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EXECUTIVE SUMMARY

The debate on sequencing has revolved around two major issues. what sequencing can
facilitate the implementation of reforms and maximize their net benefits, and what needs to
be done to avoid reversibility. To shed new light on these two issues, the paper firstly reviews
the literature on sequencing, which is organized within a historical perspective to the extent
that the arguments can be associated with particular historical contexts or events. Secondly,
the paper analyses the sequencing of liberalization reforms in Brazil in the 1990s, in
particular the rationale behind the sequencing pursued which, unlike the conventional
wisdom, had capital account liberalization implemented simultaneously with other major
reforms. Was the order pursued compatible with sustainability? What, and how, political
factors and policy objectives have influenced the order and pace of reforms? The study
concludes that although there was a rationale behind the order of reforms undertaken, the
analysis of a few key sustainability indicators show that the policyregime was not sustainable.
This was explained by a combination of policy inconsistencies and the fact that the potential
benefits of capital account liberalization, for example in the form of new flows of investment
in the tradable sector, did not materialize in the levels originally envisaged.



INTRODUCTION

1. The liberdization of different markets in developing countries has been an issue extensvely
explored by the literature, at least since the early 1970s. Initiadly, much of the discusson was led by a
group of influentid economists to whom developing countries pursuing inward-oriented development
drategies were exhibiting less than satisfactory growth performance. Their work was to show that a
market-oriented economy was clearly superior to a controlled one on both efficiency and wdfare
grounds.

2. In an important contribution to the debate on sequencing, McKinnon (1986) draws the
attention to the fact that some of the reform outcomes can be perceived as specific, when gppropriately
placed in their historical context:

“...the case of the Southern Cone in the 1970s is hardly very pure; in that period virtudly dl the
less developed countries overborrowed, and then got themselves into a debt criss. This era was
complicated by recycling from the oil shock on the one hand, and then by what | consider to be a major
breakdown in the public regulation of Western @mmercial banks on the other. The result was gross
overlending by banks in the world economy at large, and to the Third World in particular’ (page 219)”.

3. The hypothesis raised by McKinnon (1986), viz., that the internationa financia markets can
play an important role in how our judgement on the sequencing of reforms is formed as wdl as in the
results that such reforms can deliver will be explored here. This task will be pursued with the help of the
andllary hypothesis that such financid markets differ between the 1970s and the 1990s to the such an
extent that they generate specific reform outcomes. This hypothess is based on the well-documented
phenomenon that internationa financial markets in the 1990s gppear to exhibit new features and operate
differently due, inter dia, to underlying structurd changes in its various market segments as well as the
functioning of connected markets. Such changes are associated with the introduction of new regulaory
sttings in developed countries, and with informationd innovations that have pervaded the services
sector.

4, The failure of the Southern Cone liberalization attempts over the late 1970s and early 1980s
brought greet attention to the dynamic aspects of markets liberdization, in particular to the need to
better understand the problems associated with the sequencing and speed of reforms. Numerous studies
emerged to discuss the issue, focusing particularly on the gppropriate order of liberdization of two,
closdy inter-connected, parts of the baance of payments: the current and the capitd accounts.
Anayticd frameworks were developed to explore the subject, but it was amply recognized that the
mogt pertinent insghts were owed to the careful anadlyss of the above mentioned liberdization
experiences. From such experiences a consensus emerged that reforms should be sequenced, with
capita account liberdization coming last.




5. This dudy shdl invedigate the liberdization reforms in Brazil in the 1990s. The Brazilian
experience is paticularly interesting and casts new light on the issues of sequencing, since it chalenged
the consensus on the order of reforms established in the 1980s. In particular and most importantly,
capital account liberalization preceded the 1994 stabilization plan. Furthermore, Brazil shares with other
reforming countries in the 1990s both opportunities and problems in connection with externa capitd
flows, thus permitting to examine their time-specific effects (but common across countries) over the
process of reforms.

6. The paper is organized as follows. The literature on sequencing of liberdization reforms, with a
focus on the trade and capital accounts, is reviewed in chapter | and is followed by the case study on
liberdization reforms in Brazil in the 1990s (chapter I1). This case Sudy is divided into three sections.
Section A investigates the macroeconomic objectives underlying the sequencing of reforms, whereas
section B focuses on the specific role of capita account liberdization. Section C addresses the crucia
issue of sugtainability of reforms.




Chapter |

LITERATURE REVIEW

7. Two interrdlated aspects of the process of reforms were of particular concern in the sequencing
literature of the 1980s. The first referred to the question: what order could facilitate (and make viable)
the implementation of reforms in their entirety? The second had a more long-term perspective and was
embedded in political economy consderations. once implemented, how could reforms be sustained?
Crigs episodes were carefully examined because they were very costly but above dl because they
tended to blow up reforms.

8. Sudtainability remained a key issue in the 1990s. However, unlike the 1980s and early 1990s,
the concern with the revershility of reforms has been snce then gradudly overshadowed by the
discussion of a different type of sustainability: that of policy regimes of dready liberdized economies.
This shift of focus seems to be explained by the fact that many middle-income countries that have been
the object of case sudies have undergone reforms whose revershility is seen lately as not only
undesirable but implausible, despite the criss episodes involving emerging market economies in the late
1990s.

9. A conventiona explanation why reform reversd sounds implausible b that a more ambitious
versgon of the Washington consensus would have won the ideological debate over what economic
model can maximize growth and wdfare. In fact, the Washington Consensus as summarized by
Williamson (1990) would look rather timid when confronted with the reform experiences that were
implemented shortly afterwards in Latin America. What has been less noticed is the fact that externd
capitd that had flown away from crisis countries has returned once these countries changed their policy
regimes guaranteeing in this way the continuity of reforms.

10. The literature on sequencing has examined the above issues by reying on a number of
gpproaches. Initidly, welfare economics was a basic framework used by economidts in gatic andysis.
However, since the sequencing problems were essentidly of dynamic nature and adthough efforts were
made to apply welfare theory to the study of dynamic issues, other andytical frameworks grounded in
macroeconomic theory were developed to explore the dynamics of economic reforms.




11 To complement this, the political economy of reforms was relied upon as a body of knowledge
that provided key ingghts into the matter. Within these gpproaches the following aspects have been
addressed and extensvely discussed in the literature macroeconomic and welfare effects of
liberdization reforms, adjusment codts, credibility issues and the raion between stabilization and
liberaization. Mogt academics and policy-makers devoted to the topic have incorporated eements of
these different gpproaches in their analyses, as no theoretica framework would be sufficient to address
sequencing problems in their entirety. These approaches therefore should be seen as complementary
rather than conflicting.*

12. This study adopts McKinnon's early view that our judgement on the sequencing of reforms is
very much influenced by the way financid markets operate, and therefore try to organize the literature
review within ahistorica perspective. The arguments supporting one or another sequencing of reforms —
or no sequencing a dl - that will be highlighted here are those raised by the literature irrespective of
their association with a particular approach. They will be presented in a chronologica order to the
extent they can be associated with a particular historical context or event. The macroeconomic and
political economy aspects of reforms will be prioritized in this review because these are the ones that will
guide the discusson on sequencing in Brazil.

A. The 1970s: the sequencing of | M F-supported stabilization programmes

13. The sequencing issues were dready explored in the early 1970s when proponents of
liberalization policies assessed the benefits and costs of trade and capital account liberalization based on
their andlysis of the IMF sponsored stabilization programmes many developing countries had adopted
snce the late 1950s. These programmes used to entall in varying degrees liberdization measures in the
external sector of the economies concerned.

14.  Thefird mgor indghts into the problems associated with the sequence of liberdization came
from McKinnon (1973), whose stylized description of the order of events associated with stabilization
and liberdization encgpsulates many of the issues examined below. He discusses the order of
liberaization of the current and capitd accounts of the balance of payments based on his assessment of
stabilization programmes adopted by developing countriesin response to balance of payment crises.

! The point that different approaches should be seen as complementary is made by Toye (1998), who also proposes a
critical path analysis (CPA) as an encompassing framework to explore sequencing issues.




15. McKinnon implicitly shared with the IMF the traditiond view that such crises basicdly reflected
excess domestic absorption, which resulted in inflation and an overvaued exchange rate. His mgor
concern was that liberaization measures which accompanied stabilization programmes had normdlly
been reversed, arguably because distortions tended to be aggravated rather than reduced in stabilization
packages that combined partia trade liberalization measures and reliance on foreign capitd.

16. In McKinnon's view a tha time, trade liberdizaion should be implemented in depth and
preceded by fiscd adjusment and domedtic financid liberdization. Domedtic financid reforms were
seen as necessary to raise interna savings, therefore reducing the country’s dependence on externa
capital. The latter was seen as undesirable given its tendency to cause currency appreciation thus
generding a bias againg export activities and sending the wrong sgnd to economic agents.

B. Thelate 1970s and early 1980s. higher capital mobility and the Southern Conereform
experiences

17. The late 1970s witnessed higher internationa capita mobility, which magnified problems arisng
from baance of payments liberdization (Diaz- Algandro, 1981). In this new context McKinnon (1981)
reiterates that controls on external capital should be removed lagt, due to the undesirable effects on the
economy concerned more generaly, and on its tradable sector in particular, problems that he had
underlined and that gained primary attention with the Southern Cone stabilization experiences.

18. In his andysis of the Southern Cone stabilization attempts, Diaz Algjandro (1981) notes that the
countries: move towards liberdization in the context of more fluid internationa capital markets included
reforms in the domestic financid markets with relaxation of redtrictions over externd capital movements.
Defeeting chronic inflation was a key objective and a pre-announced exchange rate devauation was
used as atool to co-ordinate inflationary expectations. According to him, such an exchange-ratepolicy
proved perverse because under liberdized financid markets it resulted in an overvalued exchange rate,
massive capita inflows and further digtortions in the price system, pendizing particularly exporters and
domestic manufacturers of import-competing activities.

19. This analyss led Diaz- Algandro to concur with McKinnon that other reforms in the domestic
financid market and trade regime should precede capitd account liberdization. Diaz- Algjandro (1985)
even suggests kased on his andysis of financid distress that some capital account control appears
inevitable for al but those very few countries with highly developed domedtic financid system. Attention
was given to exchange rate overvauation, not just because of the macroeconomic disruption it was
perceived to cause, but aso because of its effects in terms of wefare and adjustment costs (which
reinforced its negative macroeconomic consequences), and the array of speculative-induced behaviour it
was believed to trigger.




20. Edwards (1984) among others points out that the smultaneous liberdization of current and
capital account is not advisable because unnecessary adjustment costs may be incurred. Given that
financia markets tend to adjust more quickly than the goods markets, and that the liberdization of such
accounts have opposite effects on the exchange rate - opening the current and capital accounts leads to
depreciation and appreciation, respectively -, liberdization would result fird in exchange rate
gppreciation, inducing production factors to move towards the non-tradabl e sector of the economy.

21.  Ascapitd flows recede and the effects of trade liberdization start to be felt, the exchange rate
reverses its trgectory and becomes devaued, with production factors being re-channeled to tradable
activities? Some economists advocate synchronizing liberdization measures in order to avoid such
swings of factors between sectors, while Bruno (1985) makes the point that in addition to adjustment
cogs smultaneous liberdization may imply irrevershbility (due to investment lags and habit formation)
with negative wdfare costs.®

22.  While trade economigs contributed anayticaly to the further understanding of welfare and
adjusment costs of liberdization, a number of internationa finance and macroeconomists darted to
gpproach the output effects andyticaly by usng macroeconomic frameworks and providing smulation
exercises (e.g. Harberger, 1986; Khan and Zahler, 1983).

23. Harberger (1986), for example, centres atention on the impact of surges in capitd inflows on
macroeconomic variables other than the exchange rate. The author provides some smulations based on
a standard macro modd which show that when capitd inflows are spread over alonger period of time,
output oscillations around its mean become consderably smoother. This would recommend that not
only the quantity but also the speed of absorption of capitd flows would have to be taken into account.

24. Harberger also addresses welfare issues, with the hypothesis that the supply curve of foreign
capitd is upward doping for developing countries, including the small ones, because such countries bear
arisk premium for the country risk. This implies a divergence between the average and margind cost of
internationa credit, which generates a negative externdity. A partid liberdization of the capita account,
for example in the form of the use of taxation to tackle the externdity problem, would be seen as afirst

best policy.

