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THE PERVERSE MACROECONOMICS OF

DEBT, DEFICIT AND INFLATION IN BRAZIL

Luiz Carlos Bresser Pereira

Stagnation and high rates of inflation are the main characteristics of
the Brazilian economy in the BOs’ . A country, that in the last century
developed at wvery high rates, suddenly stopped its growth path in 1981i. In
1988 per capita income was below 1980s’. In a first moment - between 1981 and
1983 - the slow down was correctly attributed to the adjustment effort imposed

by the debt crisis; in a second - 1984 to 1984 - the crisis seemed overcome,
the adjustment process, successful; but since 1987 the crisis is back. In that
year GDP grew at the same rate of population; in 1988 GDP growth rate was
negative (®,3 per cent) and in 1989 GDP is expected to be reduced by 1 per
cent. In both years per capita income will be declining.

This crisis can be explained in several ways. Its connection with the
external debt 1is quite clear. The fiscal crisis that developed from the debt
is pobviously in the core of economic stasnation. The acceleration of inflation
that took place during the B2° may be partially explained by the fiscal

crisis, but certainly the distributive conflict, that characterizes an economy



where income 1is so wunevenly distributed as the Brazilian economy, 1s the
fundamental cause of inflation and its acceleration. The external debt, as
long as it aggravated directly and indirectly the distributive conflict,
played obviously an important role in the acceleration of inflation. On its
turn, inflation feeds back the crisis of the real sector of the economy as it
aggravates the public deficit, hinders investments and lowers the productivity
of capital. Inflation 1is so damaging and disturbs so much economic activity
that, between 1984 and 1986, when the current account reached equilibrium,
the belief that the debt crisis was overcome, that the budget deficit was
under control, and that the only cause of Brazilian troubles was inflation
became popular in Brazil.

All these factors are interrelated. There is a dictum that nothing
succeeds like SUCCess; thé reverse is true, the vicious circle of a crisis is
or seems to be endless. There is a perverse logic in the stagnation process of
the Brazilian economy. In this paper I will try to describe and formalize this
logic. I will try to define the perverse ﬁacrnecancmica of stagnation 1in
Brazil. In section one I discuss the external debt, that is in the origin of
the present crisis - a crisis defined by the fiscal crisis of éhe state, by
the reduction of the rate of investment and by the loss of efficiency of the
stock of capital. In section two I define this crisis as a stock «crisis
besides a flow crisis, and in section three the perverse character of
adjustment in these circumstances 1is analyzed. In section four the #iaca].
crisis. 1s discussed in terms of public deficit and the reduction of public
savings; the relation between the two phenomena is presented. In section five
we see how the debt crisis turns into a fiscal «crisis. Section six is an

analysis of the high rates of inflation that prewvail in these circumstances;

inflation becomes inertial or autonomous, while tends necessarily to a slow
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but firm process of acceleration. In this process money plays a passive role;

this is the subject of section seven. The paralysis of the state due to the
fiscal crisis is discussed in section eight. In section nine we will be ready

to discuss the overall 1losgic of stagnation in a country plagued by debt,

deficit and inflation. But since we expect stagnation not to be a a permanente
situation, I finish the paper in section ten with a discussion of the pattern

for financing investments that will be consistent with growth in Brazil. In

this section the requirements for overcoming the crisis and resuming growth

are briefly presented.

1. The perverse logic of external debt

The crisis of the Brazilian economy starts clearly in.i???, when Brazil,
as all the highly indebted countries, should have eﬁgaged in a strong
adjustment process. The second o0il shock, the rate of interest shock and the
recession in the U.5, were a clear indication that this wés the 1line to
follow. Korea was one of the few highly indebted countries that decided to
adjust at that moment. Brazil,ras all other Latin American countries, did not.
When it started adjusting in 1981, after two years of accelerated arowth*, it
was too late. The debt had turned too high to be paid.

THE perverse logic of the external debt appears when it becomes “too
high”. But when does a debt become too high and what is a debt too high?

