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15 July 2003

Country Brief : Brazil

Since taking office in January, the government of the new president, veteran left wing politician “Lula” da
Silva, has followed conservative macro-economic policies and prioritised much-needed tax and social security
reforms. There has consequently been a marked improvement in market sentiment towards Brazil, which was
on the verge of a financial crisis at the time of the election last October. However, many supporters and allies
of the government are becoming impatient for action on the major issues of poverty, unemployment and
crime. The government faces a difficult challenge to balance the demands of its constituency, while at the
same time consolidating the recent improvements in the markets for Brazil's currency and debt. There have
been big improvements in Brazil's traditional vulnerabilities, inflation and the balance of payments. This has
set the scene for lower interest rates, which should in turn help to boost economic growth, which is crucial if
the government is to even begin to improve living standards.

Since winning the election last October, President
“Lula” da Silva has achieved a marked turnaround
in market sentiment towards Brazil, first through
his selection of capable and moderate people to fill
key economic posts, and then, since taking office
in January, through his government’s commitment
to structural reform and conservative macro-
economic policies. The government has:

raised its primary budget surplus (ie excluding
interest payments) in order to stabilise the
public debt/GDP ratio

continued with the inflation targeting approach
to monetary policy

laid the constitutional groundwork for central
bank independence

prioritised tax and social security reform, and
by end-April had presented its proposals to
Congress

Reform of the unwieldy tax system and the
excessively generous public sector pension
arrangements are seen as essential to improving
the health of government finances. However, the
previous government, headed by reform-minded
President Cardoso, found it politically difficult and
made little progress in this area.

Market reaction has been favourable

Financial markets have endorsed these steps:

From their low points in October last year,
the currency and the Bovespa share price
index had, by early July, recovered 38%
and 61% respectively.

Over the same period, Brazilian bond
spreads over US Treasuries shrunk by two-
thirds, to below 800 points, reflecting lower
default risk.

At the end of April, Brazil issued ts first
international bond in over a year, raising
US$1 bn.

Endorsement of the IMF was received in mid-June,
when its executive board approved the third
assessment of the August 2002 stand-by
arrangement with Brazil, clearing the way for a
disbursement of US$9.3 bn. Also in June, the
World Bank approved a loan of US$404 mn to
partially fund the tax reform programme.

Markets have rebounded since October
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A crucial issue is whether this favourable market
environment can be sustained. If it is, then the
decline in inflation and interest rates, which has
already begun, will continue, thus enhancing the
growth outlook. Coupled with ongoing legislative
reform, this will pave the way for a recovery of
foreign investment.

Is such a virtuous circle feasible?

There are reasons to suppose it won't be. It will
require a broad consensus to carry through the
economic reforms. Such consensus could easily be
sabotaged by some of the very people who put
Lula in power. Many supporters are getting
impatient, waiting for improvements in living
standards. The flagship “Zero Hunger Programme”
has been much less effective than hoped. Recently
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a group of economists in the PT released a
manifesto calling for higher public spending, lower
interest rates and a managed currency, sheltered
behind capital controls. Federal public sector
workers are on strike at the time of writing,
protesting the proposed pension reforms. lllegal
land occupations, organised by the landless
movement (MST) a traditional ally of the PT, have
restarted, presumably to put pressure on Lula to
deliver on his pledges regarding agrarian land
reform. There has also been criticism from the
business sector protesting about potentially higher
tax payments when the system becomes simplified
(presumably because loopholes will be closed).

And to make the task of balancing the demands
from both radical and conservative sides of politics
even more difficult, the economy faltered in
Q1/2003 (GDP declined slightly in seasonally
adjusted terms) after showing stronger-than-
expected growth in the two previous quarters.
Moreover, unemployment rose to 12.8% in May,
compared with 11.9% in May 2002. By mid-year,
the central bank had revised down its growth
forecast for 2003 from 2.2% to 1.5-1.8%, and
raised its projection for year-end inflation to
10.2%, above its target of 8.5%.

