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I Introduction  

In the second semester of 1998, the Brazilian economy was hit by a serious balance of 
payments crisis. Among the immediate causes of the crisis, one can single out the strong 
international turbulence generated by the Asian and the Russian crises, which led to a sudden 
stop in foreign capital inflows to the Brazilian economy. However, the damage caused by the 
capital flow reversal which followed those crises was amplified by two factors: capital account 
liberalization, gradually promoted since the late 1980s  increased the volatility of the capital 
account, by making it much easier for financial investors to move their placements in and out 
of the country; the deliberate overvaluation of the Brazilian currency, pursued in the previous 
four years, had recreated the classical picture of a balance of payments crisis in developing 
economies. 

Full capital account liberalization had been an explicit policy goal since the early-aborted Collor 
Administration. Finance ministry and central bank authorities insisted, from the early 1990s to 
the end of President Lula’s terms in office, that only minimal controls had to be maintained, to 
prevent criminal activities. “Legitimate”, that is, legal, operations, on the other hand, were to 
be seen as some kind of civil rights, to be respected by the government as soon as it became 
possible. “Freedom to invest” one’s own resources was seen as a feature of open societies and 
political democracies.1     

The overvaluation of the real had two explanations. On the one hand, it was an essential 
instrument to help bringing prices down after the monetary reform. Competition from 
imported goods (or even the threat of competition) sufficed to keep sellers of goods and 
services from trying to recoup their losses with past inflation after the new currency was 
introduced. The more overvalued the real was, the stronger the pressure on local producers to 
keep their prices down. The second reason, raised at least at the rhetoric level, was that 
stronger competition would lead to a productivity push forcing local producers to upgrade 
their productive facilities, so that the end product of overvaluation would be a higher level of 
domestic competitiveness.  

The 1998 crisis buried the idea that overvaluation could be an efficient industrial policy tool, 
but the misunderstanding about the role of capital controls and the idea that short-term gains 
in terms of price stability could be worth long-term damage to the productive tissue survived 
the crisis. After a first period of time in which floating exchange rates allowed the external 
purchasing power of the real to fall, stimulating net exports, high interest rates imposed by the 
Central Bank in the context of the new monetary policy regime of inflation targeting together 
with developments in international markets for commodities reinstated the overvaluing trend 
which has lasted to this moment, with a few brief interruptions.  

Ten years after the 1998 balance of payments crisis the Brazilian economy (like other emerging 
economies) suffered another shock generated in the international economy. Although this 
time the consequences of the shock were not nearly as dramatic, it still caused national output 
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cases where those resources resulted from criminal activities. Accordingly, the only controls that should 
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to contract in 2009 and for a moment in late 2008 it looked like a more serious financial crisis 
could be triggered by the failure of some large companies that had bet on the continuing 
overvaluation of the real in derivatives markets. 

The fact, however, that a larger crisis never materialized was interpreted by many as meaning 
that the lessons of 1998 had been taken to heart by the Brazilian government. The relatively 
light reduction in national output, the rapid recovery of some sort of equilibrium in the 
balance of payments and the containment of pressures originated in derivatives markets 
without too many casualties in the corporate sector was argued to have vindicated policies 
adopted after the 1998 crisis. To the three-legged macroeconomic strategy adopted in 1999, 
consisting in the combination of inflation targeting, floating exchange rates and fiscal primary 
surplus targets, Lula’s administration had added a fourth leg, the accumulation of 
precautionary international reserves to an extent that its critics judged to be excessive. After 
2009 recovery these criticisms persisted but with very little echo in public opinion. 

In this paper, we propose to assess to what extent the performance of the Brazilian economy 
in 2008/9 was due to enlightened macroeconomic policy-making on the part of the federal 
government. To do it, we will first, in section II, very quickly and summarily revive the reader’s 
memory about the 1998 crisis and its aftermath. Section III will, also summarily, describe the 
contours of the 2008/9 recession, mostly with the intent to inform about empirical 
developments in the Brazilian economy at the time. Section IV will compare both episodes, 
1998 and 2008 to determine whether it can be held that the main difference between them 
was the improved combination of macroeconomic policies adopted in the second period. 
Section V concludes. 

