























































































































































































































This growth may be very strong, if we think the industry is a sector with many exter-
nalities and earns a lot for the economy by adopting more modern technologies. It is
possible that this leverages the growth rate and, in a few years, this policy may be
reversed; later, much higher wage increases may be granted than if we were to keep
the previous policy. What | intend to emphasize, however, is that this alternative is
complex, because it returns economic development to the question of intertemporal
choice. In other words, there are costs associated with growth - costs of our accepting
for some time reduced consumption, increased savings and our negotiating this type of
policy on the home front. Farther ahead, we will gain but we must pay the cost today.

We have recovered the basic question of the economy - that of political econ-
omy. How can the cost of economic development be distributed internally in society?
When the letter from the Brazilian Institute of Economics of Fundacdo Getulio Vargas
(IBRE/FGV) says “irreversible reality”, we look at how society is voting. Today | see no
candidate defending policies to increase domestic savings. No campaigning candidate
states that we have to stay six or even ten years with a minimum wage increasing Am-
plified Consumer Price Index (IPCA) but with no real minimum wage increase; or that
we have to have a more conservative policy toward public servant wage increases; or
even that we have to increase some kind of tax to increase public savings and converge
on this other equilibrium.

In Brazilian society, no one is willing to find for some time this other possible
equilibrium, with more savings, higher growth and more devalued exchange rate. On
the contrary, Brazilian society has been seeking the equilibrium that we have had for
the last few years. In this sense, the reality could be considered irreversible. As long

as the political economy does not change, this reality will not change. Any attempt to

alter the real exchange rate “by force” will result in accelerated inflation.
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Exchange rate: one variable, many problems
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With a PhD in Economics from State University of Campinas (Unicamp) and a Post-Doctorate
in Economics from the University of California, Berkeley, he is currently Professor of
Economics at the Sao Paulo School of Economics of Fundacdo Getulio Vargas (EESP/FGV),
where he coordinates the Graduate Program in Economics. He is also a researcher for the

National Council for Scientific and Technological Development (CNPg), since 2000.

ABSTRACT

In his lecture, Professor Marcio Holland raised several concerns related to the foreign
exchange rate in Brazil. He starts from the idea that there is no balanced exchange
rate and that Brazil may be forced to maintain an appreciated exchange rate because
its economy’s domestic savings are low and growth will depend on the use of foreign
savings. He raised two main points for discussion: first, the question as to whether the
exchange rate is indeed appreciated and whether or not its level is compatible with the
current macroeconomic equilibrium, and second, whether the use of foreign savings is
truly an “irreversible reality”. He also alerted to the fact that the Brazilian economy’s
standard of consumption is high and that an exchange devaluation associated with such
a standard would exert pressur'e on prices and inflation. He showed that the Brazilian
Real (BRL) is much more volatile than the US dollar, which does not justify the expla-
nation of the appreciation of the domestic currency by the reverse movement of the
US dollar. Various indicators presented show that the BRL is one of the most volatile
currencies in the world. One consequence of this may be the “process of insourcing”
of the Brazilian economy, due to our increase in commodities exportations. Finally, he
talked about the prospects for 2010, such as maintenance of low international interest
rates, China’s growth, which should raise the price of commodities, and the increasing

current account deficits in Brazil.
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The basic idea is that we’re not talking about a trivial variable. | used this title because
| think it quite suggestive. The idea is consensual that there is no.ideal exchange rate
for all countries and all periods. Yet, at the same time, the Brazilian economy may
need to live with the appreciated exchange rate since it is an economy with a low sav-
ings level.

We are talking about a variable for which there is no ideal rate and regime, nor
a consensus between economists and econometrists on “stylized” facts of the exchange
rate. And what would that be? We have many problems and few answers.

Essentially, the economists disagree on the causality between the exchange
rate and savings level, or even on the use of foreign savings. Some believe, since Brazil-
ian savings are very low, that we need foreign savings and, for this reason, an appreci-
ated exchange rate. Others claim that we have an appreciated exchange rate which
is why we use foreign savings; as a result, we cannot achieve high domestic savings in
Brazil. They are completely different causalities, which lead to different prescriptions
of economic policy.