Growth faltered early in 2003
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There are positive signs.

In the economic arena, inflation has peaked,
exports have surged and the current account is
close to balance. Government revenue growth has
turned out to be stronger than expected, making it
possible to unfreeze some spending programmes.

In the political arena, Lula has shown himself to be
a skilful consensus-builder, for example persuading
state governors and mayors to support his tax
reform strategy. He has moved quickly to open
discussions with supporters who have been critical
of him, arguing that his first priority has been to
avoid economic crisis and lay the groundwork for

growth. Nevertheless, there have been some
whose differences with Lula are apparently
irreconcilable and he has taken steps to expel
them from the PT. Also, the government’s support
in Congress has grown, partly through a formal
pact with the centrist Brazilian Democratic
Movement Party (PMDB) and partly through the re-
alignments that happen in a political system where
ideology and party discipline are less important
than being on the winning side.

Observers believe that the PT-led government will
be able to muster the required three-fifths majority
for the constitutional amendments necessary to
the tax and pension reforms, although this is not
likely to be tested until closer to the end of 2003.
In quarterly opinion polls, the government’s
approval rating fell slightly between March and
June, but remains high at 70%. Lula’s personal
approval rating is lower, at 43%, but this is
regarded as good. Among PT members, 95%
consider both the tax and social security reforms to
be important.

Inflation and interest rates are set to fall
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Current account deficit is shrinking fast

Current account balance Foreign trade trends
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A change in policy direction?

In coming months, there may, superficially, appear
to be a change of direction in the government’s
policy programme. Thus far, a lot has been done,
properly, to bring the financial markets on side.
Now Lula needs to deliver on his pledges to fight
crime, poverty and unemployment. The
government has recently announced a “First
Employment Programme” to assist young people to
enter the workforce (and thus reduce juvenile
crime) and a package of measures to address the
effective exclusion of the poor from banking
services, particularly credit. (The latter strategy is
being led by the two biggest state-owned banks,
which are offering small loans at a fixed rate of 2%
per month, which is well below the normal lending
rate. Apparently, all banks will eventually be
required to lend 2% of their deposits to low income
customers.) Other measures, such as agrarian
land reform, highlighted recently, will also be in
the pipeline. And while social programmes are in
the limelight, tax reform will be going through a
quieter, tedious and time-consuming process of
committee examination. But it is most unlikely
that the tax and pension reform strategies will be
neglected. Indeed, delivering on social
programmes will if anything, enhance the
government’s chances of consolidating support for
these major reforms. Also, with so much having
been achieved by its conservative macro-economic
policies, there is little risk of a sudden loss of
discipline. So the emergence of new social policies
and associated legislation in coming months should
be seen merely as an unsurprising shift in
emphasis, not a change in direction.

Progress so far should encourage policy
continuity

Although the task ahead will be difficult, it was a
lot more difficult back in October, when, despite
the US$30.4 bn IMF package negotiated in August,
the country was close to a financial crisis.
Progress made since then should be sufficient to
convince most people, that continuity of current
macroeconomic policies is crucial. Nevertheless,
there are risks, and if, for whatever reason,
markets turn against Brazil again, then President
da Silva’s job will become much more difficult. He
will still face the issue of balancing competing
demands in the economic and social spheres br
policy action, but without the prospect of stronger
growth and with all the impediments of budget
constraints and higher inflation and interest rates
tending to impact on income distribution. Patience
is needed on the part of Lula’s constituency and in
the marketplace; both sides must realise that
neither side can have everything its own way.