2 However, Edwards (1984) raises the argument that if capital inflows are sustainable, alower exchange rate should be
perceived not as overvalued but as oscillating around its long-run equilibrium level. As restrictions on capital
movements are relaxed, capital inflows are expected to jump initially, but then to gradually slow down to the point
they reach a magnitude compatible with a sustainable level of externd debt ( p. 5).

® The sectoral effects of capital account liberalization are modeled (with analytical results) in Edwards (1986).




C. Thelate 1980s. smultaneous stabilization and refor ms?

25. Until the late 1980s a certain consensus had been established that stabilization should be a pre
requisite for liberaization reforms to be implemented successfully. However, the protracted economic
ingahility in developing countries, especidly in the Latin American region due to the debt criss, together
with pressures from the internationa community for these countries to undertake broad structurd
reforms brought back to the centre of the debate whether gabilization and liberdization should be
pursued smultaneoudly.

26. Edwards (1992) in the wake of ambitious stabilization-cum- liberdization initiatives in dmogt dl
over Lain America argued that in countries of low and middle inflation level smultaneous Sabilization
and reforms seemed feasible. But in high inflation countries stabilization should be tackled first in order
to avoid problems with competing ingruments. The key competing instrument was the exchange rate,
required to devalue br liberdization to be successful, but which tends to gppreciate in sabilization
programmes which rely on the exchange rate as a nomina anchor to guide prices and expectations. A
second ingrument was the reduction or dimination of tariffs that affect tax revenues negatively.
Uncertainty associated with high inflation was aso pointed out as a mgor reason for defending
dahilizing fird, as it is believed to affect investors decisons, with investment going to the ‘wrong
Sectors.

27.  Thisview was however contested by Latin Americanbased researchers to whom the two-
sage- approach with stabilization being tackled first and liberdization second, ignores the macro-micro
dynamic interactions between these two stages (Fandlli and Frenkel, 1993)*. The understanding of the
micro-mecro interrdations proved useful later in interpreting the initid results of dabilizetion in Latin
Americain the 1990s that were carried out together with sweeping economic reforms. In the case of
Brazil (which will be discussed below in detail) a particular feature was the need to address high and
chronic inflation and the reliance on reforms as indruments to achieve the gtabilization objective. A
particular ingrument was the use of externa capita as a Sabilization tool.

28. It has been seen that a key feature of the Southern Cone stabilization experiences in the late
1970s and early 1980s was the use of a fixed exchange rate in guiding expectations in stabilization
programmes. In spite of such failing experiences the exchange rate was again used as a key
microeconomic tool in stabilization programmes, thus reviving the discusson on its potentia benefits and
cods. Although seen with cavests, some admit that this may prove useful for high inflation countries.

* 1t should be noted that these researchers were critical of the conventional approach to stabilization and supporters
of policiesthat tackled structural problems, and not of liberalization of markets in the fashion proposed by defenders
of sweeping reforms.




29. Sachs et d. (1995) acknowledge that a pegged exchange rate can be an effective instrument to
combat inflation, provided its use is restricted to the early stages of an inflationary programme. The
problem rests on how to move from a fixed to a flexible exchange rate regime. They put in doubt the
deeply ingrained view among economigts that credibility is a key factor for the success of a programme
based on a fixed exchange rate regime, being fundamentally associated with government’s commitment
to such aregime. Their view isthat not just commitment to such regime matters but the authorities ability
to sudain it. (Lately in view of repested currency crises in countries with fixed exchange rate regimes,
the tide turned srongly againg the fix-exchange rate option and in favour of inflation targeting within a
flexible exchange rate regime).

30. The credibility approach — and indeed the politica economy of reforms - permeated the
discusson on sequencing throughout the period under andys's, but became highly popular as experience
on the subject accumulated, offering key ingghts into the discusson and being used both to support and
deny the appropriateness of sequencing.

31 Contrary to most economists until the mid-1980s, La (1986) by that time— and earlier than that
aswdl — advocated the immediate capita account liberdization with the adoption of a floating exchange
rate regime. He questions the assumptions of omniscient governments (required to tax capitd flows
optimaly and to manage the exchange rate) and myopic agents (who cannot redlize that the initia red
exchange rate appreciaion ‘scenario’ will be reversed), as wdl the indtitutiona lacunae in developing
countries such as the absence of forward exchange markets. Grounded in a political economy
reasoning, he argued that the key factor behind faled liberdization attempts rests on the credibility
attached to governments and their palicies.

32. Edwards (1984) a0 turns to credibility arguments, but to support the view that smultaneous
liberdization of the capitd and current accounts may prove pernicious. If trade reforms were not
credible, import-competing firms which would go bankrupt in a context of liberdized trade can instead
survive by borrowing externd capita from abroad under the belief that trade reforms are temporary.
Along the same lines Calvo (1987) argues that if just one component of reforms is not credible, the
liberdization of other markets will have negative wdfare effects. For example, the lack of credibility of
the trade reform, when accompanied by liberdized capita flows movement, may lead to excess of
imports and welfare losses (cited by Edwards, 1992).

33. The credibility argument can aso be extended to the speed of trade reforms (see Edwards,
1986). According to Bruno (1985), a pre-announced path of gradud tariff reduction would be
preferable to a sudden and drastic drop of such tariffs if such a policy were perceived as credible. If
agents however expect policies to be reversed, investment will be channeled to the wrong indudtries.
Edwards (1995) argues that when reforms lack credibility, firms are less inclined to undertake effective
restructuring.
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3. In a critica assessment of the sequencing literature, Fandli and Frenkd (1993) observes that
reforms andydts tend to conclude that credibility is a phenomenon very much associated with the speed
of reforms. Decisive policy actions towards quick and deep changes may persuade economic agents
that reforms are not to be reversed, making them abide with such reforms rather than fight againg them,
through economic or politicd means. Thus, credibility of reforms may be rlated to the government
commitment to them, but also with the way these are formulated and implemented (see dso Edwards,
1995) or with government’s past actions (on this point see Choksl, 1986; Falvey and Kim, 1992).

35. Bhattacharya (1997) presents the argument that a gradual approach may be more appropriate
snce it may avoid disruptions that in turn may block reforms, while giving time for the emergence of
reform’s beneficiaries that can lend support to such reforms. Based on similar sort of political economy
reasoning, other economists are led to opposite conclusions. Krueger (1986), for example, puts
forward the view that a graduad removal of trade barriers is not advisable, because reform losers will
have time to build politica pressure againgt reforms.

36. The economic and politica weakening caused by successive faled stabilization attemptsin Latin
America in the 1980s led observers like Fandli and Frenkd (1993) to cdl atention to the following
crucia aspect of the palitical economy of reforms that is not properly addressed by the sequencing
literature. The inconggtency between the implicit cdl for a strong State to implement reforms
successfully and the fact that in many countries the State lacks the cgpacity to implement such reforms
or to design an adequate and feasible programme of reform (p. 83).

D. The 1990s: thetransitional economies, shock therapy and private capital flowsto the
emer ging economies

37.  The engagement of the trangtiond economies in market reforms in the early 1990s was a
watershed in the debate on sequencing. Their reform experiences were supported and sometimes
assisted by western economists who advocated the shock therapy. This consists of comprehensive
reforms that include, in the words of Sachs (1994), price stabilization and decontrol coupled with
currency convertibility right a the beginning of a programme of reforms, together with speedy trade
account opening and other deregulation measures in domestic goods markets. Privatization was dso
recommended to start quickly, but this was admitted to be a gradua process (pp. 29-30).

38.  Theargumentsin favour of the shock therapy rely on welfare theory — quick remova of dl sorts
of digtortions to maximize efficiency and wefare —and political economy arguments of the sorts dready
mentioned: move fast before political resistance builds. Gradudists instead defend a two-track reform
drategy in which a de controlled, private-based economy coexists with a gill regulated state-owned
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sector until market indtitutions can be established, s0 asto avoid a vacuum of indtitutions.® Other politica
economy reasoning in favour of gradua reformsis that to be solid and sustained these need to be based
on a broad politica codition that takes time to engineer.® The inclusion of a socid safety net in the
programme of reforms was seen as crucid by gradudists but dso admitted by shock therapists as an
important component of the whole package.

39. McKinnon (1991) dso defends a gradua stance regarding privatization, but for fisca reasons.
According to him, time is required to implement a broad tax base that can replace revenues from
government-owned enterprises. Otherwise a balanced public finance and price stability which should be
at the forefront of a successful reform programme are put & risk. A gradudist strategy is by McKinnon
seen as important for the whole reform package, whose sequencing should be: stabilization-domestic
financid liberdization current account opening with capita account coming last.

40. The early 1990s were also marked by another mgor event, which was the resumption of
externd private capitd flows to middle-income developing countries — and then trangitiona economies
aswdl - that in the 1980s had been severdly rationed of foreign credit. Many of these new recipients of
foreign flows aso embarked on comprehensve reforms in the lines recommended to trangtiond
economies, despite their marked structurd and indtitutiona dissmilarities.

41. The widespread adoption of market reforms across different countries and regions in the world
would be in the view of some just reflecting an ideologicd shift towards market liberdism (McKinnon,
1991, p. 2). For others, however, the reasons why historically highly controlled economies embarked
on reforms were less clear. Rodrik (1996) for example discusses a number of factors that may trigger
reforms. A deep crisis is seen as an important factor, which dso might hdp explain why these arein the
end adopted in such a broad fashion.

42. Rodrik (1996), however challenges the view that reforms are triggered by deep crises, first
because the argument seems tautologica and second, for the lack of logic in the need for reformsto be
broad, like the ones adopted in Latin America, as in his view what Sabilization requires is
meacroeconomic policies and not a whole package that includes microeconomic reforms. He insteed
searches for nore logicad explanations in andyticd sudies, one of which presenting the argument that
the degree of cohesion in society linked to the expectations over the digtributive burden of reforms
would be the key factor behind their adoption (Rodrik, 1996, based on Alesinaand Drazen, 1991). He
interprets it by arguing that societies with better ditributiona records would exhibit a higher degree of
cohesion being therefore more prone to reforms.

® These arguments can be found in areview offered in OECF (1995) ‘ Transitional Strategies and Economic
Performance: ‘ Gradualism’ Revisited’, OECF Discussion Papers No. 8, September.
® See Rodrik, 1996, who discusses different perspectives on the subject.
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43, Moving forward from the discussion on what is needed for reformsto be triggered, a number of
factors or conditions have been identified as necessary for reforms to be sustained, based on palitical
economy andyss. These and many others are presented in Williamson (1994, summarized in Rodrik,
1996, p. 32), and include two that can be seen as conflicting with each other: i. reforms should be
comprehensve and of rapid implementation; and ii. they should have a solid base of palitical support.
The former condition fits well with the shock thergpy proposed to trangitional economies in the 1990s,
while the latter is in dlose connection with the notion that consensus should be carefully built, caling
therefore for gradudism.

44, The 1990s witnessed a number of sweeping reforms across the world that did not reverse
despite criss episodes. This appears to be reorienting the debate from the focus on the sustainability of
reforms to the sustainability of policy-regimes, this being an important andytica distinction underlying the
latest developments in the sequencing debate. The reason why reforms have been carried out or
maintained despite crisis episodes has not been explored as yet, but seems to us to be associated with
the availability of private capitd flows to emerging economies. This factor was absent in the 1980s and
thus may explain why at that time macroeconomic policies and reforms were atogether reversed by an
economic crisis.

45.  The currency and financid crises that affected East Ada, Russa and Latin Americain the late
1990s have given a new breath 1 the sequencing proponents, whose arguments, though refined in the
early 1990s as a response to the shock therapy approach, had stayed in the backstage for some years.
The sequencing debate is back however in a more confined territory, focused on the liberdization of the
capita account and being motivated by concerns regarding the sustainability of policy-regimes and no
longer of the reforms themsdlves as just mentioned. It is our view that this trend may last to the extent
that private capita flows cortinue to provide finance to reformed economies.