II. The 1998 crisis 

The 1998 crisis has been vastly explored in the literature. We do not intend to survey the 
diverse theses about what happened. Instead, we will just advance our own view of what 
essentially mattered then as causes and consequences of the balance of payments collapse in 
late 1998, early 1999.  

Among the few safe and consensual results shared in the community of economists one finds 
the strong correlation between financial liberalization and the occurrence of financial (and in 
some cases also balance of payments) crises. Financial liberalization in the Brazilian economy 
consisted mostly in the removal of capital controls that constrained both the entry and the exit 
of financial investments to and from the country. In the late 1980s, capital inflows into 
domestic securities markets were allowed within a strategy of reviving the Stock Exchange and 
strengthening the public debt securities in the context of high inflation. Later, in the early 
1990s, steps were made to free capital outflows by residents, publicizing the idea that capital 
controls should be kept only to curb tax evasion and criminal initiatives. This view quickly 
became the official line, followed by every administration, from Collor de Mello to Lula da 
Silva2. Financial and macroeconomic stability arguments for the maintenance of capital 
controls were deliberately ignored. Liberal economists acting as politicians successfully sold to 
public opinion the apparently common-sensical idea that controls had the goal of constraining 
criminal behavior. An obvious implication of the argument was that “legitimate” capital 
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outflows should not be punished by legal or regulatory constraints. Controls were therefore 
replaced by information requirements, made lighter and lighter through the years.3   

More immediate roots of the 1998 crisis, however, were to be found in the successful anti-
inflation strategy defined around the creation of the new currency, the real, in 1994. In fact, 
the years between 1994 and 1998 established the specific way in which financial liberalization 
and crisis generation related to each other in the Brazilian economy.  

Briefly, the Real Plan, named after the new currency created in July 1994, was a very successful 
variation of exchange-rate based stabilization plans, which had a long history, especially in 
Latin America. The plan relied on the possibility of importing goods at lower prices than those 
practiced in the domestic economy to keep local producers from raising them to recover past 
inflation “losses”. A bold previous step to monetary reform had been the acceleration of 
domestic inflation based on the idea that hyperinflation-like conditions reduce price dispersion 
so that at any given moment actual prices would be relatively close to sustainable relative 
prices. At the same time, acceleration of inflation per se, in an economy going through high 
inflation for a long time, generated in the general public a strong demand for stabilization. A 
dramatic fall in the rate of inflation was expected to represent a perceptible welfare gain that 
could justify some loss of real income caused by the specific way stability was achieved. The 
expectation proved to be right on the mark. Presidential elections in 1994 gave the official 
candidate, former Finance Minister Fernando H. Cardoso, the man most directly associated to 
the stabilization plan4, a decisive victory in the first ballot. 

In this context, overvaluation of the real was not only an unfortunate side effect of the plan 
but it was actually its heart. Immediately after the new currency was introduced, exchange 
rates fell dramatically. The US dollar, that according to the letter of the plan, should keep a 
one-to-one parity with the real, fell almost right away to about R$ 0.8. If the government did 
not plan this result, it certainly welcomed it. The feeling that the new currency as a strong 
currency was perceived as fundamental to anchor price stability expectations, particularly 
when one takes into account that the Real Plan, in contrast to previous attempts at 
stabilization, did not rely on any mandatory price freezing.  

The overvaluation of the real caused the trade balance, which was strongly positive, to 
become negative in a matter of months. Capital inflows became essential to maintain balance 
of payments equilibrium.5 Capital account liberalization measures taken in the recent past 
became a central element of the macroeconomic strategy. In fact, particularly after Cardoso’s 
inauguration as President in January 1995, completing capital account liberalization became 
one of the administration most consistent goals, surviving many changes in macroeconomic 
policy strategy.  

