
Brazil: The Pre-Election Panorama 

   
Current Situation 
Brazil has turned in a good economic performance during the presidency of 
Fernando Henrique Cardoso, achieving stability in fiscal accounts and prices. In 
2001, however, the economy weakened due to the deteriorating international 
situation, the Argentine crisis and a domestic energy crisis. The real depreciated 
by more than 30% against the US dollar and Brazil drew $4.7 billion on its $15.65 
billion stand-by credit line with the International Monetary Fund (IMF) to support 
dropping international reserves. The approach of the October 2002 presidential 
elections contributed to the uncertain outlook for the coming year.  

In mid 2002, the economy appears to be teetering between economic recovery 
and renewed decline in tandem with the electoral hopes of leftist Workers Party 
(PT) candidate Luis Inácio "Lula" da Silva.  

Economic Performance 
In the first quarter of 2002, the Brazilian economy showed signs of recovery. First 
quarter GDP increased 1.3% over last quarter 2001 and decreased by 0.7% over 
first quarter 2001 (less than predicted). Employment in March was 2.9% higher 
than in March 2001. Inflation pressure remained strong due to higher energy 
prices and the devaluation; consumer prices increased by 0.8% in April, producing 
a 12-month increase of 8% (sufficient for consultations with the IMF). Exports 
declined by 5.7% in the first quarter over the same period in 2001 and imports 
responded to the 2001 devaluation with a dramatic 25.5% drop. (Distorting the 
picture somewhat, imports spiked in early 2001 thanks to a temporary reduction 
in duties on capital goods). The current account was in deficit by only $3.7 billion 
in the first quarter, half the amount of the same period last year. Foreign direct 
investment remained about the same in the first quarter at $4.7 billion, but 
Business Week predicted FDI would drop to $16 billion in 2002 from $20 billion in 
2001.  

The economy began to show signs of stress in the second quarter of 2002. Some 
attributed this to contagion from the Argentine crisis and world economic stresses, 
while others blamed the improving political fortunes of Lula. Indeed, polls released 
in May showed Lula above the 40% he commanded in three previous elections. 
José Serra, the candidate of Cardoso's PMDB party, had the backing of only 21% 
of the electorate.  

On the same day the poll results came out, foreign bankers recommended 
reducing investments in Brazil. The real fell against the dollar and the country risk 
rating was re-evaluated. In the first 10 days of July, inflation was 0.82%, leading 
to projections of 7.7% inflation for the coming 12 months and about 5.7% for 
2002. This level of inflation is above target and will require consultations with the 
IMF. Industrial production fell 5.1% in May, and unemployment for that month 



averaged 7.7% in the six largest metropolitan areas (9.2% in São Paulo).  

To attribute the worsening economic situation to Lula's candidacy is probably to 
oversimplify the current situation, which undoubtedly is driven by domestic and 
international factors. But while Lula is working hard to present a more moderate 
image, his radical rhetoric in the past (including a recommendation to stop 
payment on the foreign debt) contributes to nervousness in the domestic and 
international markets. Among the factors causing concern are the large public debt 
and the deficit in the current account of the balance of payments, and the relation 
of both to interest rates.  

More than one-half of Brazil's public debt is sensitive to domestic interest rates, 
which are increasing. In June, public debt reached a record 58% of GDP-$260 
billion, of which $93 billion is foreign debt. In the balance of payments, Brazil 
needs about $50 billion to close its accounts; that is, to meet the demand for 
dollars to pay the service on its foreign debt and finance imports. The government 
needs more receipts to meet growing interest payments on domestic debt at the 
same time that the economy is faltering and generating less revenue. However, 
interest rates must be increased to keep pace with inflation and keep monetary 
resources in the country. It is not certain that Brazil is heading into default on its 
international debt, but it will have to make serious adjustments and politically 
unpleasant choices to avoid this fate. Resources for social programs are likely to 
be scarce for some time.  

Lula's Program  
Lula seems aware of the difficult trade-offs he will face if elected. He has tried to 
assuage the markets with assurances of responsible economic management, 
pledging to respect existing agreements. In a speech to the Liberal Party 
convention, he explained that his political-economic program seeks change to 
achieve growth. If during the 1990s the present economic model inspired some 
enthusiasm, he pointed out, there is now great deception with its results.  

Lula asserts that the country's sovereignty had been compromised and that 
Brazilians are ready to support an alternative national project. More people are 
joining his cause, including significant numbers of businessmen, as it takes on the 
character of a movement in defense of Brazil. He claims that his new model would 
increase economic activity along with creative social policies, export more and 
create a domestic mass consumer market. Rather than a product of unilateral 
government decision, he says, his economic model "will be the fruit of full national 
negotiation that should take the country to an authentic alliance, to a new social 
contract capable of assuring growth with stability." The elections are not the main 
cause of financial jitters, he argues; instead, investors are concerned about the 
fragility of the current economic model. He disputes assertions that this is the only 
possible model for Brazil, pointing out that "there are diverse stable and 
competitive countries in the world that adopted other alternatives."  