The other issue in dispute is whether the real is actually appreciated. Many
economists claim that our exchange rate, even having undergone a very strong appre-
ciation process between 2003 and 2008 is still aligned. Others, using different data and
variables, such as relative productivity and barter terms and foreign liquid assets, find
evidence that the exchange rate is appreciated.

Some economists even talk about “irreversible reality”, referring to our hav-
ing such a low savings level that we will need to coexist permanently and structurally
with an appreciated exchange rate, so that, in order to grow, we depend on the use of
foreign savings. This entails another problem. When we speak of an exchange rate in a
country that has a history of inflation, we need to be very careful because, when the
exchange rate devalues, it begins to create inflationary pressure. This gets worse due
to the fact that the Brazilian economy has grown anchored in the expansion of domes-
tic consumption; so, exchange rate devaluations associated with this new consumer

pattern certainly pushes up prices, costs and inflation.




Now | will dwell on what many want to know: what is the 2010 exchange rate? | will
begin by showing this graph with some tales to tell. One of them is that we Have our
currency - the real - on a yellow line, strongly valorizing in a currency basket from 2003
to 2008, a movement temporarily interrupted by the 2008 crisis; on the red line we
have the dollar in a currency basket. A number of questions are associated with this
graph. The first is that it is very common in Brazil to associate our appreciation to the
dollar’s devaluation. After all, the dollar devalued largely to correct the high deficits in
US current transactions, which actually exceeded USS$ 850 billion, more than 6% of the
American Gross Domestic Product (GDP). Note from the graph that the real appreciates

much more than the dollar devalues.

Graph 1
Behavior of the real and dollar in the currency basket (1994-2010)
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Table 1

Appreciation and depreciation of selected currencies (in real exchange rate) 2005-2009

South

Argentina Brazil Chile China India Indonesia | Japan Russia ;
Africa

Three Years Before
the Crisis
(2005:07-2008:07) |

Acute Fase
(2008:08-2008:12)

The “Adjustment”
(2009:01-2009:08)
Final Effect of the
Crisis (2008/2009)

(2005/2009)

Source: BIS, elaboration EESP/FGV.

Our currency appreciates much faster than the dollar devalues and, when it
devalues, it is the same thing. In other words, it has a much more volatile movement
than the dollar. Empirical evidence shows that our currency is ten times more volatile
b than the dollar, and is one of the most volatile in the world. The following table helps
: understand the strong movements of the real’s appreciation and depreciation.

Another interesting point is the curve of appreciation, which in the opinion of
many economists is considered a natural movement of the exchange rate. This appre-
ciation movement would not imply, according to these economists, the exchange rate
out of alignment. The problem of this kind of assessment of exchange nonalignment
has to do with the use of a set of macroeconomic variables and whether the exchange
rate is in line with this set of macroeconomic variables. This exchange rate, therefore,
may be in macroeconomic equilibrium, but not necessarily in equilibrium with industry.

From this a major discussion emerges, which former Minister Bresser-Pereira
has been addressing. So far we know that there is a “primarization” process of the
Brazilian economy. Recent studies show that this “primarization” is much stronger in
foreign trade than in Brazilian domestic production. Brazilian domestic production has
had, moreover, a respite because of the growth of the domestic market, which is boom-
ing; we are increasingly demanding durable and non-durable consumer goods; we have
good industry focusing on the domestic market; but we are exporting more and more

commodities, primary products.