A debt becomes too high under the standpoint of the creditors when they

decide to suspend its roll over - the financing of the interests to be paid.

i — A populist-developmentist economic policy adopted by the rightist
authoritarian government during these two Years achieved vates of GDF agrowth
above 8 per cent, while the external debt increased from 3B to &0 billion
dollars. Fopulism may be distributivist, when it has origin in the left, or
developmentist, when its oviain is in the right. Its results are not much
different in terms of internal and external wunadjustment .



In a first moment, when the process of indebtedness isbegins, the country
receives loans to finance real expenditures (consumption or, hopefully,
investment). After some time, however, the interests due become so high, that
the financing of interest 1is halted. Actually the process of indebtedness
undergoes consecutive phases: first, loans finance additional edpenditure;
second, additional expenditures and interests; third, just interests; fourth,
only part of the interest to be paid on the old loans; finally, new loans are
definitively suspended.

The suspension of new loans for Brazil, in 1982, was ﬁertainlg part of a

more general decision of the bankers, after the Mexican default, in August of

that year. But it is based on some objective considerations that make the
bankers to consider the Brazilian debt too high. There are basically two
parameters. First, there is a "stock” rule of thumb that says that the

relation between the external debt, Dx, and exports, X, of a country should
never exceed é (in Brazil the debt/export ratio achieved this limit in 1989).
Second, there is a “flow” reasoning that 5%55 that, when this ratio is
achieved, the rate of interest, j, should not exceed the rate of growth of
exports, x’

Dx/X { 2

and

if De/X ¥ 2 -— 3 u

After the suspension of the "market”, i.e., of wvoluntary loans to a
debtor country, there are three conditions where a debt turns too high under
the standpoint of the debtor. Basically it is too high if, after a reasonable
internal adjustment process, it remains impossible to serve fully the debt. In
this case the external interests, J., in order toe be fully paid, (1) have do

be financed with additional 1loans, that 1lead te an increase in total debt,
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dDx, and/or (2) can only be paid if a too large trade surplus, R, has to be

Produced. A "too large trade surplus” is a trade surplus which implies a

transference of real resources to the creditor countries that, to be achieved,
depends on the reduction of imports, M, rather than the increase of exports,
X. The reduction of imports is basically achieved by reducing investments, I

rather than consumption, C. In this case the actual trade surplus, R, is
bigger than the potential surplus, R*, since we define potential surplus as

the trade surplus that can be achieved while maintaining the "necessary” level

of investments, I™-

A third situation where the debt is too high is the one where the debt is
almost entirely a state responsibility, Dxge, while the revenues from exports
are private, Xer. In this case the external debt becomes a basic reason for
the crisis ‘even if the country is producing a trade surplus. The interests
paid on the external public debt become a basic cause of the public deficit.
As the public deficit cannot anymore be financed by an increase in the
external debt, it is finmanced by increasing the internal debt or by printing
money . Fiscal crisis and inflation are the obviocus outcomes.

Thus, an external debt is too high when, in order to pay fu]is the
respective interests, we have:

(1) Dxess ? Dxe

and/or

(2) R » R == 1 ¢ I*

and/or when

(3) Dxge versus Xeq,. .

In Brazil, during the B8@s', the three conditions are present. Let us’
take 198® as a basis, since it was in the end of this Yyear when the adjustment

process began in Brazil due to the debt crisis. Since then (1) total foreign



~debt practically doubled, (2) the rate of investments fell around 5 per cent
points below the previous level, and (3) the public external debt, that was &8
per cent in 1979, today is B7 per cent of total foreign debt, while exports

and the trade surplus continue to be almost entirely private.

2. Stock disequilibrium leading to flow disequilibrium

Let us start this section reasoning in terms of conventional or text book
models of stabilization. Suppose that, in the first half of the 7@s°, the
Brazilian macroeconomic wvariables were basically balanced, i.e., aggregate
demand was equal to aggregate supply, so that

I + 6+ X=5+T=+HM

ﬁhere G are state expenditures, including expenditures of public owned
enterprises, S, priQatE savings, and T, state revenues (taxes and sales of
public owned enterprises).

