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Brazil and the IMF 

A matter of faith
Aug 15th 2002 | SAO PAULO 
From The Economist print edition



Will a big bail-out led by the IMF allow Brazil to avoid defaulting? 
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	Helping the optimal equilibrium along


THE financial markets' euphoria over Brazil's $30 billion rescue by the International Monetary Fund, announced last week, was short-lived. The real soon fell back below three to the dollar, and the risk premium on Brazil's government bonds rose. President Fernando Henrique Cardoso called meetings, for August 19th, with the four main candidates to succeed him in October's election, to plead with them to commit themselves to the Fund's conditions and thus calm the markets. Though the two leftish contenders who lead the polls, Luiz Inacio Lula da Silva and Ciro Gomes, no longer talk of “renegotiating” Brazil's debts, investors worry that the country may be unable to repay them, even with the Fund's help.
The IMF package aims to boost Brazil's reserves sufficiently to ward off any further speculative attacks against the real, and to finance its big current-account deficits for this year and next. The point is to reassure lenders sufficiently for them to want to resume lending to Brazil's government and companies at reasonable rates, dissipating any talk of default. The optimists, led by Pedro Malan, the finance minister, point out that the package is bigger than the markets had hoped for, and thus bound to succeed. There are also doubters. Moody's, a credit-rating agency, this week downgraded Brazil to five notches below “investment grade”, fearing that the next president—whoever wins—may be unable to meet the Fund's demands, such as raising the current target of a 3.75% surplus on the primary budget (that is, before interest payments) if this is needed to stabilise the public debt.
Both the upbeat and the downbeat point to precedents. Brazil last defaulted on its debts only 15 years ago; Argentina did so eight months ago, despite lashings of IMF cash. On the other hand, Brazil defied predictions of default after its forced devaluation in 1999. This week's wobbles do not prove that the new bail-out is doomed: J.P. Morgan Chase, an investment bank, notes that turbulence continued for weeks after the announcement of other rescues that in the end succeeded, such as Mexico's in 1995 and South Korea's in 1997.
So who is right? A new paper* on Brazil's debt sustainability, by John Williamson of the Institute for International Economics in Washington, DC, concludes that, even with the new bail-out, things could go either way. Until the 1980s, he explains, economists took the deterministic view that any set of starting conditions had but one probable outcome. More recently, a theory of “multiple equilibria” has gained support, in which there is more than one probable outcome, with market expectations usually the deciding factor. Brazil's total public debt, or its foreign debt, both public and private, could either be sustainable or could become unmanageably large, depending on what the markets henceforth expect.
Mr Williamson starts by asking: how much debt? This is no simple matter. For instance, it is hard to know which government assets and liabilities (eg, those of state-owned banks) should be counted towards its net indebtedness. And the oscillations of the real make it hard to put a value on the chunk of debt tied to the dollar. Mr Williamson reckons that Brazil's net public debt on August 8th, the day after the IMF announced its rescue, was 841 billion reais, or $288 billion at that day's exchange rate—that is, equivalent to two-thirds of Brazilian GDP, up from 30% in 1994. 
As for the foreign debt, the government has $56 billion, net of its reserves, while Brazilian firms' gross external debts are estimated at $120 billion. Though Brazilian companies and individuals have big foreign assets (estimates range from $70 billion to $170 billion), many of these are illiquid (eg, factories) and those that are liquid (eg, offshore bank accounts) would not be repatriated in an emergency: on the contrary, more Brazilians have been sending money offshore. So Mr Williamson puts the effective foreign debt at an alarming $176 billion. Brazil is already having to commit nine-tenths of its currency earnings from exports to servicing foreign debt and to financing the remittances of foreign firms' Brazilian operations.
Nevertheless, if the markets now become convinced that a default can be avoided, the real should recover some of its recent losses, lenders should resume offering money at reasonable rates of interest, and Brazil should resume reasonable growth, of around 4%, say. This would be enough, Mr Williamson reckons, for the public debt-GDP ratio to start falling, and for fears to be eased that Brazil is running out of dollars to pay its foreign debt. But if current market conditions continue, disaster looms: if the real does not recover, and Brazil has to roll over its expiring debt at current market rates, then the debt-GDP ratio could rise by another nine points this year. That, says Mr Williamson, is scary. Three-quarters of the government's debt is with local investors, who can be leaned on to keep funding it. Yet the debt ratio could reach a point where it becomes politically impossible to cut spending and raise taxes any further to try to stabilise it. 
Nervous foreign banks are reeling in their credit lines to Brazilian firms, forcing these to buy dollars to repay their expiring loans, sending the real down further and so increasing the chances of an eventual default. In Brazil's crisis of 1998-99, Bill Clinton's administration leaned on American banks to roll over Brazilian debts and avoid a crunch. Mr Williamson suspects that George Bush may be less inclined to do this. Brazil's central bank has agreed with the IMF to use some of the country's reserves to lend to companies in difficulties. But a second default trigger, set off by a shortage of dollars, remains possible.
Other economists have reached conclusions similar to Mr Williamson's: investors themselves will decide whether Brazil will default on the money it owes them. They may be swayed either way by the responsibility, or otherwise, that Brazil's politicians now show, in the light of its grave situation. A few well-chosen words, or even—miraculously—some deeds, such as approving much-delayed tax reforms, might avert a disaster.
