covered in recent years by foreign direct investment.

been




How are you complying with new legislative mandates on IMF programs, including social
protection, labor rights, and openness of foreign trade?

The U.S. Executive Director at the IMF has conveyed to IMF management our policy
guidelines regarding the legislative mandates. We have also conveyed similar guidance
to the World Bank and Inter-American Development Bank.

We have also communicated to Brazilian Government officials the importance we place
on meeting legislative mandates and will continue to consult closely with them to

moritor consistency of Brazil’s IMF -backed economic adjustment program with those
mandates

Consistent with our fegislative mandates, Brazil’s economic program supported by the
IMF mcludes the following features:

- Brazil has agreed to publish the LOLL
- The bulk of IMF support will be at penalty interest rates (300 500 bps a}: ove
regular IMF lending rates).

- Brazil’s IMF program contains a commltment to maintain an open international
trade regime. ’ ‘

- Spending cuts will fall disproportionately on the investment budget so as to
protect social programs that meet basic human needs. Other important savings
will come from pension system reform that will raise the minimum retirement age

to 60 for men and 55 for women -- demgned to curb the growing deficit i in the
- public pension system.

- Labor reforms will ensure continued protectlon of workers’ rights.

- Brazil will approach private sector investors to dlscuss their support of the
program.

We are also consulting with Brazil to ensure adequate protection of the environment and
the rights of indigenous peoples.

~ Backeround: At least 70 percent of the IMF program will be on SRF terms (420 percent of
quota, vs. 180 percent of quota on standby terms at normal IMF lending rates). That means
interest rates 300 basis points above normal IMF rates for the first year after the prograr]n is

approved, with the rate increasing 50 basis points after one year and 50 basis points every six
months thereafter to a maximum of 500 basis points over normal IMF lending rates.




How can ycu say Brazil is a victim of contagion when their fiscal deficit is nearly 8 percent
of GDP? ‘ ‘

. Brazil has made impressive strides toward reforming its economy in recent years but the
high level of the fiscal deficit remains a serious weakness that it needs urgently now to

address. That is why substantial fiscal adjustment is the centerpiece of the Brazilian
adjustment program.

. While the high level of public borrowing made Brazil more vulnerable to financial
pressures, it was not the immediate cause of the financial pressure on Brazil. En’aerging
markets around Latin America and across the world have been affected by a general
pulling back from emerging markets the wake of the financial crises in Asia and Russia.

. [t is also worth keeping in mind that:

- the level of Brazil’s public debt is relatively modest by international standards. It
will stabilize at less than 45 percent of GDP in the year 2000 under the

government’s new fiscal program, significantly below the level in many industrial
countries. ‘

- the deficits are due in large part to the high interest rates Brazil is presently having’
© to pay to service its public debt. With the restoration of confidence and (i:ontinued
- success in achieving low and falling inflation, we would expect interest rates to
fall and the fiscal deficit to decline accordingly. For example, if interest rates were
even reduced to 10 percent, the annual deficit would be halved.




What role will the private sector play in supporting Brazil?

We expect Brazil to present its program to the private financial community in the coming

days and we believe that these investors have a common interest in the success of Brazil’s
program.

Ultimately, the confidence of private investors will be necessary for Brazil’s program to
succeed. ‘ '

thy is Brazil asking the support of commercial banks but not of bondholders or other
investors? ' ~

The private investment community as a whole has a shared stake in the success of
Brazil’s efforts and we expect that Brazil will meet with a broad class of investors to
explain its program, not just commercial banks.

’ We believe that Brazil’s adjustment program represents the best way forward, if it is
‘ J p p

successfully implemented, and that investors of all types will find it in their interest to

support it on a voluntary basis including current bondholders.




Is the official money real? Will Brazil actually spend it?

N

. The commitments by the IMF, the World Bank, the IDB, the United States and (i)ther
nations underlines that the international community is prepared to provide real resources

on a temporary basis to Brazil in support of a strong Braz111an adjustment program aimed
at mamtamlng ﬁnanmal stability.

. Brazil’s economic program aims to restore the confidence of international investors as

quickly as possible. The sooner that happens the less likely that Brazil will acullally need
to use offlcml support

If needed:
+ - Official support gives Brazil a breathing space while it implements its adjustment
program.
Why are you helping a country wnth massive poverty and’ mequahty"
. Brazil’s development has been hampered by high rates of poverty and unequal

distiibution of income. Addressing these problems is a high priority for Brazil. But
finaricial instability would only aggravate poverty and inequality.

e Inﬂatxon hurts the poor disproportionately. The poor would be the first to suffer if
: inflation and instability retumed to Brazil..