This nice equilibrium, where interests are disregarded, was completed by
an egquilibrium in each sector:

in the private sector

I =8,

in the public sector

E.= T,

and in the foreign trade sector

X =M.

External indebtedness during the 7@s disrupted the three equilibriums.
The external indebtedness of the public sector was synonymous of public
deficit (G » T) that had as counterpart a trade deficit (X ¢ M), financed by
external savings, S,,. Following text book or conventional economics of

adjustment - so much used and misused by policymakers everywhere - the private



sector remains in equilibrium. When we come finally to the moment of

stabilization (1981 to 19B3), the adjustment of the public sector was given

priority.

The basic objectives of adjustment were, externally, to produce an
equilibrium 1n current account, and internally to eliminate public deficit, E.
Both objectives were supposed to be achieved simultaneously. By reducing and

eventually eliminating the public deficit the country would reach current

account balance.

E=6+Jx~-T=0

and so

M+ J. =X

where M, now, e#cludea explicitly interest and J,.. represent net interests
paid on the external debt.

We already saw that the reduction of public deficit was achieved, yet
perversely through the reduction of public sector investments, given that the
reduction of current public expenditure is always very difficult, even for an
authoritarian government. Anyway, some results were achieved in this area by
reducing salaries of public n%ficials and state owned enterprises’ employees.
After the the end of the authoritarian regime, the new democratic government
that took office in 1985 was wunable to maintain this reduction of salaries,
and the public deficit increased again®.

On the other hand, the basic objective for the creditors - the
equilibrium in current account - was basically achieved or nearly achieved
starting in 19B84.

P -~ Hetween 1980 and 1984 state expenditures with personnel weve reduced from
& .18 per cent to 5.%9 per cent of GDF; in 1988, however, total government
expenditures with pevsonnel werve back to 7.80 per cent of GDF. It is
interesting, however, to note that a considerable part of the reduction was

‘vearhed at municipal and state level. In this level it decreased from 2.71 to
2.39 per cent of GDOF between 1%98¢ and 1784 and increased to 3.3¢ 1n 1788,
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closed. The state had to pay the interest on the external Public debt but
qnuld not anymore finance 1t externally. Thus, the only solution was to

increase internal debt and/or to print mones*®. The increase of internal debt

could be achieved only by increasing the interest rate and/or by reducing
maturities; the increase of the interest rate aggravated the public deficit.
The alternative of printing money wvalidated the going rate of inflation®. The
perverse character of the suppression of external indebtedness as a source for
financing public deficit is so quite obvious. While a great effort was being
done to reduce public deficit™, the suspension of external finance for the
public deficit that was not eliminated by the 1981-83 adjustment, led to an
increase in internal indebtedness, to an increase in internal interest rates -

that aggravated public deficit, since interests were mostly paid by the state

- and to a reduction in the maturities of public debt.

4, Public sector sawvings and public deficit

Another consequence of the increasingly high interest burden, besides the
increase in public deficit, is the reduction of public sector savings. Public
savings, Se, are equal to state revenues, T, minus current public expenditures
(total public expenditures, G, (here already including interests in order to
csimplify) minus public investment, Ia,

Sa = T - (G-1Iw)

3 = Brazilian economists realize that early in i%8S5. See Arida, 1985; Fraua
Neto and Lara Resende, 1983, and Bresser Fereira, 19895,

4 - fbout the wvalidating character of the monew supply in the Brazilian
inflation see Rangel (i943); Bresser Pereiva (i986); Bresser Pereira and
Nakano (i983). 1t is intevestina to observe the pironeering character of
Rangel 's contribution, made seven yYyears before Kaldor 's well known paper
(i970).

5 = After and as a result of the 1981i-1983 vecession public deficit was not
eliminated but achieved its lowe4st level in the decade, 3 per cent orf GDF, in
1984 (see Table 2 in the Appendix).
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Thus, we have that public deficit, E, is equal to public savings minus
public investments.

