	






 INCLUDEPICTURE "http://graphics.eiu.com/vw/topnav/lnav_bar.gif" \* MERGEFORMATINET 
[image: image2.png]




 HYPERLINK "http://www.viewswire.com/index.asp?layout=global_home_page" 
[image: image3.png]COUNTRIES





 INCLUDEPICTURE "http://graphics.eiu.com/vw/topnav/lnav_bar.gif" \* MERGEFORMATINET 
[image: image4.png]




 HYPERLINK "http://www.viewswire.com/index.asp?layout=channel_home_page&channel_id=210004021" 
[image: image5.png]POLITICS





 INCLUDEPICTURE "http://graphics.eiu.com/vw/topnav/lnav_bar.gif" \* MERGEFORMATINET 
[image: image6.png]




 HYPERLINK "http://www.viewswire.com/index.asp?layout=channel_home_page&channel_id=190004019" 
[image: image7.png]ECONOMY





 INCLUDEPICTURE "http://graphics.eiu.com/vw/topnav/lnav_bar.gif" \* MERGEFORMATINET 
[image: image8.png]




 HYPERLINK "http://www.viewswire.com/index.asp?layout=channel_home_page&channel_id=180004018" 
[image: image9.png]BUSINESS





 INCLUDEPICTURE "http://graphics.eiu.com/vw/topnav/lnav_bar.gif" \* MERGEFORMATINET 
[image: image10.png]




 HYPERLINK "http://www.viewswire.com/index.asp?layout=channel_home_page&channel_id=200004020" 
[image: image11.png]FINANC E





 INCLUDEPICTURE "http://graphics.eiu.com/vw/topnav/lnav_bar.gif" \* MERGEFORMATINET 
[image: image12.png]




 HYPERLINK "http://www.viewswire.com/index.asp?layout=channel_home_page&channel_id=220004022" 
[image: image13.png]REGULATIONS




[image: image14.png]



[image: image15.png]




 HYPERLINK "http://www.viewswire.com/index.asp?layout=channel_home_page&channel_id=230004023" 

 INCLUDEPICTURE "http://graphics.eiu.com/vw/topnav/lnav_bar.gif" \* MERGEFORMATINET 
[image: image17.png]




 HYPERLINK "http://www.viewswire.com/index.asp?layout=iw_home&channel_id=1635861963" 
[image: image18.png]INDUSTRYW IRE





 INCLUDEPICTURE "http://graphics.eiu.com/vw/topnav/lnav_bar.gif" \* MERGEFORMATINET 
[image: image19.png]




 HYPERLINK "http://www.viewswire.com/index.asp?layout=channel_home_page&channel_id=1136543513" 
[image: image20.png]FT NEWS







	[image: image21.png]



	


	Login, or click to learn how to subscribe. 
	[image: image23.wmf]



 HTMLCONTROL Forms.HTML:Hidden.1 [image: image24.wmf]

quick



 HTMLCONTROL Forms.HTML:Hidden.1 [image: image25.wmf]

search_result_pa


Top of Form

Bottom of Form




[image: image27.png]



[image: image28.png]



[image: image29.wmf]



Top of Form

[image: image30.wmf]

quick



 HTMLCONTROL Forms.HTML:Hidden.1 [image: image31.wmf]

search_result_pa



 HTMLCONTROL Forms.HTML:Text.1 [image: image32.wmf]


Bottom of Form

	

	

	[image: image33.png]



	[image: image34.png]


Brazil: Economy: News analysis
[image: image35.png]



[image: image36.png]



[image: image37.png]



30 Mar 2005

[image: image38.png]



[image: image39.png]





Brazil economy: Goodbye to the IMF

COUNTRY BRIEFING

FROM THE ECONOMIST INTELLIGENCE UNIT

A decision by the Brazilian government not to renew its loan agreement with the IMF, announced on March 28th, was mainly a political move. Still, Brazil is able to forego further assistance from the multilateral agency thanks to the marked improvement in its macroeconomic and financial situations. The orthodox policies and fiscal controls adopted by the government of President Luiz Inácio Lula da Silva have worked to consolidate macroeconomic stability. This, combined with healthier external accounts and robust economic growth, has reduced Brazil’s susceptibility to financial crises and improved its creditworthiness. Nonetheless, Brazil remains more vulnerable than most to upsets in the international environment, and will have to continue its current policy mix even in the absence of a formal IMF programme.
Brazil will now be freed from IMF tutelage for the first time in seven years. Following a (1) disastrous debt moratorium in the late 1980s, Brazil knocked at the IMF’s door again (2) in 1998, after the Asian and the Russian financial crises and just before a large devaluation of the Real spiked its own debt burden. (3) Three years later, the government had not yet succeeded in reducing the level of public debt and signed a new loan agreement with the Fund to avoid contagion from Argentina’s 2001 record default.

Brazil was then plunged into a perilous domestic crisis of its own during the 2002 electoral campaign, when financial investors panicked when it became clear that the left-wing Mr da Silva would win. (At the time, the Real plummeted (strmoglavio se, DP) to as low as R4:$1 and the country risk premium jumped to over 2,000 points.) The IMF, in agreement with the main presidential contenders, granted another lifeline of US$30bn to shore up Brazil’s finances. In 2003, a so-called preventive agreement was signed with the new Lula government. Significantly, none of the US$15.4bn that was made available at that time has been drawn on. In all, Brazil has used some US$58bn out the total of US$80bn that was offered by the IMF.