Bernie Shuttleworth
Economics@anz
Email: shuttleb@anz.com

ANZ COUNTRY BRIEF



ANZ is represented in:

AUSTRALIA by:
Australia and New Zealand Banking Group Limited

ABN 11 005 357 522
10th Floor 100 Queen Street, Melbourne 3000, Australia

Telephone +61 3 9273 6224
Fax +61 3 9273 5711

UNITED KINGDOM by:

Australia and New Zealand Banking Group Limited

ACN 005 357 522

Minerva House, PO Box 7, Montague Close, London, SE1
9DH, United Kingdom

Telephone+ 44 207 378 2121

Fax+44 207 378 2378

UNITED STATES OF AMERICA by:

ANZ Securities, Inc.

(Member of NASD and SIPC)

6th Floor 1177 Avenue of the Americas

New York, NY 10036, United States of America
Tel: +1 212-801-9160

Fax: +1 212-801-9163

NEW ZEALAND by:
ANZ Banking Group (New Zealand) Limited.
Level 10 215-229 Lambton Quay Wellington, New Zealand

Telephone +64 4 496 7000,
Fax +64 4 496 7360

In Australia, ANZ Investment Bank is a business name of
Australia and New Zealand Banking Group Limited, ACN
005 357 522 (‘ANZ Bank’), which is a licensed securities
dealer. In New Zealand, ANZ Investment Bank is a
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This report is being distributed in the United States by ANZ
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information on any securities referred to herein may be
obtained from ANZ S upon request. Any US person (S)
receiving this report and wishing to effect transactions in
any securities referred to herein should contact ANZ S, not
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This report is being distributed in the United Kingdom by
Australia and New Zealand Banking Group Limited, (‘ANZ
Bank, UK") for the information of its market counterparty
and intermediate customers only. It is not intended for
and must not be distributed to private clients. In the UK,
ANZ Bank is regulated by, and is a member of, the
Financial Services Authority (‘FSA’). Nothing here excludes
or restricts any duty or liability to a customer which ANZ
Bank, UK may have under The Financial Services and

Markets Act 2000 or under the regulatory system as
defined in the Rules of the FSA.

This research publication of ANZ Bank is issued on the
basis that it is only for the information of the particular
person to whom it is provided. This report may not be
reproduced, distributed or published by any recipient for
any purpose. Any recommendations relating to securities
contained herein are based on a consideration of the
securities alone, and as such are conditional and must not
be relied upon without specific advice from your securities
advisor as to the appropriateness to you given your
individual investment objectives, financial situation and
particular needs. Under no circumstances is this report to
be used or considered as an offer to sell, or a solicitation of
an offer to buy.

In addition, from time to time ANZ Bank, ANZ NZ, ANZ S,
its affiliated companies, or their associates and employees
may have an interest in any securities directly or indirectly
the subject of this report (and may receive commissions or
other remuneration in relation to the sale of such
securities), or may perform services for, or solicit business
from, any company the subject of this report. If you have
been referred to ANZ Bank, ANZ NZ, ANZ S or its affiliated
company by any person, that person may receive a benefit
in respect of any transactions effected on your behalf,
details of which will be available upon request.

The information herein has been obtained from, and any
opinions herein are based upon, sources believed reliable.
The views expressed in this report accurately reflect the
author’s personal views about any and all of the securities
and issuers referred to herein. The author however makes
no representation as to its accuracy or completeness and
the information should not be relied upon as such. All
opinions and estimates herein reflect the author’s
judgement on the date of this report and are subject to
change without notice. No part of the author’s
compensation was, is or will be directly or indirectly related
to specific recommendations or views expressed about any
securities or issuers in this report. ANZ Bank, ANZ NZ, ANZ
S, its affiliated companies, their directors, officers, and
employees disclaim any responsibility, and shall not be
liable, for any loss, damage, claim, liability, proceedings,
cost or expense (‘Liability’) arising directly or indirectly
(and whether in tort (including negligence), contract,
equity or otherwise) out of or in connection with the
contents of and/or any omissions from this communication
except where a Liability is made non-excludable by
legislation.

Where the recipient of this publication conducts a business,
the provisions of the Consumer Guarantees Act 1993 (N2Z)
shall not apply.

For further information, please email Economics@anz.com
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