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ecutive Summary

This policy brief examines whether the pes-
Eimism that recently gripped the financial mar-
ets about Brazil's economic prospects is justi-
ed, and whether the big IMF program in sup-
bort of Brazil announced on August §, 2002, is
ikely to succeed in tuming the tide. It concludes
hat present poficies would be adequate to se-
Te a gradual reduction in the debt/ GDP ratio
biven retum of the exchange rate to a less un-
Hervalued level and a level of interest rates that

normal by past Brazilian standards though still
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high by world standards, though not under the
recent conditions of a severely undervalued real
and astronomical interest rates. It also concludes
that the strongfy improving trend recently evident
in Brazilion trade promises a progressive reduc-
tion in external vulnerability, though this again
could be jeopardized by the maintenance of sky-
high interest rates. It then argues that, despite
the mixed records of the two principal opposition
candidates for the presidency, neither would be
likely to choose a policy of defiberately reneging
on Brazil's debts. That being so, the recent mar-
ket turbulence has to be interpreted as a panic
in which even those convinced that Brazil’s fun-
damentals are sound did not dare fo speculate
in favor of restoration of normality. Such situa-
tions are exactly those where the IMF can play a
usefil role in breaking a panic, and hence the
new loan much fmproves the chances of Brazil
avoiding the implosion that would be Hkely to
Jfollow a debt restructuring.

The recent market turbulence
has to be interpreted as a
panic in which even those

convinced that Brazil’s
fundamentals are sound did
not dare to speculate in favor
of restoration of normality.

Introduction

Until the IMF package on August 7, the
financial markets showed great concern
that Brazil might follow Russia, Ecuador,
the Heavily Indebted Poor Countries, and
Argentina in defaulting on its public debt.
The yield spread of Brazilian debt over US
Treasury securities (‘Brazil risk”) rose ahove
2,000 basis points in July 2002, on some
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