46.  The group of sequencing proponents has received unexpected dlies, who have defended
phasing the capital account liberdization, dthough some would gill be more comfortably identified with
full capital account convertibility. The argument for phasing capital account opening has been associated
with the admisson of market overreactions to negative Sgnds, herding behaviour, sudden change in
investor sentiments and contagion (Fischer, 1998). These dements are seen as globa factors that, in
conjunction with the domestic ones that called for capita account restrictions in the 1980s, determined
the successive currency and financid criseswitnessed in the late 1990s.
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47. The pre-requistes for moving toward full capita account convertibility consss of the
drengthening of the domegtic financid system, basicdly by establishing or improving a supervisory
framework and prudentia controls (Fischer, 1998). In the words of Garber (1998), this should include
upgrading supervisory personne, risk-control management, provisond rules, bankruptcy laws, capita
requirements and proper accounting systems (p.29), in addition to others such as the requirement of a
minimum degree of hedging in foreign currencies to reduce foreign exchange risk. Some would point out
the difficulties in pursuing that task without promoting ‘unfair competition’, unless such prudentid rules
could be internationdly harmonized (Cooper, 1998).

48. Others (e.g. Dornbusch, 1998) agree with Mckinnon's early postion of dimingting financid
represson and the current one of adopting stringent prudentid regulations, accompanied with
mechanisms to assess vulnerability (rather than sustainability). In addition, he defends rapid liberdization,
once the banking system is de-repressed and regulatory inditutions in place, together with the pursuit of
a preventive srategy based on: structuring the debt maturity, hedging ligbilities, increasing reserves and
the crestion of backup facilities (i.e. access to international insurance by the domestic banking system; p.
26).

49. A more critical gpproach has been taken by another group of academics, like Rodrik (1998)
who smply questions the wisdom of capitd account convertibility a al by arguing that empiricd
evidence disproves the thess that there is a positive causal-relation between capita opening and growth.
Others are focusng on the need to redesign the internationd financial architecture, and to create
mechaniams for regulating players (e.g. mutua funds) and instruments (derivatives) that in recent years
have gained increasing prominence and power in the internationd financid markets, while on the
domestic Side to adopt controls over short-term capitd inflows, believed to be more volaile and
therefore potentidly disruptive (eg. Griffith-Jones, 1999).
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Chapter |1

THE SEQUENCING OF LIBERALIZATION REFORMSIN BRAZIL

50. In the early 1990s severd countries in Eastern Europe and Latin America adopted broad
liberdization reforms in the fashion recommended by shock therapists. As it was previoudy seen, the
main characteridic of such a strategy conssts of pursuing reforms in various fronts smultaneoudy and at
high speed. The design of the package of liberdizing measures adopted in Brazil in early 1990 was
ingpired in this type of reforms. The purpose of policy-makers was to rapidly transform Brazil from an
inward-looking, highly inflationary country into a market-based, competitive economy founded in
economic ability and fully integrated in the world markets.

51. The purpose of this study isto examine such broad market reforms, with afocus on the order of
the liberadization of the current and capita accounts of the balance of payments. Unlike other studies
amed at evauating the reforms themsalves, we intend to look at the results reforms were capable of
generating in so far as this can hdlp illuminate the sequencing issues.

52. The objective is essentidly to try to answer the following question: was the sequencing adopted
in Brazil appropriaie? This question involves both short-term, operationa problems associated with the
process of reforms, as well as concerns of a broader perspective. These short- and long-term
dimensions will be addressed separately, in two parts.

53.  Thefirg part, with a focus on the short- and medium-term issues, will address the questions:
was it wise to liberdize the capita account when the trade account opening was il at its early stages?
To what extent did the capital account opening contribute to the implementation of the whole package
of reforms and to the stabilization objectives being pursued smultaneoudy? In other words, an attempt
will be made to evauae the extent to which the drategy pursued facilitated the implementation of
reforms, by making them more feasible (both technicaly and paliticaly) and less costly than would
otherwise be.

. The second part will take a more long-term perspective. It will examine the extent to which the
srategy pursued was sustainable. Given the recent attention that the sustainability of policy-regimes has
received, the focus here will be on this type of sustainability and not that of the economic reforms (see
literature review). Different operationd indicators of sustainability as defined in Miles- Ferreti and Razin
(1996) with others proposed in the literature (e.g. Reisen, 1998) will be discussed: the balance of

payments solvency, baance of payments indicators, as well asthe trade and fiscd regimes.
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55. Before proceeding in the andyss of the short- and long-term effects of capitd account
liberdization on the process of reforms (to be pursued in sections B and C) in section A, we will briefly
describe the main features of the trade and capitd account liberdization with emphass on the context in
which these were undertaken as well as the role of politica and economic factors in affecting the speed
and timing of their implementation.

A. A brief description of reforms and their context

56. The package of reforms started to be implemented in Brazil in March 1990, when the newly
democraticaly dected Collor Government took office. This included a stabilization programme, thus
being aimed at smultaneoudy stabilizing prices and cregting a market- based competitive economy.

57.  Thedructura reform component was broad, covering various aspects of the economic system:
liberdization measures in the foreign trade regime and the currency markets, the dimination of a web of
subsdies and incentives long-established within the logic of import-substitution to support specific
sectors and indudtries, together with others geared to regiond development; an adminidrative reform
which included the lay-off of public sector workers and the extinction of government ingtitutes, and the
creation of measures for a privatization programme.’

58.  What triggered such broad reforms this time, after previous stabilization programmes that had
included only timid reforms? The combination of a very deteriorated economic Stuaion and a newly
elected Government could explain why such broad reforms were launched, but later it would be seen
that popular support rapidly eroded while organized politica groups built resistance to the point mgjor
components of the reforms programme were obstructed. The absence of solid socid and poalitica
support played an important role in reshgping the sequencing and timing of their implementation.
Reforms were dowed down consderably, especidly the privatization programme, but to a large extent
the fiscd adjustment as wel, owing to palitical and operationd obstacles. It will be examined here in
gregter detail the liberdization of the trade and capitd accounts of the baance of payments, whose
order and timing of implementation were influenced by politicd pressures, but perhaps more
predominately by short-term macroeconomic objectives.

" For adescription of the package measures see among others Baer, 1995.
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1. Theliberalization of the foreign trade and the capital account
11.  Theforeign trade®

59. Trade liberaization in Brazil has been a gradua process that was initiated in 1988 and
scheduled to complete by 2006. It can be divided into three phases®

a) 1988-1989
b) 1990-1993
C) 1994 onwards

60. The first phase — 1988-1989 — consgted of cutting the redundancies in import tariffs that had
been established many years before as part of the country’s import-subgtituting policies. The second
phase, initiated with the Collor plan | in March 1990, and concluded in 1993, was the most effective of
the three in promoting trade liberdization.*° It comprised the following measures!*:

the dimination of non-tariff barriers

asdectiveincreasein tariffs

the announcement of atimetable of tariff reduction, to be implemented in four steps: the
first in February 1991 and the remaining three in January 1992, 1993 and 1994. In
February 1992 the two last rounds of tariff reduction were brought forward to October
1992 and July 1993.

61. The gradud tariff reduction between 1988 and 1993 can be visudized in table 1. Between mid-
1988 and mid - 1993 the nomind tariff (weighted average) was reduced from 34.7% to 11.4%, while the
effective tariff went from 42.6% to 14.5%.

8 The basic reference for this sub-section is Kume(1996).

® This division has been suggested by Kume (1996).

1% Hay (1998) is among those who acknowledge that such trade liberalization was far from radical or rapid by
international standards, but that nonethel ess was significant enough to change the behaviour of the manufacturing
sector (p. 7).

1 For alist of the measures, see Boletim do Banco Central, section ‘ Princi pais Medidas de Politica Economica,
variousissues.
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Tablel
Nomina and Effective tariffs between over 1988-1993

(in per cent)
Taiffs Jy- Sep- Sep- Feb- Janr Oct- M- Dec Dec- 2006
1988 1989 1990 1991 1992 1992 1993 1994 1995
Nomind
Smple average 385 316 300 233 192 154 132 112 139 119
Weighted 347 274 254 198 164 133 114 99 11.5 10.6
average?
Effective®

Smple average 504 450 455 351 289 225 189 144 234 153
Weighted average 426 357 337 265 217 172 145 123 129 154

Source: Kume (1996), tables 1, 3and 4.

® The weight is based on the free-trade val ue added.

P Etfective protection is calculated by Kume (1996) and defined as the increase in value added under protection
relativeto the value added under free trade.

62.  This period can be characterized by a reatively predictable foreign trade liberdization policy,
when assessed in terms of the behaviour of import tariffs and the real exchange rate. Import tariffs were
reduced as initidly planned, except for the remaining two rounds of tariff reduction, which were brought
forward as part of an aggressive government initiative to combat increasing domestic instability.*? At the
same time, the red exchange rate was devalued over the period 1991-1992 (to compensate for the
previous gppreciation associated with the inflationary policy of the late 1980s) followed by a moderate
gradua gppreciation from then until mid- 1994, thus contributing to a smooth change in the trade regime.

63. By contrag, the tariff structure from 1994 onwards became more variable, with a further tariff
reduction in 1994 followed by a partid reversd by the end of 1995 (see table 1). Meanwhile, the red
exchange rate suffered a sharp appreciationin 1994, followed by a dow and gradua nomind (and red
under certain criteria) devauation from 1995 onwards.

64.  The further round of tariff reduction in 1994 was clearly determined by the price stabilization
objectives, which were firmly pursued that year with the implementation of the Redl Plan. This was an
ambitious exchange-rate based stabilization programme that included a monetary reform, aninitid parity
of the new domestic currency with the US dollar, and the further opening of the trade regime, the latter

2 Thisinitiative consisted of a set of measures that were implemented over a period of less than ayear, and included:
capital account liberalization (May 1991), currency devaluation and domestic interest rate shock (September-October
1991 in response to a mini-balance of payments crisis) and foreign trade liberalization (February 1992).
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amed at disciplining domestic prices. The tariff reduction in 1994 was dso determined by the common
externa tariff within the Mercosul regiona agreement, designed to be fully in place by January 1995.1

65. The taiff reduction initigive in 1994 seems to have contributed effectively to the price
sabilization objective (see below), but this had the negative effect of deteriorating the country’s trade
baance. This led to an increasing reliance on foreign capitd flows to finance the current account of the
balance of payments. In response to the sudden reversd of capitd flows caused by the Mexican crissin
December 1994, the Government raised import tariffs on those products whose import values had
greetly increased in the previous year.

66. Therefore, from 1994 onwards the import tariffs were used as an instrument to target
gabilization and the deteriorating external accounts. Their use was Seen as episodic responses to
macroeconomic problems, being accepted that the ultimate structure would be determined by the long-
term objective of providing the country with arationd tax system that contributed to a higher degree of
efficiency and competitiveness in the economy. The Mercosul regiona agreement has contributed to the
shaping of amore rationd tax system, indicating what its fina structure will be in the year 2006.

1.2. The capital account

67. The 1990 reform package was broad and ambitious, but measures involving the liberdization of
the capital account were absent.4

68. Liberdizing the capitd account together with other reform measures would not be in any case
convenient given that the package of measures had expected negative externd sector effects.
Liberdizing measures were thus initidly adopted during 1990, but limited to relaxing previous
redrictions on capitd movements such as profit remittances, capital return, payments overdue
associated with debt arrears, and the authorization of the issuing of commercid papers by the domestic
financid system, previoudy retricted to non-financid companies.®

69. In 1991, anew economic team led by the Finance Minister Marcilio Marques Moreira launched
a series of initiatives towards the liberdization of the capita account.® These included the further
opening of the domestic capital markets to foreign portfolio investment, the permission given to Brazilian

3 To the common external tariff agreed within the Mercosul thereisalist of exceptions, whose productsinclusion

has been flexible, sometimes determined unilaterally in response to short-term macroeconomic objectives and sectoral
demands, sometimes in negotiations with Mercosur partner-members. Their tariff rates are expected to converge to
the same point in 10 years, counting from 1995.

 Some limited capital account opening had taken placein 1987 with the permission of portfolio investment in stock
markets. Further liberalizing measuresin this areawould be undertaken only in 1991 (see below).

15 See Boletim do Banco Central , * Princi pais Medidas de Politica Economica’, various i ssues.

'8 Unlike his predecessor, Mr. Marcilio Marques Moreirawas seen as someone genuinely identified with a programme
of market reforms.
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companies to issue different types of securities abroad, and the adoption of tax relief over the issuing of
bonds in the international markets with maturity of over 2 years, as well as over profit remittances and
roydties by multinational companies.