Many now talk of “de-industrialization”. Perhaps this is not the most relevant question,
perhaps it is only a problem for Brazilian exports, which can be seen from Graph 2 be-
low. The yellow line shows the path of exchange appreciation; the black line shows the
portion of manufactured goods in the total exported; and the red line shows the par-
ticipation of primary goods in total exports. Everything indicates that Brazilian exports
are undergoing a strong “primarization” process. | do not know, however, if it is the
primary cause of the exchange rate, and this is an empirical problem - as an academic,
| need a more robust study. But the exchange rate is behaving exactly in the same di-
rection as the “primarization” process. Perhaps it involves in this process the absence
of industrial policies, or the lack of incentives for investments with greater intensity

on technology (even those direct foreign investments), or the difficulties in generating

technical progress from research centers and Brazilian universities. The problem may

be greater than a mere question of exchange.

Graph 2
Participation of primary and manufactured exports relative to total exports and

exchange rate (2003-2009)
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The graph below also shows participation of the high technology exports. We have now -
wy

reached the scenario in Brazil of larger participation of high-tech exports. Perhaps
because of that appreciation movement, our high-tech exports have practically come
to a standstill at 6%. In China, this share exceed this 6% ten or twelve years ago, and
today in around 35%, even more in fact than the high technology content of US exports,
today at 30%.
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Graph 3
Participation of high technology exports relative to total exporits (1996-2008)
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Source: Secex / MIDC, elaboration EESP/FGV.

Maybe this is not a Brazilian natural vocation. Our vocation is to produce inten-
sive goods in natural resources. Where does this desire to generate high-tech intensive
goods in Brazil come from? Apparently we are endeavoring to do so but in vain, because
this is not our natural endowment of factors, it is not our vocation! Or is it?

| return to the question of the real as one of the currencies that is most valoriz-
ing in the world, and also one of the most volatile. In periods of strong global prosperity
and periods of acute crisis, our currency is extremely volatile, extremely appreciated.
Why is this? Is it because we have very low domestic savings? Or is it because we have,
an exchange rate that appreciates too much, and low domestic savings? This answer is
not clear, which is why | will provide some data.

“Irreversible reality” is a term from a letter from the Brazilian Institute of
Economics of Fundacdo Getulio Vargas (IBRE/FGV) in February this year. A debate be-
tween FGV Rio and FGV Sao Paulo has been historic. What does a country mean with
“irreversible reality”?

From 1947 to 2000, approximately, Brazil had a sharp drop in consumer par-
ticipation in relation to the GDP and a substantial increase in savings. The decrease in
savings has been happening from the 1990s to date, because Brazil now has a strong

consumer pattern, associated with income policies, price stability and other factors.
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In other words, it seems that our low domestic savings problem is only a recent phe-

nomenon, which did not accompany the Brazilian economy during the stages of its fast

growth, as in the 1950s to 1970s. Another key point is the fact that even at a very high
level, the level of domestic savings never went beyond 27% of the GDP, while in Asian
economies this percentage can be 50% of the gross domestic product.

From 1950 to the early 1980s, Brazilian savings was around 20-24%, and in the
1990s fell to 10%. This break in the level of Brazilian domestic savings was probably
caused by this new Brazil that we are striving to understand, with an extraordinary
domestic market. Another element is family consumer: perhaps family savings has been
dropping because family consumption has been increasing even more.

National savings, on the other hand, has now risen again. In Graph 4, we see
the upward indicative in the last lap. Our savings level was 20% and we have reached
almost 27%. The savings level rose sharply then plummeted. The question is whether
this level of savings is inexorable or structural, as said in the February 2010 IBRE Let-
ter. Is living with the structural deficit of current transactions an inexorable Brazilian
problem? From 1947 to 2009, in most of the years, we had a deficit of current transac-
tions in Brazil. Hence the question: why do we have appreciated exchange when we

have a deficit?

Graph 4
Participation of high technology exports relative to total exports (1996-2008)
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One question associated with the previous one is the problem of savings complemen-
tarity. Empirically, based on econometric estimates in temporal series, there is a cor-
relation between national savings and the use of foreign savings (deficits of current
transactions), but not causality in the Granger sense (idea of precedence) between
these two variables. In those terms, there is no empirical support for the idea that a
low domestic savings level causes the use of foreign savings, or vice-versa. So, why do
economists argue about this causality? What kind of economic policy do they suggest?
Policies to increase the level of domestic savings to reduce the deficits of current
transactions? Or policies to reduce foreign deficits and thereby increase the levels of
domestic savings?