Won’t Brazil’s austerity program hurt t}ie poor? -

. Fiscal adjustment is essential for preserving financial stability, reducing interesti rates, and
creating a basis for increased prosperity for all Brazilians. The poor would be the first to
suffer from the return of high inflation and financial instability.

* - The Brazilian government -- in cooperation with the IMF -- is working to help ensure
that social spending does not bear the brunt of fiscal adjustment efforts.




What if Brazil keeps losing reserves -- will you keep Iendihg it more money?

The official sector should not and cannot seek to replace private capital or finance capital
flight. In supporting the Brazilian program the international community is expressing its
desire to give Brazil the breathing space needed to take steps to restore confidence to
attract adequate private financing as soon as p0351ble -

We believe that Brazil's economic program offers the best way forward for preserving

stability, and that our support program will significantly improve the prospects for
SUCCESS.




Why do you need to provide bilateral financing now that the IMF has recewed $90 billion
from the quota increase?

The IMF is on course to provide a very large program of temporary conditioned financial
support for Brazil. The IMF resources will be the centerpiece of the mtemanonal
cornmunity’s support for Brazil.

Bilateral support is an important supplement to IMF assistance -- which is constrained by
the IMF’s need to retain adequate resources to meet future needs. ‘

The quota increase is in fact not in place. Ratification will take another month or two.

Bilateral support is indicative of the impbrtancé that we attach to Brazil’s success at a
time of intensified international financial contagion.




Is the ESF the Administration’s new tool for foreign assistance?

0 The ESF is not American foreign aid nor should it be considered as such. The p!urpose of
the ESF is to provide the United States with a flexible tool that can be used qui?kly for
financial support consistent with U.S. obligations in the IMF on orderly exchange
arrangements and a stable system of exchange rates.

Background:

The ESF’s enabling legislation, the Gold Reserve Act (as amended), states that|
“consistent with the obligations of the Government in the International Monetafy Fund on
orderly exchange arrangements and a stable system of exchange rates, the Secretary [of
the Treasury] ..., with the approval of the President, may deal in gold, foreign e;(change,
and other instruments of credit and securities the Secretary considers necessary.”




- The ESF

The Exchange Stabilization Fund (ESF)is a fund under the control of th
Secretary of the Treasury, acting with the approval of the President. [‘he ESF
was established pursuant to section 10 of the Gold Reserve Act of 1934 As
amended, that legislation authorizes the Secretary of the Treasury, with|the
approval of the President, to deal in gold, foreign exchange, and other
‘instruments of credit and securities "consistent with the obligations of the
Government in the International Monetary Fund on orderly exchange
arrangements and a stable system of exchange rates[.]" 31 U.S.C. 5302(b).

~ In addition, the ESF statute provides that a loan or credit to a foreign entity or
government of a foreign country may be made for more than six months1 ina
twelve month period only if the President gives Congress a written statement that

“unique or emergency circumstances" require the loan or credit be for more than
six months..

When originating this provision, the Senate Banking Committee recogniged a
nurnber of “unique or emergency circumstances” affecting either a borrower or
the international creditor commumty that might justify such loans or credits:

-~ A ccuntry might be hampered by natural disasters, embargoes
unforeseen economic developments, political assassmatlons or other
catastrophic events;

-- Adequate funds from the IMF or other international financial resources
might.be unavailable for the purposes of assnstmg a country so affected.

In the case of Brazll, a number of these factors are present:

-~ The rapid loss of foreign investor confidence caused by ﬁnancxal events

- outside of Brazil are “unforeseen economu: developments” of s:gmﬂcant
magnitude.

-- However, it is clear that IMF resources can be uscfully supplemented by other
[FI and bilateral loans.