E=6-T=1Io - Sa

During the 7@s’ public savings were strongly positive in Brazil. In 1987,
"given the level of interests paid by the state (see Table 3) and the reduction
of the gross tax burden (see Table 2) they are near zero®.

Public savings are supposed to finance public investments. When public
savings are around zero - as it is the case of a highly indebted country where
a fiscal crisis developed - Pﬁhli: deficit is equal to the public investment
that has to be done, that cannot be reduced. In this case we may speak of an
structural public deficit. The real cause of the deficit is the interest
burden originated in the external and internal debt, but, as long as public
savings are around zero, the unpleasant relation between ﬁublic deficit and
public investment becomes evident.

Minimum public investments in Brazil is relatively high ({(around 5 per
cent of GDP) given the fact that state, directly or through state owned
enterprises, is responsible for most of the investments in electricity, oil,
communications, transportation and steel production. |

Given the circumstances (1) that the state was reduced to zero savings
due mostly (not exclusively) to interests it hés to pay (around & per cent of
GDP) and (2) that it must invest at 1least 5 per cent o GDP, public deficit

becomes at that level "structural"”, that is, very rigid downwards.

4 - There are no figures about total public savings in Brazil. The figures
published according to the methodology adopted by the national accounts are
limited to the public sector séricteo sense, excluding state owned enterprises
(see Table 2). According to theses figures public savings were around & per
cent in mid 76s° and turned almost 2 per cent negative in 1987. If we add
savings (profits plus depreciation) of state owned enterprises, the declining
tendency will be the same, and public savinas will be probably around zevo.



This does not mean that it is impossible to reduce and eventually

eliminate public deficat. But, first, it emphasizes that reducing public
deficit without increasing public sawvings makes no sense; that this reduction
without the recovery of public savings is possible, as the experience of the
highly indebted countries in the B0s' demonstrated, but extraordinarily
damaging for growth prospects of the country: 1t is enough to reduce public
investments. Actually the reduction of public investment is only viable in the
long run, after a successful program of privatizations; in the short run, 1f
the state 15 charged with the responsibility for investments in crucial
sectors of the economy, this strategy is self-defeating. Second, it says that
the elimination of public deficit is wvery difficult when the public sector is
highly indebted while responds for a important share of investments in the

‘economy .

5. Debt Crisis and Fiscal Crisis

The previous discussion demonstrates in several ways how the debt crisis
develﬁped into a fiscal «crisis. The increase of the public external debt was
in the 7@s’ a consequence of a growth strategy (the Second National Plan of
Development = II PND) based ﬁn public deficit. The internal adjustment,
between 1981 and 1983, was accompanied by the nationalization of the private
external debt. In Brazil, as practically in all highly indebted countries, the
adjustment was also an opportunity for the private business enterprises to pay

their debts in local currency an pass over to the public sector the

responsibility for the external debt?.

7 - Table 7 in the Appendix presents the figures showing the nationalization
of the debt. Business enterprises paid in Cruzeiros, usually before rveal
devaluations of the local monew, their external debts, depositing the
cruzeiros in Central Bank .
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The 1981-1983 adjustment process reduced (in a unsound manner) but did
not eliminate public deficit. Internally its major consequence was te
accelerate the reduction of public savings as it estimulated the
nationalization of the external debt. The reduction of public deficit was
obtained by reducing investment rather than reducing current expenditures (and
s0 increasing public savings). The limited reduction in current expenditures
between 1981 and 1983 - particularly achieved by reducing wages and salaries,
instead of deregulating the economy and reducing the labor force in the public
sector - were compensated by the increase of the interests bill, that took
place, first, due the increase of public external debt, and, second, due to
the public internal debt.

As the internal public ﬁebt increased as result of the impossibility of
obtaining additiunﬁl external funds, the rate of interest on the internal debt
- and the public deficit - increased or tended to increase®. The public
deficit, that was reduced in an wunhealthy form (curtailment of public
investment and wages and salaries reductions instead of firing personnel,
deregulation and privatization) during the adjustment process, started growing
again since 1985, as the level of real wages and salaries in the public sector
recovered their previous level.