A balance of payments crisis in Mexico, by the end of 1994, quickly spread around Latin 
America and caused a sudden stop in capital flows to the Brazilian economy by the turn of that 
year. The government reacted to the threat through two instruments. First, purely floating 

                                                           
3 The removal of capital controls were done mostly by the Central Bank, even though controls had been 
established by federal law. The possibility of reversing capital account liberalization by denouncing the 
powers the Central Bank took over in a less than legitimate way led liberal economists to argue in favor 
of a change in the law regulating foreign capital operations to remove what they called “jurisdictional 
uncertainties”. To strengthen their argument, these economists argued that jurisdictional uncertainty 
was an important factor keeping domestic interest rates as high as they are. Empirical investigation of 
the argument, however, could not find any evidence in favor of the hypothesis.   
4 In fact, for some time the plan itself was generally referred to as FHC Plan.  
5 At least while expectations of some members of the administration that productivity would rise quickly 
in response to competitive pressures did not materialize. 



exchange rates, which had exposed the Brazilian economy to the capital account crisis, was 
replaced by a new exchange rate regime. The new regime was presented as a Brazilian version 
of the Chilean exchange rate “bands” of floatation, but it really consisted of a pegged exchange 
rate regime, where exchange rates were devalued a little bit every year to make up for the 
overvaluation of the first six months of existence of the real (Souza, 1999). This regime was 
kept until the 1998/9 collapse.  

The second instrument was a sharp rise in interest rates, to stop capital flight and bring some 
of it back to restore balance of payments equilibrium. For the remaining time until the 1998 
crisis, pegged exchange rates that distributed the correction of the overvaluation of the 
domestic currency along an extended period and high interest rates intended to attract capital 
inflows were the essential pillars of the Cardoso Administration’s macroeconomic policy. 

The Brazilian economy did stabilize in 1995 although it is still an open question how much of it 
was due to domestic policy-making and how much should be explained by the control of the 
Mexican crisis with the intervention of the US government, directly and through the IMF.6 
Risks continued, however, to accumulate in the form of an increasing dependence of capital 
inflows to maintain balance of payments equilibrium. Capital, in fact, kept flowing in. Price 
stability allowed a decompression of domestic consumption goods markets, generating 
positive expectations about the growth of internal markets. The combination of overvalued 
exchange rates and high interest rates, on the other hand, maintained local production 
subdued, with local firms facing heavy difficulties to survive competition. This created some 
attractive opportunities for foreign firms to buy domestic ones, even if one considers that the 
overappreciation of the real increased the costs of foreign investment, in parallel to the 
privatization process that took place during Cardoso’s times, for direct foreign investment to 
grow. 

Finally, it is important to remember that the first crisis of the real threatened directly the 
domestic banking system. Brazilian bank structures and operational strategies had been 
shaped by almost 25 years of high inflation. During that time, successful banks were those 
which developed agile payments systems and skills in the area of managing public securities 
portfolios. The Real Plan created the expectation that both areas could become quickly 
obsolete. Banks were stimulated to explore private credit frontiers and did so with gusto in the 
immediate aftermath of the plan, to make up for heavy losses from the sharp fall in inflation 
revenues. Rising interest rates in early 1995 shifted the ground below these attempts at 
extending credit and a serious threat to banking sector stability was created. After some initial 
hesitation and denial, the Central Bank reacted, through three lines of intervention. First, a 
program, PROER, was created to further consolidation of the banking sector, allowing some 
controlled entry of foreign banks, but maintaining the dominance of federally controlled and 
private domestic banks. Second, a similar program was implemented to liquidate banks owned 
by states which had long been seen as factors eroding the ability of the central bank to control 
the monetary system. Thirdly, an effort at modernizing bank regulation and supervision was 
initiated, adopting the Basel Accord of 1988 and its subsidiary measures.  

Despite its polemic character, the program was successful not only to avoid a serious systemic 
crisis in 1995 (when three among the ten largest private banks and the two largest state-
owned banks in the country were put under intervention of the Central Bank or been forced to 
sell to other entities by PROER). When the collapse of 1998 took place, the banking system was 
fairly resistant and the impacts of the crisis on financial markets were reasonably contained.   
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So, it was balance of payments fragility, rather than domestic financial fragility, which exposed 
the Brazilian economy to heavier risks. The balance of payments situation could in fact be 
characterized as a Ponzi strategy where increasing debts in a semi-stagnant economy could 
only be serviced by ever higher capital inflows, increasing thereby the stock of debt and the 
risk of insolvency. The Cardoso’s Administration seemed oblivious to these threats, insisting 
that the problem was “manageable”, that Brazil was seen a strong player by international 
investors who would not deny credit to such an attractive borrower, and that increasing 
productivity brought about by modernization, privatization and general de-regulation would, 
in time, allow to pay those debts back. Government authorities asserted confidently that, with 
inflation ended once and for all, Brazil had become a normal developing economy, absorbing 
foreign savings to make up for internal deficiencies.  