70. Portfolio investment involved both the stock (and derivative) markets and fixed income (i.e.
bonds). Only inditutiona investors were permitted to invest in sock (and derivative) markets, but
rerictions in place since 1987 regarding composition criteria, minimum initia capita and permanency
period were abolished (Prates, 1998, p. 7). It was in the latter category — bonds markets - that the
government exercised varying degrees of control over time (Prates, 1998). In times of surges, it
restricted the entry of flows by raising tax and non-tax barriers, while a times of reversd, generdly
caused by criss contagion, it facilitated their entry ingead. The decison to tax invesment in fixed
income (i.e. bonds) and not stocks reflected the desre to interfere in the composition of different
categories of capitd flow and to reduce the monetary/public finance impact of flows used in the
acquisition of domestic bonds (Garcia and Valpassos, 1998).

71. Unlike other Latin American countries, non-resident deposits in foreign currency were
forbidden, as well as their ability to borrow in the domestic financial markets (Prates, 1998, chapter 1).
This means that capital account liberdization in Brazil was broad, but not as deep asin other emerging
markets.

72.  As regards externd borrowing, unlike the seventies when only nonfinancid inditutions could
operate with bonds, in the early 1990s financia indtitutions were aso permitted to issue them to raise
financid resources in the foreign markets (and new instruments were created for that purpose). These
resources could initidly be lent to industry, commerce and services. Later — 1995 and 1996 — banks
could dso lend to the agricultura sector, housing (building, mortgage) and export companies.

73.  Aswith certain modalities of portfolio investment, the Government varied the degree of controls
over externa borrowing for macroeconomic management purposes. This was done by taxing finendd
operations over the issuing of bonds, and by changing the length of maturity required. At the other end
of the operations, the length of loans permitted to the domestic borrowers dso varied, as well as the
rules concerning the purchase of government instruments, especidly those with currency hedging (see
Prates and Freitas, 1998, chapter 2).17

74. Therefore, controls fell over different types of externd flows, taxaion being one of the main
instruments relied upon. However, taxation by being sdective and favouring investment in stcock markets
aso reflected the purpose of interfering in the compogtion of flows, according to growth objectives.
Garcia and Vapassos (1998) points out that control measures between the adoption of the Red plan

" A full description of all sorts of instruments with their characteristicsis provided in Prates and Freitas (1998).
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(mid-1994) and the Mexican criss (December 1994) had the clear purpose of improving the quality of
externa capitd by redricting short-term flows and stimulating long-term ones (p. 28).

75.  Together with taxation, additiona instruments were used to control capita flows, such as
payment operations regarding trade flows. In July 1994 the exchange rate regime became flexible, thus
resulting in nomind exchange rate appreciation in the context of massve capitd inflows. In order to
avoid further downward movements in the exchange rate, some measures were adopted to simulate
capitd outflows. For example, the contracting of exchange for future liquidation concerning financia
operations was permitted (until then only possible with commercid operations), as wdl as Brazilians to
invest abroad (provided 60% was in internationdly issued Brazilian government bonds — Garcia and
Vapassos, 1998, p. 27). Until then, opening the capital account had been mogtly limited to capita
inflows.

76. From the above description on the trade and capital account liberadization, we can see that, fird,
the capital account opening started in 1991, therefore much before the mgor liberdization of the trade
account, whose partid (though significant) completion only took place by mid-1993, with further
liberalization rounds being undertaken from then on. Second, such an order was not originaly planned.
Financid liberdization was only implemented with the arrivadl of a new finance minister more identified
with market reforms. Third, the opening of the capitd account was quick, but not complete. For
example, full convertibility with resdents and non-residents holding foreign currency in the domegtic
financid system is not permitted. And fourth, taxation (together with other measures) has been largely
relied upon as an instrument to control capita flows for macroeconomic management purposes.

B. Assessing the capital account opening

77.  We have seen that capitd account liberdization took place in Brazil before economic reforms
had been fully carried out, and even before price stabilization had been achieved. This suggests that the
sequencing and timing of reformsin Brazil does nat fit in the classicd order of liberdization suggested in
the literature (which cdls for stabilization coming first and the opening of the capital account, last).

78.  The purpose of this section is to further examine what factors were important in explaining their
order and pace in Brazil, but mainly whether there was an economic rationae in bringing forward the
opening of the capitd account. The question we ask is. what role, if any, has the capitd account
liberdization played in the process of reforms?

79. In order to understand why reforms did not follow the conventiond order, in what follows the
role of capita account opening will be assessed in terms of facilitating (or obstructing) three mgor
economic objectives. price Sabilization, trade liberdization and fiscal reform.
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1. Price stabilization

80. Price gabilization is believed to be a pre-requiste for economic reforms. Inflation is viewed as
essentidly reflecting a domestic imbalance which, caused by excessve public expenditure, generdly
leads to balance of payments problems in countries with limited access to foreign finance. Stabilization
efforts take the form of prudent macroeconomic management that includes tight monetary and fiscd

policies. In order to restore externd balance more quickly currency devauation is also recommended as
astabilization package component.

81. Until 1994 Brazil had high and chronic inflation, whose centrd fedture is inflation inertia

Although inflation was degp-rooted in fisca problems which il today call for lasting restructuring in the
country’s public finances, the mgor sabilization chalenge the country faced in the early 1990s was to
defeat the inertial component of its inflationary process. In the early 1980s aview started to emerge that
conventional gtabilization policies were not sufficient to address inertia (Modiano, 1990; Messember,
1997, for acriticd review). An inflationary culture had become ingrained, so combating inflation would
require innovative actions to tackle ingtitutional arrangements, habits and expectations established over
the course of many years.

82. Tageting inflation inertia meant, it was bdieved, radicadly changing economic agents
expectations regarding the future path of inflation. Between 1986 and 1994 Brazil tried at least five
dabilization plans which included a fixed exchange rate (together with price freezing) as one of the
anchors of the programme.® In dl such plans inflation was brought down to very low leves to return
soon after with even greater Srength.

83. In 1994 the Red dabilization plan had once more the exchange rate as a key anchor, expected
to breek inflation inertia A didtinctive feature of this plan in relaion to the previous ones was that
inflation was brought down this time, not by means of price freezing but with the temporary adoption of
a dua-currency system in which the additiona currency held parity with the dollar and gradudly
overtook the old currency as the country’s mgor unit of account. Once the exchange rate stopped
being nomindly devaued by early 1994, nearly dl prices that in the 4 previous months (the period over
which the country held a dud- currency system) had converged to the exchange-rate as their indexing
mechanism stopped growing atogether or continued to grow, but much less than before.

34. Thus, the Government managed to bresk inertia ty adopting an ingenious monetary device,
while getting away with the discredited price-freezing measure. However, would this be sufficient to
explain why, unlike in the pagt, the plan succeeded in keeping inflation rates a very low levels from then
until January 1999, when the exchange rate finaly collgpsed?

'8 These were: the Cruzado Plan (March 1986), the Bresser Plan (June 1987), the Summer Plan (January 1989), the
Coallor I Plan (March 1990) and the Collor 1l Plan (February 1991).
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85.  We put forward the view that the balance of payments opening in 1991 in a context of externa
capit avalability played a crucid role in the stabilization process. These two factors combined with a
very aggressive interest rate policy resulted in massve capitd inflows, which in turn helped the country
to build large foreign reserves.

86. As Garcia and Vapassos (1998) put it, capital inflows had been the red anchor of the Red
dabilization plan. By that the authors meant that such flows played a financing role in a sabilization
programme that lacked a solid fisca reform (this point will be discussed below).

87.  While accepting that external capitd played an important role a a macroeconomic leve by
heping to finance the dabilization plan, we emphasize policy and microeconomic mechanisms
associated with the accumulation of foreign reserves that contributed to price stability.'® The first of
these (interrdlated) mechanisms was to enable the Government to set the exchange rate policy in
accordance with its policy objectives, thus affecting economic agents expectaions about the
sugtainability of the exchange rate regime. The second was indirect and reated to its role in helping to
sudtain the foreign trade reform (see below). These two factors were crucia in changing the agents
price-setting behaviour.

88. Until the early 1990s when the country faced limited access to private capita flows, the
exchange-rate regime in place condgted of a crawling-peg by which the domestic currency was
devdued in line with the country’s inflation (minus the internaiona one). This mantained
competitiveness in the export sector, which helped generate a large trade surplus to finance the overdl
bdance of payments. Any dowing down in exchange rate devauation would trigger speculative
movements by exporters and importers involving trade flows contracts as well under- or over-invoicing
of exports and imports. This would lead to a fdl in net trade inflows, a Stuaion that the Government
could not afford given the limited availability of foreign exchange.

89. At the same time, government financing relied heavily on very liquid bond markets, whose
ralling-over was made possible by offering investors high yidds. This policy additiondly worked as an
incentive for exporters to interndize their foreign earnings and importers to postpone their payment
obligations. Any fdl in such yieds would therefore affect the country’ s balance of payment position.

19 Actually we could delimit two phases: initially, capital inflows contributed predominately to building foreign
reserves; later, when the country’ s trade position deteriorated sharply, it helped to finance the deficit in the current
account. At thislater stage reserves would still grow (except for the period of contagion-related crisis) but from an
aready very high level.
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0. Foreign reserves gave the Government power to set the exchange and interest rates at levels
conggtent with ther policy objectives and no longer with the need to simulate inflows of foreign
exchange. Policy-makers gained degrees of freedom to design and implement effective macroeconomic
policies and above dl to sustain an exchange-rate based stabilization programme.

91. The role of the exchange rae in guiding expectations aout the future inflation path was
enhanced by Sructurd changes taking place in the economy. As commitment to liberdization policies
was regffirmed in 1991 and trade reforms speeded- up in 1992 (see previous section), externd prices
became increesingly important in determining manufacturing prices. This opened the way for the
exchange rate to be used as an effective gabilization ingrument from mid -1994 to early 1999.

922. In an economy that becomes gradualy open externa prices are expected to play an increasing
role in the price setting rules of manufacturers through costs and competition channels (Corbo and
McNelis, 1989). Costs become increasingly dictated by prices of imported raw materids and
intermediate goods, while a pricing policy is bounded from above by externd competition. The
hypothesis of externa prices playing an increesng role in determining manufacturing prices has been
tested in Gottschak (1999) for the manufacturing industry as a whole, as well as for nine different
manufacturing industries over the periods 1992-94 and 1992-98, based on manufacturing price
equations derived from a semi-open economy mode of Corbo and McNelis (1989).

93. Results show that this hypothesis holds for the whole industry and for those industries more
sengtive to foreign competition. Further Satistica tests aso confirmed that the increasing role of externd
prices in determining manufacturing prices was associated with the higher degree of trade openness such
industries started to experience from early 1992 onwards.

A, The following micro events were thus expected: in addition to cost reductions, a convergence
between domestic and externd prices followed by a path of behaviour by which these two prices would
be closdy linked, though with some asymmetry. That is, domestic prices would be dlowed to move
below externa ones but not above. The convergence movement was expected to happen more
dgnificantly in the initid stages, and this would be reflected in lower mark-ups, provided cost reduction
(even being big) were limited to some components of the overdl cogt structure.

95. Morera (1999) in a study on the efficiency and dlocative gains associated with trade openness
in Brazil, finds that between 1990 and 1995, mark-ups fdl subgtantidly — 21,1%. For the Brazilian
manufacturing as a whole, this phenomenon being observed for nearly al industries: only 6 out of 38
manufacturing indudtries exhibited increases in mark-ups, being exactly those either with strong non
traded characterigtics (drinks), or with production highly concentrated internationdly (pharmaceuticas)
or those with concentrated market structure (eg. sSderurgy). The decline in mark-ups continued
between 1995 and 1998, but the magnitude became considerably smdler (5,3%).
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96. Moreira acknowledges that other factors could aso explain the mark-up behaviour mentioned
above, one of which being economic activity, but this is seen by the author as likely to have played a
minor role. The author dso provides gatigtics showing that the import coefficient of the industry as a
whole increased markedly during the 1990s, especialy in those industries previoudy highly protected.

97.  Smilaly, Hay (1998) in an econometric study on the effects of 1990 trade liberdization on the
performance of 349 large Brazilian manufacturing firms, showed that trade opening caused in the firms
under andysis a reduction in their market shares, large increese in efficiency and dedline in profits. The
latter fell sharply, by 35% between 1986-1988 and 1993-1994, bearing a postive relaionship with
levels of protection. Hay dso shows that the decline in profits would have been even larger were it not
for sgnificant efficiency gains (i.e. cost reductions) occurring Smultaneoudy, aso in response to greater
competition threst.