Another major discussion is about the level of reserves. There is lively discus-
sion on the optimum level of foreign exchange reserves. We know that the Central Bank
can intervene, but these interventions have been restricted. In fact, the Central Bank
interventions to control the exchange rate and prevent its appreciation movement are
limited in the actual daily financial flow. If it goes beyond this daily financial flow, such
interventions are not effective, creating an opposite effect, that is, more appreciation.
In the textbook, interventions in a foreign exchange market usually function, but in
the Brazilian economy, with the world’s highest real interest rate and a well developed
derivative market, these interventions have a precise limit. Not that they have not
been important (after all, we have already accumulated more than US$ 230 billion in
foreign exchange reserves), but they do not prevent the tendency to foreign exchange
appreciation, or because our level of domestic savings is low, or because our interest
rate is high. Here economists diverge once again.

It seems that the Finance Ministry can even extend its capital controls in qual-
itative and quantitative terms, see the recommendations of the economists at the
International Monetary Fund (IMF) economists, who show that, in this environment,
exchange controls can be used temporarily, because even these controls have problems

of efficiency if used in the long-term.




Today we basically have two forces. One to keep the international interest rates rela-

tively low, at least until the middle of next year, given the situation of weaker world
economies. Any increase in the near future in US and European interest rates will
be insignificant close to the expected rises for interest rates in Brazil. On the other
hand, the strong growth in China should lead to the price increase of commodities on
the world markets, and increased investments due to the exploration of the pre-salt
layer, as well as the World Cup and Olympic Games. All this has an appreciative force
on foreign exchange.

On the other hand, the upward deficits of current transactions are alarming,
moving to 50 or even 60 billion in the next year, which should also exceed the level
of foreign direct investments. In other words, they could not be financed through the
balance of payments accounts. It is still worth considering the effects of a presidential
election year on Brazil that in 2002 were by no means negligible for the movement of
the exchange rate. For 2010, everything indicates that it will be nothing like 2002 but,
even so, the presidential candidates can cast a little doubt on market expectations
about possible alterations in the directions of the economic policy.

Finally, what tendency prevails? In my assessment, the appreciation movements
seem to prevail over those of foreign exchange devaluations, however temporarily
they may occur. Thus, foreign deficits tend to worsen, which may in the mid-term be
detrimental to Brazilian economic growth.

This is why | believe that policies that have even more control over the ex-
change rate, keeping the current inflation targets, can be important for sustaining

mid-term growth. =
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more content, better solutions

FGV Projetos is the advanced education, teaching
and research unit for Fundacdo Getulio Vargas,
responsible for applying academic know-how gained
and accumulated in it’s schools and institutes. As
an acknowledgement of it’s academic quality, FGV
was cited as No. 28 in the ranking of the Top 50
Think Tanks Worlwide (Non-US), and as the Think
Tank No. 1 among the Top 40 Think Tanks in Latin
America and the Caribbean, according to “The Leading
Public Policy Research Organizations in the World”.

With over 20 years of experience assisting Brazilian
companies and organizations, FGV Projetos has the
technical capacity and knowledge to help improve
the management and economic practices of public
and private organizations, both in Brazil and abroad.
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Combining the knowledge and excellence of Fundacao Getulio Vargas in the areas of
management, economics and finance, FGV Projetos has a set of business products to
help in the development and understanding of financial alternatives and scenarios,
providing companies with the tools to make wiser strategic decisions.

Expert opinions, valuations, investment analyses and financial studies are tools
increasingly used by financial institutions and businesses to improve their results.

With customized products, modern techniques and proven financial models utilized
by the largest corporations in Brazil and the world, FGV Projetos stands out for the
quality and excellence that only Fundacao Getulio Vargas can offer.
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