As it is well known, the story ended rather differently. Another international confidence crisis, 
this time generated by the spread of the Asian crisis of 1997/8 to Russia in 1998, did not spare 
a country heavily in debt, devoid of strong defenses and committed to the ideology that the 
absence of appropriate defensive instruments was actually beneficial.      

The Brazilian economy, given its high exposure to international capital movements, suffered an 
impact of all the turbulences of international financial markets, from Mexico in 1994 to Russia 
in 1998. At every step, the reaction followed the same pattern, to raise interest rates to stop 
capital flight and defend the peg, despite the cumulative negative impact this had on domestic 
production. The interventions were, nevertheless, successful in their own terms, at least until 
December 1998, when resident wealth holders initiated a strong episode of capital flight.7 

Capital flight fed by residents is much more dangerous than sudden stops. Foreign investors 
cannot take back more than what was brought to the country (which may still cause a crisis, of 
course, if, as it is likely, foreign currency obtained through these operations were spent).8 
Resident wealth holders, on the hand, detain a much larger stock of assets available for 
conversion into foreign currency. Loss of faith in the ability of the government to manage a 
crisis and keep the country’s international solvency can cause attempt to flee that are not very 
sensitive to domestic interest rate levels and are usually larger than available reserves. In such 
a type of event, as it was the case in 1998/9, “resistance is futile”. Abandoning the peg was not 
really a choice. After some desperate attempts to reform the exchange rate regime in early 
1999, it was decided that floating exchange rates was the only possible alternative left.     

Having lost the exchange rate anchor, Cardoso had to change the whole macroeconomic 
framework. Toeing the strict liberal line that marked both terms of his administration, Cardoso 
adopted what seemed to be at the time the state of the art macroeconomic policy regime, the 
combination of the floating exchange rate regimes with inflation targeting (guiding monetary 
policy) and fiscal primary surplus targeting (guiding fiscal policy). Reforming its macroeconomic 
policy framework under the guidance of the IMF (which had been asked to give financial 
support during the acute stage of the crisis) of the time meant that no change in the capital 
account liberalization path was allowed, quite the contrary. Nothing much was required in 

                                                           
7 Resident and foreign investors used different channels to exit the country at the time, making it 
possible to differentiate the behavior of residents and non-residents. Based on data incorporating this 
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terms of financial reform, since the option for the Basel strategy favored by the Fund had 
already been made in 1994.    

Adopting floating exchange rates in the immediate aftermath of a balance of payments crisis 
meant that a heavy fall in the external value of the domestic currency was to be expected. In 
fact, it was even welcomed because it would allow, as it did, an improvement in the trade 
balance, helping to remove the shadow of insolvency that hovered over the Brazilian economy. 
Interest rates had to be raised, of course, this time to control, within the context of inflation 
targeting, attempts to shift the rise of the value of the dollar to domestic prices. High interest 
rates contributed to inflation control in two ways: by keeping domestic demand subdued and 
by attracting capital inflows that began again overvaluing the real allowing for cheaper imports 
to reduce domestic prices.  

New exogenous shocks (mainly the Argentine Crisis of 1991 and the uncertainties caused by 
Lula’s election in 2002), pushed the dollar up against the real again, until 2003. After that, the 
Brazilian economy gradually resumed the same pattern of operation that had marked the 
period before the crisis, despite the wide transformation in the macroeconomic framework: 
overvalued exchange rates (now a desired result of monetary policy), high interest rates, 
mediocre and volatile growth rates. This situation lasted until the early years of the 
millennium. 