98.  These results are clearly consstent with the hypothesis of changes in the pricing policy of the
manufacturing industry in the early 1990s, and that such changes were associated with trade openness.
Moreover, the larger changes occurred in the first five years of the 1990s (i.e. the convergence
nmovement), indicating that structurd changes that could support stabilization started much before July
1994 when the Red plan was fully implemented.

2. Tradereform

9. In what ways could capita account liberdization have helped to sustain the trade rdorms? It is
possible to identify at least two. Firg, by affecting agents expectations that trade liberaization would
not be reversed. Second, by making externd financing more easlly and widdy available to support the
modernization of the manufacturing industry, a necessary process given the presumed threet of foreign
competition.

100. In reation to the first point, capita account liberaization permitted a quick and remarkable
increase in reserves that seems to have truly affected economic agents expectations that trade reforms
would not backfire. In fact, working againg reforms would prove a very cogsly bet agangt a
Government strongly backed by foreign reserves. The lack of short-term speculative behaviour with
imported goods (as warned by Edwards, 1984, as a possible outcome of smultaneous liberdization in
case trade reforms were not credible) lends support to the above hypothesis. This is reinforced by
numerous studies reporting efficiency and dlocative gains deriving from concrete restructuring in
manufacturing activities in response to trade liberdization.

101. Inreation to the second point, externa finance may have possibly played a microeconomic role
as wdl, in supporting modernization in the manufacturing industry. This can happen indirectly, as capitd

25



inflows tend to put downward pressure on the exchange rate - and directly, by taking the form of new
investment? but also of chegp import credits. In the first case, a sharp (nomind) currency overvauation
took place in July-August 1994. Although this was followed by a period of nomind exchange rae
gability and, later, gradud devauation, the initid gppreciation largely remained providing great simulus
to import activities, though investment decisions for the purpose of modernization might have been more
strongly influenced by other factors.

102. In the second case, Nonnenberg (1996) provides some trade credit statistics showing that
imports were increesingly externdly financed after the capita account opening. In a context of rapid
overdl growth of imports, the share of externaly financed imports in total imports grew from 60% to
67% between 1992 and 1995 (excluding oil and related products).

Table2
Growth of total and externdly financed imports over 1993-1995
(in per cent)

Category of products 1993 1994 1995

Financed | Totd | Financed | Totd Financed Totd
Raw materids and 30.3 36.2 305 19.1 60.5 45.7
intermediate products for
industry
Capita goodsfor industry 11.9 14.6 74.7 51.9 46.5 38.7
Total 141 22.9 33.0 31.0 52.6 50.1

Source: Nonnenberg (1996), table 10, p. 13.

103. Table 2 shows the growth rate of total imports and imports financed with externa trade credits
over the period 1993-1995 for imports geared to indugtry. It is possible to see that the growth rate of
raw materids, intermediate inputs and capita goods for the industry financed with externa trade credit
grew remarkably over those years. Nonemberg notes that particularly from 1994 on, such a trend is
largely explaned by interest rate differertids, which grew sharply in 1994 thereby offering very
atractive financid gainsto import activities being externdly financed.

® Therole of external capital in financing new investment in manufacturing will be examined in the section on
sustainability.
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104. The combination of externd trade credit availability and high interest rate differentids, together
with an overvdued exchange rate in addition to the reduction of import tariffs certainly facilitated
modernization in the industry. But growth rates of total imports were aso very high indicating that some
imports have aso probably resulted in unfair competition and resource misdlocation. Whilg it is difficult
to assess such microeconomic effects, the macroeconomic impact of such a surge of imports will be
examined in detail in the discussion on sugtainahility.

3. Fiscal reform

105. Brazil has witnessed fiscd imbaance during the whole process of reforms.?* However, prior to
the implementation of the Red plan, this did not result in externd imbaance because the overdl saving
investment relation was baanced (due to a private sector savings surplus). Exports benefited from a
competitive exchange rate, and imports were till contained given the time-lag effects of changesin the
trade regime. None of these factors was present during the Real stabilization plan. A consumption boom
took place??, the exchange rate became overvaued and the effects of import liberdization started to be
fully fdt, as digtribution networks of imported products were established.

106. This new dtuation resulted in a large externd imbaance that was only compatible with price
dability because, as Garcia and Vapassos (1998) have pointed out, external capita in the absence of
fiscd adjustment became the true anchor of the Red dtabilization plan. Capitd inflows resulting from
capital account liberdization have thus permitted that stabilization were achieved and maintained without
fiscd adjustment. Would not it be wiser to provide stabilization with afisca anchor ingtead?

107. Thisdternative had been attempted in Brazil in 1990 and 1991, but failed, presumably because
aquick and deep fiscd adjusment implies reforms that face politica condraints. In addition to political
resstance to such reforms that most countries usualy face, the Brazilian case seems particularly more
complicated due to constraints imposed by the 1988 condtitution, and by the fact that the country is
organized according to federdigt principles. In the pursuit of ensuring that the stability achieved be
sustainable, a fiscal reform has been underway, but due to political resistance and such condraints this
process has been dow.

108.  Although the availahility of externd capital has lent time for this process to move forward, this
strategy has been risky and subject to the moods of internationd investors. In this context the need for
fiscd adjustment gains a new dimenson. That is in addition to fulfilling the macroeconomic balance
requirement, it is an eement of increasng importance in forming investor’s expectations. The latter in

! Except for 1994, when the public sector exhibited a fiscal surplus (including interest payments) of 1.06% of the GDP
(Giambiagi, 1997,p. 13).
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turn nat only influences the direction of capita flows but can dso play akey role in triggering currency
crises. Would it therefore be gill advisable to rely on externd capitd for stabilization purposes?
Moreover, isit not the case that externd finance hinders rather than helps the process of fisca reforms?

3.1 Political resistance to fiscal reform

109. The literature review suggested that sustainability of reforms as discussed in Rodrik (1996) has
to do with the intringc characterigtics of the whole process (e.g. Speed, scope); and from a politica

economy perspective, with the building of socid cohesion. In Brazil, the adoption of a gradua reform
path despite the way the Collor plan was designed suggests that reforms were launched without solid
socid cohesion, the latter being a process that has been dowly built.

110. The Collor plan was designed to address different reform areas Smultaneoudy, with the strength
of a newly eected presdent who clamed to be eager to confront and fight al forces opposing his
proposed initigtives. Presdent Collor was impeached in September 1992 for being involved in a
corruption network, but from the politicad economy perspective this event could be interpreted as
resulting from the deep lack of political support to his ambitious programme. Whether Collor and his
progranme were identified with specific groups or interests, the fact is that, as put by Abranches
(1993), by 1993 the country’s dite was il lacking cohesion or the political power to impose its own
interests (p. 23; on that point see aso Pereira, 1993). Reforms did not stop though, but took a much
dower pace, especidly in areas in which consensus seems afactor that is hard to build.?

111. Abranches (1993) identifies various eements of collective action that makes the process of
consensus building, or the crestion of amgority with decison power, especidly hard in Brazil. Some of
these dements reate to the country’s ability to promote progress on fiscal issues. The country’s
asymmetric federdist sysem (see beow), political fragmentation resulting from the process of
democratization, inditutiona inadequacy to respond to the increasing number of demands and interests,
the capacity agents have to adapt to criss Stuations (with the side-effect of short-term behaviour
becoming prevaent over long-term ones with lasting solutions), and the existence of a certain kind of
complacency by which results with marginally decreasing returns become acceptable (p. 25).

%> Models of overborrowing syndrome (e.g. McKinnon and Pill, 1998) predict a privated ed consumption boom
following stabilization. It should be noted however that in the Brazilian case private savings actually increased in the
1994-1995 period, consumption growth being therefore led by higher public expenditure (Messemberg, 1997).

% nrelation to fiscal reforms, some analysts believe that there is a common objective regarding what sort of fiscal
regimeisdesirable, whichis supported by a majority but blocked by the veto power of the minorities (Nobrega, 1993).
Others see the Brazilian society essentially as highly heterogeneous whose €elite lacks legitimacy to put forward a
project that represents the totality of interests (Pereira, 1993).
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112. At the same time, the author suggests that the country’s socia dynamics can be interpreted
according to three sorts of callective actions: tensgon control, muddling through and sustaingble mobility.
The firg involves Stuations of stress and strategies to mitigate them. The second — muddling through -
can be characterized by a gradua process with margind gans (or eventud losses). The third
corresponds to quditative legps as a result of gtrategic collective actions supporting a common objective
or project and put forward under the challenge of external competition (p. 27).

113. Actionsto tackle the inflationary process until 1994 could fal into the first pattern (Abranches,
1993). Responses to the change in the trade regime as described here might fit in the third pattern. And
the muddling-through strategy could be useful to characterize negotiaionsinvolving fisca changes, snce
this pattern seems to imply smdl, positive advances, but gradud, involving second-best solutionsin face
of the complexity of the problems being addressed. Obstacles to first-best solutions could be purely
palitical, originate in conflict of interests, or be related to congtitutional congraints.

114. The trandtion from the military to a democratic regime in Brazil between the late 1970s and the
late 1980s initidly included the transfer of top government posts (at sub-nationd levels) to paliticians
chosen through the eectoral system. This transfer of power was accompanied by a de centrdization of
revenues collected by the central Government, as a reection to the centralizing trend observed in the
1960s (Dain, 1995). Nobrega (1993) provides information on revenues collected by the centra
Government which were trandferred to the governments at sub-nationd levels from the late 1970s until
the 1988 condtitution.

Table3
Share of Central Government Revenues Transferred to Sub-Nationd Governments
(in per cent)
Until 1979 1983 1986 1988 congtitution
1979
Income tax 20 24 28 33 47
Tax on Indudtridized 20 24 28 33 57
products
Specific taxeson 40 40 60 60 100
products, services and
utilitiest

Sour ce: Nobrega (1993), pp. 92-93.

& Such specific taxes became collected in their entirety by the state governments by 1988.
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115. Table 3 shows that government revenues transferred from the centrd to sub-nationd levels
increased dramatically in the 1980s, being congtitutionaly determined in 1988 at even higher levels. The
centrd Government fiscal postion deteriorated even further by a number of additiond condtitutiond

expenditure obligations, and by the fact that among the existent ones very few were ransferred to the
other government levels.

116. The current condtitutiond rigidities thus partly reflect a reaction to the authoritarian regime, but
as implicitly suggested aso to a notion of federdism that includes decentraized resource managemen.
In fact, these two movements — democratization and a new federadlism - coincided chronologicdly in
Brazil. As Fiori (1995) acknowledges, dthough these two concepts are not identica, they hold a high
degree of afinity, being difficult to address them separately.

117. Andyticdly though, in rdation to the first concept efforts towards fiscd reforms can be largdly
seen as a re-equilibrating response to the fiscal problems originated in the democratization process.
According to Franco (1995), the latter created a mis-match between the existent indtitutions that were
designed to support a fiscd regime under an authoritarian regime and the new democratic demands.
Therefore, a more generd process of building up ingtitutions, mechanisms and practices is required to
respond to, and ded with, a plurdity of interests and demands that has emerged in the new democratic
regime. Within that broader perspective putting forward a project of fiscal reforms means searching for
afisca regime that is not only compatible with an open and competitive economy but that can aso be
equipped with mechanisms that make it functiond in ademocratic society.

118. Thisindicates that though political resstance to reforms can be found in most places its nature
and dynamics are specific to each country, and that in the Brazilian case this can be seen as a positive
socid phenomenon. It partly reflects the emergence of a more complex and democratic society. From
that perspective it follows that reforms in Brazil by undertaking a gradud pace are just reflecting the
timing dictated by an evolving democratic process, that externd finance has supported this process, and
that in its absenceit is hard to foresee how speedy reforms might have taken place.