Over these years, the government repeatedly agreed to raise its primary budget surplus target (from 2.6% of GDP in 1999 to 4.25% of GDP in 2005). The IMF considers this surplus a benchmark for fiscal discipline. Last year, the Lula government raised the target on its own from 4.25% to 4.5% of GDP, and actually posted a primary surplus 4.6% of GDP, an impressive achievement. Yet, several critics have said this was possible due to a high tax burden, and that the government should now seriously look to cut spending.

During the 12 months through the end of February, Brazil registered a primary budget surplus of 4.8% of GDP. The government says it will retain the target of 4.25% of GDP for this year and next, even without an IMF accord. The advantage is that such policies will now be seen by investors as government policies and not imposed by the Fund.

At the same time, the Central Bank has used inflation targeting since 1999, and during 2004 the emphasis of monetary policy shifted from growth-promotion to inflation control. The Bank has moved repeatedly since September 2004 to tame price pressures with increases in the benchmark Selic interest rate, to 18.75% at present. With inflation expectations still towards the top end of the official inflation target range for 2005, the Economist Intelligence Unit expects further rate increases before a return to a downward trend in the second half of the year.

The growth picture is also positive. Following a strong upturn in GDP growth in 2004 to 5.2%, growth in 2005 and 2006 will be healthy, though slightly lower (3.7% and 3.3% in 2005 and 2006 respectively, according to EIU forecasts). The main driver will be private-sector demand. Consumer and investment spending will be boosted by an expansion of credit, rising real incomes and an upturn in capital projects as confidence grows and real lending rates ease.

Under these circumstances, Brazil’s finance minister, Antonio Palocci, believes there is no need to ask the IMF for new credit lines. "Our indicators have been the best in 20 years, and we have had the best economic growth in 10 years", he said. He also pledged to continue with a mix of "classic and simple rules". "Brazil is a country that has learned from its past mistakes", he added.

Only a few local economists have pushed for a renewal of the IMF agreement, which would further bolster confidence in Brazil among Wall Street investors. However, on the domestic front this would be difficult to justify. The benefits of remaining under IMF scrutiny would be small compared with the advantage of gaining more autonomy from the Fund, and scoring political points, before an election year. In particular, the government has won praise for its decision from its own Partido dos Trabalhadores, which has long been opposed to IMF intervention. Mr da Silva, who will likely seek re-election in October 2006, has almost made it an issue of sovereignty, saying that Brazil is again able to "walk with its own legs".

 

 Brazil: Forecast summary

2004

2005

2006

Real GDP (% change)

5.2

3.7

3.3

Consumer prices (% change; end-period)

7.6

5.9

4.5

Exchange rate R:US$ (end-period)

2.65

2.80

2.92

Trade balance

33,736

28,209

23,405

Current-account balance

11,785

4,992

-2,085

Current-account balance (% of GDP)

1.9

0.7

-0.3

External financing balance (US$ m)

-31,711

-33,429

-41,809

Debt-service ratio, paid (%)

51.0

43.8

44.6

Source: EIU 

 Cushioning against external risks
Still, the international environment does pose certain risks to Brazil’s continued economic progress. These include (1) an increase in risk aversion towards emerging markets among financial investors, (2) the rise in oil prices and (3) the likelihood of further hikes in US interest rates. (4) Another risk is a larger-than-expected slowdown in US and world growth, which would cool demand for Brazil’s exports. Yet Mr Palocci and his team appear unfazed: Brazil has the "strength to face financial market turmoil", says Paulo Levy, treasury secretary at the finance ministry.

Brazil’s net foreign reserves have indeed increased substantially, from US$17bn to more than US$30bn in the last two years, providing a large cushion against potential turbulence. The country’s total foreign debt has also declined, from US$241bn in 1998 to US$201bn at the end of last year, according to the Central Bank.
The larger primary fiscal surplus and lower interest burden have contributed to a reduction in the net public debt/GDP ratio from 58.7% at the end of 2003 to 51.8% at the end of 2004 –- the first fall in the net debt ratio in a decade. The EIU expects the public debt/GDP ratio to fall further, to close to 50%. However, this is still an uncomfortably high level. Any sharp exchange-rate slippage would have a negative effect on the debt stock and debt service, even though the vulnerability of the fiscal accounts to exchange-rate fluctuations has been reduced by a halving of the proportion of foreign-currency and exchange-rate-linked domestic debt in the past two years, to close to 20% at the end of 2004.

Ongoing improvement in Brazil’s economic and financial indicators assumes that domestic inflation continues to moderate and the exchange rate holds firm. The most important risks to this scenario, again, stem from global uncertainties. Any sharp retraction of global liquidity would quickly be felt in Brazil because of its large financing needs. This would prompt new pressure on the exchange rate and a new wave of monetary tightening, which would also squeeze both demand and investment.

While there is no sign that any new crisis will in fact emerge, Brazil can take comfort in the knowledge that it is now a model IMF pupil. Should the going get tough and it need fresh IMF help, it would have little problem in getting it, provided it does not change its economic policy.
SOURCE: ViewsWire Latin America (full publication)
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