In the past, the ESF has been used On numerous occasions to provide short
terrn swaps of less than six months to other countries. In a few mstancés the
ESF has been used to provide guarantees for sovereign loans. On two
occasions (1982 and 1995), the ESF was used to provide longer term Iolans to
Mexico. The United States also offered, as part of the 1995 Mexico Support

program, to guarantee Mexican borrowing from the private capital markéts, but
Mexico never activated the guarantee program.
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ASSISTANT SECRETARY

'MEMORANDUM FOR SECRETARY RUBIN
| DEPUTY SECRETARY SUMMERS

FROM: ' Txmothy F. Geithner
. Assistant Secretary - International Affairs

SUBJECT: | Brazil -- fiscal program implementation update ,

- Summary: Brazil's Congress has approved tax and spending measures expected to generate 1%
of GDP in deficit reduction.next year, out of 3.4% of GDP in planned fiscal cuts at the|federal
level. The government is somewhat ahead of the expected schedule in gaining Congressional
approval of the program and has accomplished all the prior actions for first tranche IME
disbursement. The toughest challenges to completing the fiscal adjustment and meetlnlxg
conditions for second tranche disbursement will be Congressional approval of the increase in the
Financial Transactions tax (constitutional amendment - 0.8% of GDP) and imposing social
security taxes on government retirees (ordinary law - 0.2% of GDP). The market perception is
‘that the government has done a good job so far on the fiscal adjustment package.

Congressional and Government Actions to Date: Measures Passed -- On November 18,
Congress approved a measure raising the “COFINS” corporate social security tax from 2% 10 3%
and extending its coverage to include financial firms (0.5% of GDP revenut yield in 1999)
Congress also approved, with ample margins, a controversial measure allowing the government
to impose social security taxes on government retirees -- though Congress must still approve the
specific tax rate and other implementing measures before the tax takes effect. Congress also
approved two other implementing laws for social security reform.

On November 11, Congress approved a measure transferring judicial deposits in tax disputes to
government coffers (one-time 1999 revenue yield of 0.2% of GDP). On November 4,|the
Government overcame the last obstacle to final approval of the Social Security Reform
constitutional amendment (1999 savings of 0.3% of GDP, rising to 0.6% in 2000 and 0.9% in
2001), defeating opposition amendments that would have diluted much of the savingsl. )
Measures Submitted -- The government submitted the 1999 budget to Congress on November 9,
and the Financial Transaction tax constitutional amendment on November 18. Those lare prior

actions, together with passage of social security reform, for first tranche disbursement by the
IMF. .

b

Next Steps: A

1. On November 25, Congress is expected to vote on the remaining social reform i,mtplementing
measures, including a 9% surcharge on public employees earning more than $1,000 per
montki (0.1% of GDP revenue impact in 1999). \
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. The 1999 budget, including 1% of GDP in discretionary spending cuts, will hkely be
approved without difficulty by end-December. :

. ‘Congress will likely vote in January on implementing législation for the Administrative
Reform constitutional amendment allowing dismissal of government employees (0.1% of
GDP in expected 1999 savings). The legislation (in the form of a Complementary [Law) must .
be approved by a majority of total members in both chambers.

. The two laws subjecting government retirees to the 11% Social Security tax and the 9%
surcharge will come up for a vote in January (0.2% of GDP revenue impact). This is viewed
as the most politically contentious issue in the government’s fiscal program, but
Congressional approval of the measure may not be as difficult as expected. Congress .
approved with ample margins the measure subjecting retirees to the tax in principle, and the

goverriment needs just a simple majority of members present to approve the implementing
laws.

. Final approval of the constitutional amendment increasing the financial transaction tax from
0.2% to 0.38% (0.8% of GDP revenue impact) is expected by January. But the cumbersome
proceclural requirements for constitutional amendments -- a 3/5 majority of total members in
two separate votes in each chamber -- may delay approval after until the new Congress takes .

office on February 1, 1999. The government may be forced to accept a rate increase to 0.3%
instead of 0.38%. :

. Brazil has told the Fund, but not yet announced publicly, 5 additional measures wlith an
expected yield of 0.4% of GDP: a tax on insurance operations, gasoline tax increaitses, oil
sector deregulation, social security contributions from employees of charitable organizations,

and cuts in transfers to states and municipalities. The timing of those measures is|not yet
clear.