119. In reation to the second concept, the form federalism takes depends on the results of a
negotiation process and on the correlation of forces at the time the process takes place (Fiori, 1995, p.
23). Table 6 shows a trend of redistribution of tax revenues that while it followed federaist principles
weskened the fiscd pogtion of the centrd Government. A fiscd reform that can rehabilitate centra

government finances implies renegatiating the digtribution of revenues and expenditures, which in
political terms means having to ded with afederaist conflict that is vertica for involving the centrd and
ab-nationd government levels. However, fisca federdism aso involves ancther conflict vector, thet is
horizontal and that relates to the fisca rdations among regions and different date governments
(Albuquerque, 1998).
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120. The horizontd conflict in the fisca area can be exemplified with the VAT, a vaue added tax
under the competence of the state governments. As Dain (1995) has pointed out, unlike various other
countries, in Brazil VAT is charged a the point of origin. Besdes the fact that this contradicts
international norms to promote internationa trade, it generates a conflict between regions and daes in
Brazl, as each of them reies on VAT exemptions in ther competition with other states to attract
domestic and internationd investment.

121. This phenomenon can be exemplified by the offer by date governors of generous fiscd
incentives to attract foreign car assemblersto their respective states. Thisresultsin afiscd eroson thet is
amplified by the fact that dl sorts of mechanisms are used by state governors in order to permit their
economies to become internationaly competitive and integrated (Albuquerque, 1998). In addition to tax
revenue losses and digtortions in the tax system, such a system as a whole is further distorted with the
creation of cumulative taxes to fill in growing fiscd gaps, taking the country further away from arationd
and internationaly compatible tax system (Dain, 1995).

122. Federdig congraints to arationa tax system are not only related to fisca wars but dso to the
marked regiond disparities in economic and socid terms that require equdizing fiscd actions that put
further pressures on the system (Dain, 1992; 1995). A further federdis-related problem raised by
Giambiagi (1997) as an important factor in explaining the increasing public deficit in recent years refers
to the creation of numerous new municipdities dl over the country, afact that can hardly be reversed.

123. Corrective actions towards a rationa, internationally compatible tax system, together with the
objectives of fisca baance and afisca federdism that is supportive of more competitive regions, states
and locdities with less unequa digparities across them can be only achieved gradudly and by including
negotiations around a new federdist pact. Quick solutions would probably backfire in face of the order
of problems and number of actorsinvolved.
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C. Capital account opening and the sustainability of the policy-regime

124. In the previous section we examined ways by which capitd account liberdization may have
supported the process of reforms. The question that then arises is whether the policy-regime that
emerged from a Strategy of capitd account opening coupled with an exchange rate based stabilization
programme was sustainable. The 1999 currency criss demondtrated that the answer is negative. To
understand why, we will focus on a few sugtainability indicators. We will initidly examine the country’s
bdance of payments postion and, subsequently, follow Miles-Ferreti and Razin's (1996)
recommendation to broaden the analyss by looking & other, potentialy more meaningful, sustainability
indicators. This task will be pursued through focusing on the recent developments of two key macro-
sructurd features of the economy: the trade and the fiscd regimes. Emphasis will be given to the
interactions between balance of payments opening, macro economic policies and the tradeffiscal aress.

1. The balance of payments: solvency and vulner ability

125. A country is solvent when the present vaue of its future stream of trade surplus equds the
current value of its externd lighilities (Miles-Ferreti and Razin, 1996; Maka, 1997). This notion of
solvency is linked to the inter-tempora approach to the balance of payments, according to which agents
(savers, investors) take forward-looking decisions (Obstfeld and Rogoff, 1995). However, as Miles-
Ferreti and Razin point out, any debt will be of an acceptable leve if future budget (or trade) surpluses
are large enough to fulfil the solvency criteria

126. Assessing the sustainability of a country’s balance of payments postion therefore requires more
redrictive assumptions, for example regarding the policy-regime of the country concerned. A notion of
sugtainability that will be adopted here is that proposed by Milesi-Ferreti and Razin (1996), to whom
lack of sustainability can be characterized when the continuation of a policy regime leedsto acrigsor a
dragtic policy shift (p. 3).

127. The above definition of sudainability becomes particularly pertinent in cases in which a
government shows firm commitment to a specific policy regime that nonetheless is perceived as in need
of change. In the ase of Brazil, the exchange rate based stabilization programme led to large current
account deficits. However, changes in the regime though seen as necessary were believed to entail costs
which ‘ex-ante were hard to assess. But was the option of maintaining the regime sustainable? In early
1999 Brazil experienced a currency crisis caused by capita outflows that forced the Government to

float the currency in order to avoid complete depletion of its foreign reserves. Although an externd
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factor — contagion effects — may have triggered the crigs, we propose to see whether the country’s
baance of payments position contributed to increasing the country’ s vulnerability to externd shocks?

128. Between 1994 and 1999 the country’s gross externa debt changed fom USS$ 148 hillion to
USS$ 235 hillion, a nomina increase of 59%. Foreign reserves varied sharply, moving from US$ 38.8
billion in 1994 to US$ 60.1 hillion in 1996, and faling back to US$ 44.6 billion in 1998. This was an
oscillatory behaviour associated with sudden capitd reversas that took place from time to time but
which were rdatively short-lived and followed by periods of capitd inflows.

129. In 1998 the country’s gross external debt GDP ratio reached 30.3% and the net externa debt
GDP ratio, only 23,2%. These ratios were far away from benchmark levels considered critica by
investors (generally around 50% according to Reisen (1998)). However, codts of externa finance are
associated with interest payments related to debt stocks but also and increasingly with repatriation of
earnings and profits in the case of FDI, and interest and dividend payments in the case of FPI
(UNCTAD, 1999, p. 23). Consequently, externd liabilities that include not just externd debt but dso
stocks of physicd and financia assets owned by foreigners, indicate more accurately the magnitude of
externd obligations the country faces.

130. According to our estimates the net externd liabilities GDP ratio reached 46.6% in 19982, This
need not be percelved as necessarily bad given that the ownership of domestic assets is expected to be
increasingly foreign as the economy becomes more open. But the fact is thet if one believes that such a
ratio should stop increasing, externd obligations should be a least partidly covered by red resource
trandfers.

131. Red tranderstake the form of a surplusin the goods and services (net of factors) balance of the
current account. In order for the net externd liabilitiess GDP ratio to be kept constant at the 46.6% over
time, a trade (of goods and services net of factors) surplus would have to be generated. But the exact
meagnitude (in proportion to the GDP) would depend on the evolution of the following varigbles GDP
growth rate, average remuneration of externd liabilities, the red exchange rate and the world inflation.

132. By undertaking some caculations based on a set of hypotheses regarding the behaviour of the
above variables, six different cases for the required trade surplus were considered (see annex 2 for the
formula used and detailed results).

* Sustainability relatesto the internal conditions of agiven country, but acrisis can be triggered by an external event
that is unrelated to the country or such conditions, in which case the notion of vulnerability might be more

appropriate.
% See details on how net external liabilities are defined and calculated in annex 1.
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133. In case 1, which congders average remuneration of liabilities at 6%, and GDP growth rate of
3.3% (the average growth observed between 1994 and 1999), the trade surplus required would have
to be 1.2% of the GDP for the courtry’s ratio of externd liabilities to GDP to be kept congtant at
46,5%. In case 5 in which some world inflation and red exchange rate appreciation are permitted, the
aurplus required would be dightly smdler. In the extreme case in which average remuneration of
liabilities increases to 9% and GDP growth rate is just 2%, the surplus required would be much higher,
over 3% of the GDP.

134. These estimates are in sharp contrast with the country’s trade balance observed by the end of
1998, which reached a deficit of approximatdy 1,8% of the GDP. This means that if net externd

ligbilities in proportion to GDP were to be maintained congtant, the trade baance would have to exhibit
aturn around of nearly 4% of the GDP, which in 1998 corresponded to US$ 31 hillions.

135. Such aturn around implied that the saving-investment gap would have to be reduced. Given the
unsuitability of reducing investment in a reforming economy, adjustment would have to fal on private
and government expenditures. GDP growth would be adversdly affected in either way - viasupply in the
case of cuts in investment or via demand in the case of a reduction in consumption. A lower GDP
growth would by itsdf make the dynamic path of adjustment even harder.

136. The dternative to a domestic absorption reduction would be a change in relative prices, in the
form of a sharp devaduation in the exchange rate. Thisis what in fact happened in early 1999. And an
dternative to such a sudden policy shift that Brazil experienced would be for externa investors to accept
further increases in the country’s ligbilitiess GDP ratio while expecting that the trade balance could be
gradudly adjusted, mainly through an expansion in exports (without a sharp devaduation). Was this
scenario feasble?

2. Thetraderegimeand recent developments

137. Foreign trade performance is considered a crucid sustainability indicator of policy regimes of
newly reformed countries. Two phases are expected aong the process of reforms. In the first phase the
current account of the balance of payments tends to be negative, due to import liberdization, and
service payments associated with the new foreign-owned stock of assets arising from net capitd inflows.
In the second phase the trade account is expected to increasingly generate a surplus thereby offsetting
the deficit in the services account. Higher exports would be reflecting the maturation of (partly
externdly) financed investments in the tradable sector.
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138. Proponents of free trade believe that this process can evolve naturdly, as the economy will be
subject to less digtortion, with relative prices reflecting the true scarcity of resources. Investments will be
channded to sectors and indugtries in which the country has inherited comparative advantages.

139. Today researchers devoted to foreign trade in Brazil consider in their anadlysis elements of the
neo-classica theory upon which free-trade proponents rely but add to that a Structuraist concern. They
believe that trade liberdization can induce a competitive shock in the economy but that i. thereisdso a
need to build a trade structure based on export products that have high value added and that belong to
dynamic trends in the internationd trade and that ii. this will be only achieved with policies specificdly
designed to support selected sectors and industries.

140. Poor trade baance performance is believed to have been one of the reasons why internationa
investors became increasingly reticent about the country’s abilities to meet its externa obligationsin the
months that preceded the 1999 exchange rate criss.

141. Exports increased on average 7.1% a year between 1991 and 1998. Imports, however, grew
a amuch higher speed — 15,5%. This shifted the country’s trade baance from a surplus position to a
negdtive one. Although a firg view this seems consstent with a newly liberdized economy where
exports take time to adapt to a new trade regime and imports are decompressed, a closer analysis
suggests that exports did under-perform.

142. For example, it can be seen from table 4 that the share of Brazilian exports in world exports
increased from 0.91% in 1970 to 1.37% in 1985, fdling back to roughly the 1970 leve in the early
1990s and since then exhibiting a random behaviour around this lower level.

Table4
Share of Brazilian exportsin world exports

Year Share %
1970 0.91
1975 102
1980 104
1985 137
1990 0.93
1991 091
1993 104
1995 0.92
1997 0.96

Source: Frischtak and Pessoa (1999), based on Kume (1996).

35



143. The determinants of trade performance can be broadly identified as structurd (according to the
view mentioned above), cyclical and price-related. This section ams to examine how trade and capita
account liberadization might have affected these three areas. We will examine each of these areasin turn.

2.1. Trade structure

144. By looking at the evolution of the country’s export composition 2%over the 1980s and into the
ealy 1990s it is possble to see that dthough primary products and industria commodities
corresponded to about 70% of total exports in 1981, this share fell gradualy down to 61% in 1992. In
the meantime, the share of manufactured exports increased from 28% to 39% over the same period
(see table 5). This indicates that at least until the early 1990s the export composition changed toward
more value added products.

Table5
The Brazilian export composition between 1981 and 1992 (sdlected years)
Share (in per cent)
1981 1985 | 1989 | 1990 | 1991 1992

Primary products 22 26 20 20 21 18
Industrial commodities 48 44 44 44 42 43
Natura- resource-based 9 11 13 14 15 15
manufactured products
Manufactured  products not 19 17 22 20 21 24
based on natural resources
Non- classfied 2 1 1 1 1 1

Sour ce: Fundap/lesp, based on information from the ITSY-UN.

145. Theinformation provided by these trends can be complemented once more by contrasting them
with the world trends. This can be done more eaborately by adopting Fajnzylber’s (1991) suggestion
that exports can fdl into four different Stuations: very good, vulnerable, lost opportunities and withdraw.
These stuations reflect the combination of the following trends over a given period of time: i. the change
in a country’s share of a given group of products in the world's exports of the same group of products
(measure of performance) and ii. the change in the share of the world exports of that group of products
in the world' s tota exports (measure of dynamism). The four possible combinations can be represented
in chart 1.

% Products are grouped according to the content of natural resources they embody, as suggested by Batista (1993).
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Chart 1
Export stuation according to performance (i.) and dynamism (ii.) @

| High ii. Low ii.
High i. Very good Vulnerable
Low i. Lost opportunities Withdraw

8. the share of a given product in the world’ s exports of the same product;
ii. the share of the world exports of that product in the world’ stotal exports.