III The 2008 crisis 

Cardoso’s second term was marked by a succession of crises which kept frustrating his 
government’s expectations of higher growth rates. In fact, a minor balance of payments crisis 
actually hit the economy in 2002, the year where Cardoso’s successor as President was to be 
elected. Financial markets reacted to the candidate Lula da Silva’s commanding lead in the 
polls by refusing to buy public securities expiring after his inauguration day. Some capital flight 
took place, although it was no longer possible to distinguish between a sudden stop of capital 
inflows and an actual flight by resident wealth holders. By mid-2002, the real had fallen steeply 
against the US dollar and the country was losing reserves. Stability was quickly restored though 
after Lula da Silva issued a public statement committing to respect all contractual 
commitments and hinting at a high degree of continuity with Cardoso’s macroeconomic 
policies.  

After his inauguration, in 2003, Lula da Silva honored his statement. The leading members of 
Cardoso’s administration did not remain in their posts, as it would be politically unacceptable 
to Lula da Silva’s supporters, but policies not only were not changed, they were actually 
strengthened. Interest rates were immediately raised by the Central Bank to contain any 
inflationary pressures generated by the exchange rate devaluation of 2002. Fiscal primary 
surplus targets were raised significantly and the free floating of exchange rates was respected 
with almost religious faith on the equilibrating power of markets. Lula da Silva’s administration 
clearly opted for keeping the macroeconomic policy framework inherited from Cardoso’s 
period while developing social policy initiatives as its own trade mark. This arrangement was to 
be kept until the fall of his finance minister in 2005, amid a corruption scandal. From that time 
on, although the same basic policy framework was respected, some topical interventions 
would take place from time to time, particularly in attempting to avoid the overvaluation of 
the real. After the 2002 stress, the real had resumed its path toward overvaluation. It was due 
in part to the insistence of the Central Bank in keeping interest rates very high in an open 
capital account environment. 

By 2003, all evidence pointed the same way: the Brazilian economy under Lula da Silva would 
persist in the semi-stagnant path followed under Cardoso. Growth would continue to be 



hampered by the lethal combination of overvalued exchange rates and very high interest 
rates. Successful inclusion policies directed at the most disadvantaged groups in society 
seemed to be sufficient to generate the political support the administration sought to survive 
the political turbulences that came into its way, particularly during Lula da Silva’s first term. 

The threats to sustained growth, however, were not immediately visible. First, because the 
exchange rate devaluation obtained after the 1999 and 2002 crises, created some sort of 
breathing space for domestic businesses. Although exchange rate appreciation was continuous 
after 2002, it would take some time before the effects of those two depreciation episodes 
were entirely wiped out. In addition, an increased credit supply stimulated domestic 
consumption enough to compensate some of the losses created by the decreasing 
international competitiveness. The two effects were, nevertheless, temporary and by the end 
of the decade the balance should turn negative for the Brazilian economy. 

 By that time, however, an important change in the international scene was taking shape. 
Trade among emerging economies, led by China, opened unexpected opportunities for short-
term growth acceleration. Exports to China, and to a much lesser extent to other emerging 
economies, grew very rapidly. Overvaluation of exchange rates mattered little to these sales. 
Benefiting from natural advantages in the production of natural-resource-rich goods, exports 
such as soy beans or iron ore could be increased very quickly to attend the apparently 
insatiable demand of China. These sales were so profitable that their revenues in fact made 
the currency overvaluation problem even more acute to other sectors, in a classic case of the 
so-called Dutch disease. Although the Brazilian economy never reached growth rates 
comparable to what one witnessed in China or India, growth acceleration had been achieved. 
The expectation of authorities was (and seems to be still) that if one cannot expect China is 
going to grow forever at annual rates around to 10%, it will keep moving along this path for 
still a long time, enough for other policies to work. 