I am not discussing in this paper solutions for the external debt crisis
and the fiscal crisis that is being described. The fiscal crisis is clearly an
outcome of the debt crisis. Everyday the fiscal crisis is aggravated, while
the debt «crisis remains the same, given the practical absence of new external
loans. It is clear, however, that in order to owvercome this crisis, a
8 - The interest rate did not necessarily increase due to the trade off with
maturities. In i9B4 the creations of the LBCs (Letras do Banco Central) with
very short maturity (practically one day) was a recognition that, with very
large rates of indlation 1t was impossible to have long tevrm Tinancing for the

Brazilian state, but it was also a form of contvrolling speculation and
reducing the interest rate to near zevo in the open market operations,
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reduction of the external debt to around 5@ per cent of its present wvalue and
a radical fiscal adjustment will be necessary. The public deficit is today

structural in Brazil, but this does not mean that it is impossible to

eliminate it. The unilateral reduction of external debt will legitimate
internally the fiscal adjustment, while the elimination of the public deficit
will legitimate externally the wunilateral measures that are necessary to

reduce the external debt in the context of the Brady Plan <(see Bresser

Pereira, 1988Bd and 1%9B%9b).

&. The perwverse macroeconomics of adjustment and inflation

As long as an external debt too high precludes additional external
finance, the only form of finanting this deficit is perversely increasing
internal indebtedness and/or printing of mnnea..

The perverse macroeconomics of adjustment, when the public sector 1s
externally and internally highly indebted, leads wus now to inflation. The
external debt acquired in the 70s’ was a basic cause of the fiscal crisis 1in
the B2s'; on their turn, both the external debt and the fiscal crisis will be
in the roots of the acceleration of inflation rates during the B@s .

As inflation accelerates, it tends to become more and more rigid

downwards, because economic agents become more and more inflation conscious.

The maintaining factors of inflation - the formal and informal indexation of
the economy - assumes a growing importance and gives rise to an autonomous or
inertial type of inflation. On their turn, high and accelerating levels of

inflation lead to a larger public deficit, reduction of the investment rate
and reduction of the efficiency of accumulated capital. Let us see, briefly,

these three aspects: the acceleration of inflation, its autonomization or



inertialization, and its perverse consequences. Before, a few words about the

theory of inertial or autonomous inflation®.

According to the theory of autonomous or inertial inflation, let s define
the rate of inflation, p", as a result of past inflation, p ®¢_: (where the
superscript I stands for the different indexators economic agents use for past
inflation), plus the action of exogenous supply shocks, GF (where the
superscript Z stands for the several possibilities of supply shocks), and/or
the action of exogenous demand shock, u, where u stands for the unemployment
rate in the Philips curve.

P’ = ap ' Tgems + bu + G

where a, b, and c are coefficients adding one; in most occasions b and ¢
may be equal to zero.

In this model the maintenance of the level of inflation is defined by tHE
indexation of prices according to past inflation, while its acceleration can
Ee explained (1) by an endogenous «change of indexators used by the economic
agents as they perceive that the going rate of inflation is too high so that
the indexator they are wusing to correct their prices is not anymore a safe
protection in the distributive conflict, (2) by an exogenous (to the-mndelh
pressure of demand manifested by the reduction of the unemployment rate, and
(3) by an exogenous {(again to this specific mnﬁel) supply shock caused by the
exertion of some kind of power over prices (state power, labor power, monopoly
power of business firms).

This endogenous acceleration of autonomous or inertial inflation 1is
important because it shows clearly that it is impossible to expect high and,
simultaneously, stable rates of ip#]atiun, as we believed while formulating
¢ = For a agneral presentation of this theory, including a survey of the main

initial contributions to it, see Bressery Feveirva and Nakano (1987) and for a
reevaluation of it, Bresser Pereiva (1989a).