Lula admits that the margin for maneuvering economic policy in the short term is 



limited. He suggests export promotion and competitive import substitution. In 
addition, he accuses the government of overvaluing the currency and lacking an 
industrial policy to stimulate productive capacity. The purpose of fiscal equilibrium, 
he maintains, is not to render accounts to creditors but rather to serve as a means 
to growth. The internal debt must be kept in check by controlling internal accounts 
to maintain price stability. Lula has committed himself to creating an extraordinary 
secretary for foreign commerce attached to the presidency, and he proclaims 
production, employment and social justice as his priorities.  

Current Political Situation 
So far, observers have been surprised at the unfolding of the presidential race. 
Serra has not yet made his predicted gains in the polls. His support increased from 
13% in May to 21% in June, but now seems stuck there. Other candidates, such 
as Ciro Gomes (PPS) and Anthony Garotinho (PSB), seem to be gaining strength. 
Some observers predict a better showing for Gomes against Lula in a second 
round of voting than a matchup between Serra and Lula, but others believe 
Gomes's popularity has peaked at about 18% and that he will not be in the final 
runoff. There is even speculation that Lula could win the elections outright and 
avoid a second round, but this still appears to be a long shot. Lula's support 
dropped from 40% in May to 36% in June, but appeared to regain strength in July. 
The financial markets rose and fell according to this pattern.  

Some International Issues - Mercosur and the EU, and US Support 
The first summit of heads of state and government of 48 countries from the 
European Union and Latin America and the Caribbean was held in Rio de Janeiro 
on June 28 and 29. The EU saw it as marking the "start of a new strategic 
partnership and (to) increase mutual understanding in the political, economic and 
cultural spheres." The agenda covered three major themes: 1) political dialogue 
(democracy, pluralism, rule of law and sustainable development); 2) trade and 
economics (WTO and bilateral trade agreements, international financial situation 
and globalization); and 3) education, culture and "the human dimension" (science 
and technology, conservation of cultural heritage, women's issues, protection of 
children, and the role of civil society in interregional relations). The long-term goal 
is an agreement to promote political dialogue on democracy and human rights and 
enact reciprocal market opening leading to economic integration. Negotiations will 
resume on July 23 at the ministerial level, to be followed later this year by another 
meeting of the Biregional Negotiating Committee. The EU seeks language similar 
to its agreement with Chile, which allows for political dialogue and discussions on 
cooperation in sustainable development, customs, intellectual property and civil 
society. The EU and Chile have no agreement to coordinate their economic 
policies. 

The EU is the largest provider of official development assistance to Mercosur. 
Capital flows have grown from $26 billion in 1995 to $73 billion in 1997, making 
the EU the biggest investor in Mercosur. EU exports to Latin America doubled from 
1988 to 1997 to $52.4 billion. On July 10, the European Commission approved a 



proposal for reform of the Common Agricultural Policy (CAP) over the medium 
term. This news was well received in Brazil, where it was seen as facilitating 
dialogue on economic cooperation. The so-called Fischler Plan recommends a 20% 
cut in direct subsidies to agriculture at an average annual rate of 3%. Currently, 
the EU spends 90 billion euros-30% of its budget-on agricultural subsidies. Future 
subsidies would concentrate on rural development, the environment and food 
quality.  

While this was happening, US Treasury Secretary Paul O'Neill announced that 
giving more IMF money to Brazil would be a waste of taxpayer money, because 
the country's problems are political, not economic. After the predictable outcry, he 
issued a clarification stating that Brazil is following correct economic policies with 
US government support. O'Neill plans to travel to Brazil and Argentina at the end 
of July.  

Observations 
Lula appears to be more confident and stronger in the polls than in previous 
elections. His reassurances that he will respect existing commitments are well 
received if not totally believed by international investors, banks and institutions. 
He says he wants to increase exports, employment and institute social justice, but 
in this regard he is no different than any other candidate in Brazil or elsewhere.  

Given Lula's past and ideology, there is a good chance that he (or any other 
populist candidate) will become frustrated with the constraints of tight money and 
fiscal policies to hold down inflation and interest rates. His desire to "do 
something" will probably lead to industrial stimulus policies to create exports and 
jobs in return for subsidies and/or protection. Financing of this program could 
cause fiscal problems (IMF agreement) and complicate existing trade 
commitments to bilateral, regional (Mercosur) and international partners (WTO). 
The easiest way to evade responsibility for the inevitable economic consequences 
of such policies is to blame the foreigners (IMF, WTO, US, World Bank, etc.).  

Lula's past statements are not the only factor making the markets nervous. The 
underlying cause is the economic reality facing Brazil (and many other countries, 
including the US) in these difficult times. Most knowledgeable observers believe 
that Brazilian voters are too conservative to elect Lula, but whoever wins will face 
the same challenges. 

Even George Soros has called for an international effort to help Brazil because of 
its importance in the international financial system. But beyond IMF and World 
Bank assistance ($1.5 billion in current loans and a just announced $1 billion loan 
for energy, education and finance), new initiatives are scarce. The EU can serve as 
an alternative market and source of support, but it too does not offer an 
alternative to free market policies. No matter which candidate wins, IMF and World 
Bank financing could dry up if the next government fails to follow acceptable 
policies.  
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