146. The very good Stuation corresponds to the combination of a high performance occurring in a
dynamic group of products, wheress at the other extreme the withdrawing Stuation corresponds to a
low performance occurring in a group of products that lacks dynamism in the globd trade. In turn, the
very good and lost opportunity Stuations relate to those groups of products consdered dynamic,
wheress the vulnerable and withdrawing Stuations relate to those groups of products whose global
export sharesin tota globa exports are losing ground.

Table 6
The Situation of Brazilian Exports
Sharein totd (per cent)

Categories Stuation 2
Veay | Vuneddle | Lost opportunities | Withdraw | Tota P
good
Primary products 0.0 12.7 1.2 1.1 15.0
Industriad commodities 15.6 6.4 10.6 12.2 44.8
Natural-resource-based 55 14 7.9 0.5 15.2
manufactured products
Manufactured products not| 10.7 11 105 2.8 25.0
based on natural resources
Total 31.8 215 30.1 16.6 100.0

Sour ce: Fundap/lesp, based on information from the ITSN-UN.

@Based on trends over the 1981-1992 time-period.
® The share of each category in the total differs from table 5 due to information gaps.

147. From table 6 it can be seen that in the year 1992 when trade liberdization gained speed, about
60% of Brazilian exports involved products belonging to groups of products consdered dynamic in the
globa trade. However, only about a third of tota exports fell into the very good Stuaion. Although
these broad features do not correspond to a very dynamic trade pattern overal, they could serve as a
bas's upon which a stronger export performance could be built along the process of trade liberdization.
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Trade reforms through modernizing the manufacturing industry could lead to better quality products
being produced more efficiently and thus to higher exports. The extent to which this process led to more
value added products the trade pattern could become more dynamic. Capta account liberdization by
providing more and easier access to externa finance could support this process.

148. Severd dudies on the Brazilian export performance acknowledge that the manufacturing
industry did modernize through the adoption of organizationa and technologica changesin the 1990sin
response to trade reforms and that this was to some extent reflected in more exports. However, as
Frischtak and Pessoa (1999) pointed out this process of searching for higher qudity and
competitiveness was concentrated on few manufacturing indugtries, thus being seen as vulnerable and
therefore easily offset by other factors, such as exchange rate overvauation and the expansion of the
domestic demand (especidly after 1994). This proposition appears to contradict evidence reported in
previous section, which indicates that the manufacturing industry did respond to foreign competition. A
possible answer is that in most industries such a response did exigt, but was limited to guaranteeing long-
held domegtic markets, and that only a few industries undertook a more offensve srategy aimed at
bresking into foreign markets.

2.2. Cyclical factors and capacity expansion

149. Frischtak and Pessoa (1999) have noted that very few companies in Brazil invest in productive
expanson aimed a building export capacity. Consequently, most exports are of a counter-cydica
nature. Thisis indeed the case even in those internationaly competitive industries that produce industria
commodities and that are responsible for the mainsream of Brazilian exports. Export andyds have
correctly pointed out that the country’s export performance in the 1990s was to a considerable extent
associated with the country’s level of economic activity. Exports expanded in the early 1990s in
response to domestic recesson and lost dynamism in terms of quantum from 1994 onwards in part as a
result of economic recovery (e.g. Frischtak and Pessoa, 1999).

150. To what extent is externa capital contributing to breek this cyclicad pattern by supporting new
investment programmes in capacity expandon - even if in commodity-based industries that would
reinforce the current trade structure? Although research in this area has been incipient, preliminary
evidence indicates that very little.

151. Prates (1999) examines on a tentative bass how each of the three main forms of interndising
externd capitd — foreign indebtness, portfolio investment and foreign direct investment — may have
affected the country’ s export capacity.
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a) Foreign indebtness

152.  Foreign debt can take the form of bank loans or securities. Both forms of indebtness have been
important in the 1990s. In the case of bank loans, unlike the 1970s and 1980s when they were
predominately made on along-term bas's, they became short-term in the 1990s (Prates, 1999, p. 22).
Apparently they were used to finance foreign trade activities as suggested in the previous section. In the
case of securities, data compiled by Prates’ show that 73% of the amount of security-related debt
created in the 1990s were owned by the private sector, 41% of which by the nonfinancid private
sector.

153. These resources were mainly captured by big national companies and used to subdtitute foreign
for domestic debt, process by which the debt profile was consderably lengthened (Prates, 1999), but
aso to implement restructuring/modernizing strategies (Motta Veiga, 1999).22 The other 59% of tota
private securities were issued by the financia sector, about 40% of which passed on to the non-finencid
private sector, and the remainder used to obtain public bonds Mogt of the financid resources
trandferred to the nonfinancid private sector — 80% - were used for debt restructuring therefore not
geared to productive/investment purposes (Prates, 1999, p. 26). This new foreign debt profile was
hedged againgt exchange rate risk in so far as these companies were into export activities.

b) Portfolio investment

154. Praes (1999) notes that the participation of foreign investors in the volume of transactions
taking place in the Bovespa, the country’ s biggest stock market and responsible for 90% of the nationa
market, increased from 6% in 1991 to 29% in 1995. According to the author, thiswas at the root of the
following changing feetures in the market: the daly volume of transactions increasing from US$ 32
million to US$ 400 million (between 1991 and 1996), and the market capitdization, from US$ 43
billion to US$ 255 hillion (between 1991 and 1997). However, these trends were not trandated into
less market concentration — the 10 most negotiated stocks corresponded to 81, 9% of the total vaue
both in 1992 and 1997, as mogt transactions involved stocks of a few big public enterprises being (or
waiting to be) privatized.

%" Datawere produced by Sociedade Brasileira de Estudos de Empresas Transnacionais e da Globalizacao Economica
(Sobest), 1998.
8 Multinational companieswould instead rely on inter-company loans.
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155. Thislack of overdl dynamism due to market concentration is believed to be one of the reasons
why the issuing of new stocks by domestic private companies increased only rdatively modestly during
financid liberdization, from US$ 900 million in 1992 to US$ 2 hillion in 1998, with the number of
companies involved in the operations increasing from 861 to 1012.° This suggests that portfolio
investment in the sock markets was closaly linked to the privatization process, involving in the early
stages companies operating in commodity-based indudtries (Vde do Rio Doce) and later companies
that provide public utilities and services (Telabras, Eletrobras). Portfolio investment being channeled to
the acquisition of new stocks was far more modest, indicating that this was not a relevant source of
investment in new productive capacity.

C) Foreign Direct Investment
156. Foreign direct investment increased markedly in Brazil (see table 7), contributing to 7,4% of the

country’s total investment in 1996 againgt an average of 6,5% observed in the 1970s (Laplane and
Sarti, 1999). How much of that has been directed toward expanding export capacity?

Table7
Net Foreign Direct Investment in the 1990s

Year Value USS hillion
1992 1.2
1993 0.4
1994 1.9
1995 3.0
1996 9.2
1997 16.9
1998 26.0

Sour ce: Centra Bank of Brazil

157. According to Laplane and Sarti (1999), while in 1989 the manufacturing industry was
responsible for 71% of the tota foreign investment stock in the country, in 1995 this share fell to 55%.
As regards the direction of flows in the most recent years, from atota of foreign direct investment with
vaues of above US$ 10 million, only 23% and 13% went to the manufacturing industry in 1996 and
1997, respectively (Laplane and Sarti, 1999, p. 14). In 1996 and 1997, 76% and 84% were invested
in the services sector, part of that being associated with the privatization process.

» Prates, 1999, based on CVM monthly |etter, various issues.
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158. Acquigtions and merge explained around 30% of the totd invested in 1995 and 1996, an
increase from the 19% observed in 1992. Between 1992 and 1997, 58% of acquisitions took placein
the manufacturing sector. Laplane and Sarti (1999; 1998) aso detected by relying on a sample of 79
big foreign companies that between 1994 and 1998 19% of the total investment being planned or
undertaken were used for merge and acquisitions, 58% for new capacity and 23% for expanson and
modernization.

159. Thisinformation indicates that a consderable part of FDI in Brazil is being directed to the norn
tradable sector and part to the tradable sector, in the latter case to acquistions and merge dthough
some has aso been used to expand capacity. However, gill according to Laplane and Sarti (1999;
1998) and Prates (1999) such new investment (together with acquisitions and merge) has been
concentrated on afew indugtries (automobile, chemicas, dectronics, food and drinks) whose dynamism
is primarily associated with the growth of the domestic market after 1994. Exports from such industries
will be therefore resdudly determined with tendencies to increase in recesson periods. Thus the
counter-cyclica characterigtic of Brazilian exports has not been overcome by new waves of FDI in the
manufacturing indudtry.

2.3. Price-related factors

160. Recent empirica evidence supports the view that poor export performance was not due to the
country’s inherited export compostion biased toward groups of products with low dynamisam in the
internationd trade, but to a decline in competitiveness, which was both price and nonprice related
(MottaVeiga, 1999).

161. The key factor behind loss of competitiveness has been the exchange rate overvauation,

intensified after 1994 and which explains why poor trade performance due to loss of competitiveness
was observed across nearly al export industries. (Exports have responded to the 1999 devaluation

supporting the hypothesis that in fact this is a key factor explaining their performance). An overvaued
currency aso affected the import-competing sector negatively by lowering even further the degree of

protection it used to enjoy before trade liberdization. This partly explains the sharp increase in imports
in the 1990s especialy after 1994. In addition, athough costs were reduced in response to trade
opening this process may not have been sufficient to compensate for extra-firm costs associated with a
digtorted fiscal tax system or the deteriorated transport infrastructure. Moreover, the same cost-
reduction initiatives have been undertaken by the mgor country’ s competitors as well.

162. Overdl it gppearsthat externd capita did not support capacity expanson or degp change in the
Sructure of the export sector. Financing modernization was limited. The reliance on externa capita was
gpparently associated with the government interest rate policy, which encouraged debt restructuring by
those industrid groups or firms that had access to externd finance. The lack of a change in the export
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composition towards more vaue added products seems to support the hypothesis that this can only
take place if capita inflows are acompanied by government policies specifically designed to support
indugtries that have export potentia or whose competitiveness needs to be enhanced.

163. Thislack of more proactive government policies together with high domestic interest rates may
partly explain why capitd inflows were insufficiently channded to investment in tradable activities. The
other reason relates to exchange rate overvauation that affects profitability and therefore investment in
tradables especidly in the long-term. Although capitd inflows did not cause overvauation done given
that the Government gtill had large control over the foreign exchange market, it created difficulties for the
exchange rate after the 1994 overshooting to move back more speedily to a competitive levd.

3. Thefiscal regime

164. In a context of capitd inflows the Government had to acquire reserves in the foreign exchange
market to avoid further gppreciation of the exchange rate, and to conduct sterilization operations to
avoid excess monetization. A high interest rate policy was pursued at times to restrict domestic demand
but dso to avoid massive capitd outflows in periods of crigs contagion. The policy inconsstency
between pursuing high domestic interest rates to restrict domestic demand kut which tends to attract
externd capita in a context of aliberdized capita account was resolved by re-imposing capital controls.

165. The redrictive policy amed at containing domestic demand had the objective to avoid not just
inflation sours but dso further deterioration of the trade deficit, much of it explained by the rapid
increase in imports. This policy has proved very coglly in fisca terms, since it contributed to the
building-up of avery vulnerable fiscd podtion.

166. The country’s overdl primary public deficit increased from —0.4% in 1995 to 1% (as a GDP
share) in 1997 and to a balanced position in 1998. However, the nomind deficit (i.e. after including
nomina interest rates) has been since the implementation of the Red gabilization plan very large, ranging
from 7,2% in 1995 to 8,0% in 1998 (table 8).%°

% | nformation on the nominal deficit in 1994 and before isless meaningful sinceit was distorted by high inflation.
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Table8
Primary and Nomina Public Deficit®

In per cent of GDP
Y ear Primary Nomina
1995 -04 7.2
1996 0.1 5.9
1997 1.0 6.1
1998 0.0 8.0

Source: Central Bank of Brazil, Relatorio 1998.
&Includes all government levels and public enterprises.