=0 AFT




- TIME LINE FOR IMPLEMENTING BRAZIL’S FISCAL PROGRAM
(updated November 20, 1998)

- Congressional Actions &

. ' . __ 3 L ) d d J

= tranche condition

Description of Measure 1999 Fiscal Legal Form' Expected Final Other comments
' Impact Congressional  Linkage to Fund Program
, (%GDP) Approvall | :

FEDERAL GOVERNMENT FISCAL MEASURES 3.4% H
Social Security Reform: includes measurés to set minimum 0.3% Constitutional Approved ° | Approval is a prior action Final promul-gation by
retirement ages and cap benefits for public employees. amendment 11/4/98 : 12/15
Judicial deposits transferred to federal gdvemmcnt: Deposits 0.2% Provisional Approved N.A. Accelerates govt.,
made in tax disputes incorporated into tax revenue ' Decree’ 1171198 access to the funds -
COFINS “social tax” — imposed mainly on large firms: Rate 0.5% Provisional Approved Approval a condition for 2™ Thought contentious,
increased from 2% to 3%, and coverage broadened to banks. Decree’ 11/18/98 tranche disbursement but approved w/ ease

Social Security tax 9% surcharge on public employees earning - 0.1% Provisional Expected | Approval a condition for 2™ Procedurally easy but
more than 1,200 reais ($1,000) per month . Decree’ . 11/25/98 tranche disbursement ) a contentious issue
Cuts in discretionary spending: primarily investment and health 1.0% Annual budget By end- Govt submission to Congress a | Not hard politically,
& education; these items account for just 20% of non-interest : December, 98 | prior action (11/9); approval a | but complicated in
spending; cuts to fall primarily on investment spending. 2* tranche condition procedural terms.
Administrative Reform implementing legislation: Laws to set. 0.1% Complementary | By end-January, | Approval a condition for 2 Fiscal impact grows
guidelines for implementing Administrative Reform -- a o Law 1999 tranche disbursement over time. Lengthy
constitutional amendment approved in June allowing dismissal procedural process, but
of civil servants for poor performance or for budgetary reasons. not contentious

Social Security tax -- imposed on public sector retirees: Two 0.2% Ordinary Laws® | By end-January, | Approval a condition for2® | Very contentious; 1*
laws subjecting them to current 11% tax and 9% surcharge. . 1999 tranche disbursement | step approved 11/18
Financial Transactions Tax increase: Rate to rise from 0.2% to 0.83% Constitutional | By end-January, | Govt submission to Congress a | Procedurally difficult;
0.38% in 1999, falling to 0.3% in 2000 and 2001. Amendment 1999 prior action (11/18); approval | medium contentious;

¢ May D¢ red ¢l

!Constitutional amendments require two separétc votes with a 3/5 majority of total seats in both houses of Congress. Complementary laws require two
separate votes with majorities of 50% + 1 of total seats in both houses of Congress. Ordinary laws, some of which can be implemented initially by provisional
decree (see note 3), require one vote with a simple majority of members present in each house of Congress. Tax increases take effect after 90 days.

2Estimates, based on procedural issues and expected dégree of political contentiousness.

The government may implement some ordinary laws by provisional decree, which have the force of Iaw for 30 days (extendable) until/uniess Congress

rejects the measure.



BRAZIL FISCAL PROGRAM TIME LINE (continued)

Description of Measure 1999 Fiscal Legal Form Expected Final Congressional Actions & - Other comments
Impact Congressional Linkage to Fund Program
{%GDPR) -Approval o
FEDERAL GOVERNMENT MEASURES (cont.) _ ‘
Fiscal Stabilization Fund extended through 2006: Effectively 0.0% Constitutional By end-1999 | Approval a condition for 2° Fiscal impact by 2000
reduces revenue sharing with state & local governments Amendment v tranche disbursement if lower revenues for
: : states —> spending cuts
Measures not yet announced 0.3%
Tax on Insurance Operations 0.04% | Prov. Decree Not yet known
Gasoline Tax Increases 0.1% Ministerial Not yet known
Decree
Oil Sector Deregulation 0.1% |  Ministerial Not yet known
Decree
SS Contributions on Charitable Organization Employees 0.1% Ordinary Law Not yet known
STATE AND LOCAL GOVERNMENT MEASURES 0.5%
Legal & institutional changes to enhance fiscal discipline:
Fiscal Responsibility Law -- sets spending and borrowing Not yet known Early 1999 Fund stafT in intensive
ceilings on state & local governments; allows federal discussions w/ Brazilians on
government to impose sanctions on violators these issues
Administrative Reform implementing legislation -- limits
state & local government payrolls to 60% of expenditures - See Previous Page
" (some currently exceed 80%), with transition arrangement
STATE-OQWNED ENTERPRISES 0.3% Administrati'}e N.A. N.A. Implementation by
Action Federal govt..is the
| key to fiscal impact
4.2%

TOTAL MEASURES