Why do other policies work? Because it is generally recognized that even if a deep 
international crisis of the present dimensions had not occurred, growth patterns based on 
export of raw materials represents an important step backwards in the development of the 
Brazilian economy. In fact, the perception that the Brazilian economy is suffering some sort of 
deindustrialization is as strong as the perception that growth was resumed. In a sense, the 
problem became even more complicated than it was during Cardoso’s two and Lula da Silva’s 
first terms in office. For better or for worse, the economy is growing. Risk averse people in 
positions of responsibility (aren’t they all?) must assess as very high the risk of stopping the 
economy in its tracks by trying to reorient growth away from the export of raw materials, even 
if it is costing the loss of substance of the productive tissue characteristic of the Brazilian 
economy. It is also widely known how fragile and volatile growth based on the export of 
commodities is, but China has shown itself to be extraordinarily resilient so far, raising hopes 
that it can manage to keep very high growth rates for yet a long time. As an important supplier 
of inputs to Chinese production, favored by its large territory, rich in natural resources, 
government authorities seem to judge that Brazil could take a ride on Chinese growth for 
enough time to define and implement industrial policies to strengthen its productive facilities.  

The combination of high domestic interest rates and sustained export revenues attracted 
heavy capital inflows through practically all the period since 2004. An unbeatable double-
whammy: it was possible to earn a positive interest differential in reals and to convert the 
revenue back into the original currency, say, US dollars, at even better terms than those 
obtained when capital flowed in. In interest-rate-parity terms, there is no possible equilibrium 
in this situation, capital will just keep flowing in. At first, no attempts were made to stop or 
even decelerate the pace of capital inflows. In more recent years, some timid attempts at 
throwing some sand in the wheels of capital inflows have been made, with still limited success. 



At first, the administration tried to compensate foreign currency inflows (from financial 
investment and exports) along the lines favored by the IMF, that is, by making it easier to send 
money away or to keep it abroad. In this direction, exporters were allowed to keep their 
revenues in increasing proportion deposited in banks abroad. New measures of capital exit 
liberalization continued to be adopted by the Central Bank, continuing the strategy described 
before. Of course, nothing of these was particularly effective: foreign currency was flowing in 
because financial gains in the country were higher than what could be obtained in the 
alternatives available abroad. The failure of these measures to affect in any visible degree the 
overvaluing trend of the real led, in Lula da Silva’s final years in office, and now with Rousseff’s 
administration, to a more aggressive, but still too timid, attempt at creating barriers to inflows 
in the form of taxes on capital inflows. The actual impact of these measures is not clear yet.   

The one meaningful change in the domestic macroeconomic picture between the periods 
immediately before the 1998 and the 2008 crises was the fast accumulation of reserves that 
characterized the second period.  

International reserves grew from US$ 50 billion in the beginning of 2005 to US$200 billion in 
the middle of 2008, before the worsening of the international crisis (Graph 1). It is not clear, 
however, the extent to which reserve accumulation was the expected result of a conscious 
decision to build barriers against imported volatilities or just the side effect of other 
developments that could not be controlled. In the case of Asian countries, building reserves 
was clearly an element of a precautionary strategy adopted after the crisis of 1997 that could 
either protect the economies of the region against capital movements or at least protect them 
against unwelcomed interference from the IMF, after their disastrous intervention during the 
1997/8 crises. In the case of Brazil, a large proportion of reserves originated in capital inflows 
(not current account balances) that, as we saw, could not be stopped. Foreign currency was 
frequently bought reluctantly by the Central Bank, many times just to deflect public criticism of 
its interest rate policies. There is a strong possibility that high reserves were mostly an 
unintended result of an undesired policy.  
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Source: Banco Central do Brasil. 

Be it as it may, the availability of a large volume of international reserves ended up becoming 
an often-emphasized element of the anti-crisis strategy of the government, once contagion 
actually hit the Brazilian economy in the last quarter of 2008. The international financial crisis 
that began in the United States in 2007 had had little impact on the Brazilian economy before 
the failure of Lehman Brothers. Contagion came through indirect ways.  

The failure of Lehman Brothers imposed actual losses on many international financial investors 
but, perhaps even more importantly, it signaled the unwillingness of the US government to bail 
out a collapsing financial system. The resulting sharp increase in uncertainty combined with 
the need to cover losses forced many foreign investors in Brazilian assets, particularly in the 
Stock Exchange, to sell their portfolios and take the money back to their headquarters. The sell 
out which followed represented a heavy blow to the Stock Exchange but, in itself, could not 
have a significant impact on the economy beyond a possible negative effect on expectations. 
The really important impact was on the exchange rate, which rose very quickly as investors 
tried to buy dollars to take home.  