167. Financid expenditures associated with interest payments have therefore been largely responsible
for the country’s deficit in recent years, a phenomenon that reflects an increasing public debt and the
change in its composition towards domestic debt, which bear higher interest rates. Between 1995 and
1998 the tota net public debt increased markedly, from 30.5% to 42.7% of the country’s GDP. While
the net externd public debt as a share of the GDP remained low though increasing dightly from 5.6% to
6.6% between 1995 and 1998, the net domestic public debtwent up from 24.9% to 36.1% in the same
period (table 9).

Table9
Net Public Debt

(In per cent of GDP)

1995 1996 1997 1998

Tota 30.5 33.3 34.5 42.7
Externd 5.6 3.9 43 6.6
Centrd Government? 3.5 1.6 20 43
Sub-Nationd Governments? 2.1 2.4 24 2.3
Domestic 24.9 29.4 30.2 36.1
Centrd Government? 9.8 14.3 16.8 211
Sub-Nationd Governments 15.2 15.1 134 15.0

Source: Banco Central do Brasil Relatorio 98.

21 ncludes the Central Bank.
® Includes public enterprises.
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168. Therisein the domestic public debt was due to the Central government debt, which increased
11,2 percentage points of the country’s GDP over a period of three years, most than haf of that in
1998. The central government indebtness reflected the sterilization operations that were based on short-
term maturity bonds with high interest rates. Although the vulnerability of the country’s fiscd postion is
largely associated with such rapidly increasing debt and the change in its profile towards short-term
meaturity domestic bonds, non-financia factors have aso played an important part in that. The primary
deficit has been rdatively balanced in the recent years, but it has clearly deteriorated in reation to the
primary fiscal pogtion observed for most of the 1980s and early 1990s. For example, a fiscal surplus
was observed for each year over the 1991-1994 period, averaging 2.8% of the GDP and reaching 5%
of the GDPin 19943

169. The deterioration of the non-financia fiscal accounts reflected an increase in expenditures, a a
larger pace than revenues. This was related to various factors, such as the end of high inflation, which
used to erode non-indexed expenditures in a context of fully indexed revenues (the inverse of the
OliveraTanzi effect), the increase in the socid pension expenditures, and in nomina wages as well
(especidly in 1994/1995 period). Anaysts have pointed out that the mgor problem is that previous
bal ances were attained thanks to temporary measures such as expenditure repression and erosion (the
latter due to inflation) and that unless there are condtitutiona changes expenditures will keep increasing,
epecidly in the area of the pension system.

%! See Giambiagi (1997), p. 13, table 1.
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CONCLUSIONS

170. The objectives of this sudy were twofold. Fird, to revist the literature on the sequencing of
liberdization policies, with a focus on the current and capital accounts of the balance of payments.
Second, to re-examine the sequencing issues using the liberdization reformsin Brazil in the 1990s as a
case studly.

171. The literature review was organized within a higoricd perspective, to the extent that the
arguments over sequencing issues could be associated with particular historical contexts or events. This
form of organizing the review was inspired by McKinnon's early view tha our judgement on the
gppropriate sequencing of reforms is to alarge extent influenced by the way financial markets operate,
and that the latter takes specific forms at different historica periods.

172. The debate on sequencing has revolved around two mgor issues: what sequencing can fecilitate
the implementation of reforms and maximize their net benefits, and what needs to be done to avoid
revershility. The second part of this sudy builds on the Brazilian unconventiona sequencing of reforms,
where, unlike the sequencing consensus of the 1980s, capita account liberaization came together with
other reforms. We addressed the questions of what, and how, politica factors and policy objectives
have influenced the order and pace of reforms. It was shown that capita account liberdization at an
early stage contributed to three mgor economic objectives. price stabilization, trade liberdization and
fiscd reform. Fird, it helped the country defeet chronic inflation; second, it affected favourably agents
expectations that reforms would not be reversed, and findly it gave time for fisca reforms to move
forward.

173.  Wethen anaysed the sustainability of the country’s policy regime rather than the sustaingbility of
the reforms themsdves. Three sugtainability indicators were examined: net externd ligbilities to GDP,
export performance and the country’s fisca pogtion. All of them indicated that the country was in fact
towards the end of the 1990s vulnerable to negative externa shocks.

174. Our andysis indicates that in such broad reforms that included a high interest rate policy linked
to dahilization objectives and a privatization programme, much of the externa capitd flowed to the
country in pursuit of arbitrage and oeculaive gains, with consderably less flowing to invesment in new
(productive) capacity. External capitd was aso used to support micro reforms, investment and
modernization, but this process was not deegp or wide enough D cause an effective change in the
country’s export pattern or to expand export capacity to consderably reduce its counter-cydica
behaviour. Poor export performance was aso explained by an overvalued exchange rate and by large
fiscd deficits The latter contributed to a vulnerable fiscal postion, aggravated by the macroeconomic
need to derilize monetary expansion caused by the accumulation of internationa reserves. A policy
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consgtency requirement would have been for the fiscal adjustment to take place much quicker, but this
was not feasible due to politica condraints.

175. Ovedl, the dements gathered in this study support the view that a more gradud liberdization
gpproach would have been more advisable. This could have helped prevent a numbe of policy
incongstencies that were al but impossible to avoid given the complexity of the tasks being pursued. A
gradua gpproach could have dso contributed to less speculative behaviour in financid markets, and
give time for the building-up of inditutions that can help external capita to be channeled to productive
activities. In the tradable sector, another lesson that emerges from the study is that liberdization policies
adone do not build an export sector needed to meet the externd obligations of an open, net-capital
importer economy and that such policies therefore need to be accompanied by more proactive actions
to support the sector.

176. Brazl’scurrency crissof early 1999 was relaively less costly, and had a quicker recovery, than
other crises in the late 1990s. This milder outcome was partly explained by macro- and micro-fegtures
specific to Brazil, such as the existence of rdatively high reserves when the currency was floated, and a
private sector with low level of indebtness and hedged againgt exchange-rate risk. But another, less
commented, factor that probably contributed to that outcome was that the country did not liberdize the
capita account completely, an evidence that further supports gradudism.

177. These conclusions should be tempered by the fact that capital account opening contributed to
price gabilization. High inflation was a problem a the beginning of the 1990s only shared by very few
other countries. The importance that Brazilian society attached to stabilization led it to policy options
that though very codtly as time made evident, were perceived as acceptable given the costs attached to
inflation itsdf, and the sorts of benefits which were envisaged with its dimination.

178. The sequencing literature has its focus today on the phasing of the capitd account. An
increasingly held postion is on the prior need to drengthen the domestic financid system, develop
markets and indtitutions and adopt prudentia controls. Brazil fulfilled a good ded of such requistes, but
these were not sufficient to avoid a crigs, even though they helped reduce the after-criss costs.
Although such aspects should be borne in mind, the point is to know how externd capitd, in its different
forms, can be beneficid to development objectives of countries whose lack of appropriate ingtitutions
precisdy reflect the fact that such countries are not developed. Therefore, attention should be refocused
on what supportive policies are needed for externa capitd to be beneficid to the devel opment process.
The sequencing literature has as a centrd premise that reforms are inherently good. But the Brazilian
experience demongtrates that markets done generdly frustrate expectations. A useful step ahead would
be to acknowledge that markets should be governed in aress like finance and accompanied by selective
public policiesin others like trade.
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ANNEXURE 1

Data and hypotheses used for calculating net external liabilities

179. Net externd ligbilities are composed of net externd debt, stocks of previous foreign direct
investment and portfolio assets held by foreigners. Net ligbilities are calculated for the year 1998.

180. 1998 net externa debt = US$ 180.2 hillions, corresponds to gross external debt, minus
international reserves and credits held by Brazilians abroad. Source: Banco Central do Brasil.1998
gock of FDI = US$ 163.79 hillions. This figure was obtained by summing the stock of FDI
accumulated until 1994 (US$ 106.84 hillions, 1998 prices) and annua net FDI flows from 1995 to
1998. The 1994 stock vaue was caculated by Maka (1997) and brought to 1998 prices usng the US
Consumer price index, end of period, from the Bureau of Labour Statigics. The yearly FDI vdueswere
brought to 1998 prices using the US Consumer price index, average year. The 1998 stock of portfolio
asets held by foreigners is US$ 17.37 billions (sources CVM, Brazil). Portfolio assets held by
Brazilians abroad were ignored.
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ANNEXURE 2

Trade surplusrequired to keep the net external liabilitiessGDP ratio constant over
time

181. The trade surplus required to keep the net externd liabilitiessGDP ratio at the level of 46.6%

edimated for 1998 can be obtained from a formula derived from the current account identity, as
follows 32

CA=D; =Dy =DTy . —p/E (Y —-Ci =1 - G) - UT @
Where

CA =the current account deficit of the balance of payments
D = Net externd liabilitiesin dollar vaues

Y = Gross domestic product (GDP)

C = Private consumption

| = Totd investment

G = Current government expenditure

UT = Unilaterd transfer

E = p/p’=the nomind exchange rate.

182. The subscript , stands for time, and the smdl-case letters p for domestic prices, g for world
prices and r for the average remuneration of externd liabilities. Since Y-C-G = tota savings (S) and that
S| = X-M, where X and M correspond respectively to exports and imports of goods and services net
of factors, equation 1 can be rewritten as.

(1+1) D, = p/E TB + D, @

where TB corresponds to the trade balance of goods and services net of factors, X-M, and
UT isdropped for the focus to be on trade balance only2. If we divide dl terms by p"Y, and since
Y, = (1+n)Y, wherenisthe GDP growth rate, we have:

% This part relies on Maka (1997) and MilesiFerreti and Razin (1996).
% Dropping unilateral transfers can be seen as acceptable given that in Brazil thisitem of the balance of paymentsis
relatively small.
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(1+r) D /P (1+n)Y,, = (P/E)TB/MP,Y) + D/PY, ©)

183.  Sincefor our purposesD, /Y, , will be assumed as a constant retio, D, ,/Y, ,=D/Y . Hence:
(1+nD/(1+n)R’Y, = (p/EP,") b, +D/p,’Y, @)
where b istheratio of TB to GDP.

(1+nD/(I+n)n” = Y (p/ER )b + D/p! ©)
[(r-n)/(2+n)]D/p"Y = (R/ER, )by ©

184. If the red exchange rate, e, is equal to Ep,'/p, and if d isthe ratio of net externd liabilities to
GDP, we have:

[(r-n)/(1+n)]&/o,d =D )

185. Equation 7 shows how big the trade surplus, b, should be to keep theratio of externd ligbilities
to GDP, d, congant. The bigger the average ‘interest rai€ on externd liabilities, r, and the more
devaued the red exchange rae is (that is, higher €), the bigger the trade surplus required will be. And
the bigger the GDP growth rate, n, and the higher the world prices, p’, isthe smaler the required trade
aurplus will be. This assumes that r will dways be bigger than n, otherwise increasing lighilities may be
consstent with a trade deficit and congtant (or even dedlining) d, a Stuation that fallsinto the case of the
s0 cdled ' Ponzi game'.

55



186. Table 2.1. reports some required trade surplus using equation 7, under different assumptions
regarding the behaviour of its varigbles.

Table2.1
Required trade surplus for a congtant net externd liability-GDP ratio

Cases R N E p D b

1 0.06 0.033 1 1 0.465 0.0122
2 0.07 0.033 1 1 0.465 0.0167
3 0.08 0.033 1 1 0.465 0.0212
4 0.09 0.02 1 1 0.465 0.0319
5 0.06 0.05 1 1 0.465 0.0044
6 0.06 0.033 1% appreciated | 3%higher | 0465 0.0117

@ Theformulausedin case 6 i*sslightly different from equation 7:

b=[(r-n)(e/e)I/[(1+n)(p: /p. )]d.

187. Inadl casesr varies between 6% and 9% which corresponds to the range of LIBOR during the
1990s. The GDP growth rate, of 3.3% (cases 1 to 3 and 6), corresponds to the country’s average
growth between 1994 and 1999. In dl cases e and p' were normalized in 1, except for the case 6, in
which e was alowed to appreciate by 1% and p, to increase by 3%.3* Cases 4 and 5 represent
extreme Stuations regarding the combination of r and n, and case 6 is a more redigtic verson of 1 by
dlowingeand p’ tovary.

% The appreciation of e can take place over time without affecting the country’ s trade position provided it
corresponds to productivity gainsin the tradable sector that are higher than the average world gains.
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