A one-time rise in the demand for foreign currency, even if relatively intense, should not cause 
many problems. Reserves were used sparingly, since no one knew at that time how long the 
turbulence would last. The Central Bank, as usual, was somewhat lost to determine which way 
to go with its interest rates, since it had detected previously some inflationary pressure it 
attributed to excessive demand. President Lula da Silva, probably in an attempt to strengthen 
confidence, declared that the crisis had not been the tsunami everyone feared, but just foam 
(“marolinha”). A surprising development, however, was to emerge. After so many years of 
persistent overvaluation of the real, many large non-financial corporations had increased their 
revenues by betting on the continuation of the trend in the derivatives markets. 
Fundamentally, these firms were selling dollars on futures markets betting when time came to 
liquidate the contracts, US dollars would be worth less and less. The reversal of the exchange 
rate path caused by the change in the direction of capital flows after the Lehman Brothers 
episode imposed heavy losses on these firms, threatening the solvency of some of the biggest 
among the large Brazilian corporations. Banks which had intermediated these deals also had 
their position dangerously undermined. 

The crisis was managed, however, by the government which was successful to contain its risks 
to the overall economy. At the same time, once the real dimension of the international crisis 
was assessed, measures were taken to re-stimulate the economy, ranging from fiscal 
expansion to the use of federally-owned financial institutions to supply credit to nonfinancial 
borrowers. Interest rates were finally reduced, completing the set of instruments used to 
recover the economy. The measures could not avoid a technical recession, in the usual 
meaning of two consecutive quarters of output decline, but it was relatively light and short-
lived. By the second quarter of 2009 the economy was already recovering. The banking system, 
in particular, resisted fairly well to the pressures of the 2008 recession. 

IV Some Differences between 1998 and 2008 

There can be little doubt the 2008 crisis has been more benign to the Brazilian economy than 
the 1998 crisis was. Although the initial blow to output and investment was harder, the 
recovery was much faster (graphs 2 and 3). More important, no major discontinuous change, 
institutional or otherwise, resulted from the 2008 crisis. The international crisis has changed its 
nature, from a financial collapse to output fall to protracted stagnation, the axis of the crisis 
shifted from the United States to Western Europe, but the Brazilian economy, as it is also the 
case with other emerging economies, has sailed through relatively unscathed. In fact, a case 



can be easily made that, at this point, the state of confidence in the country is rosier than it 
should be, given the cumulative problems created by the prolonged exposure to overvalued 
exchange rates in a liberalized capital accounts environment. 
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The relatively benign way in which the crisis was felt in Brazil is most frequently explained by 
the combination of strong macroeconomic policies adopted after 1998 with the accumulation 
of reserves to such a scale that put even the most risk averse investor at ease. The point is also 
often made that efficient financial supervision in the country was responsible for the limited 
impact even the serious stress in the derivatives market had on the financial system as a 
whole.  

These factors certainly played a role in guaranteeing contagion of the international crisis to the 
Brazilian crisis remained limited. But there is also much suggestive evidence that whatever 
their importance was, other factors may have been, perhaps even more, important. 

The most obvious candidate to compete with the focus on the quality of macroeconomic 
policy making is the fact that this crisis was generated in, and has hit harder so far, so-called 
developed economies. Its impact on emerging economies has been, with some obvious 
exceptions such as the Mexican economy, too dependent on what happens to the US 
economy. Past crises, and particularly the 1998 crisis, capital reversal episodes would largely 
consist in investors from developed economies leaving emerging markets in search of the 
safety of their own markets. This time there were no such havens. One could move 
investments from an emerging economy to another, but not back to developed countries 
except under strict necessity.9 The same factor contributed for an essential aspect of the 2008 
crisis, at least with respect to Brazil: there was no capital flight by resident wealth holders. 
There was no expectation among market participants that the domestic situation could 
seriously deteriorate with respect to better places of investment. Investment in domestic 
assets, particularly public debt securities, kept being very attractive both in terms of yields and 
of safety. The perception that policy making was on the right track certainly has helped to 
persuade investors there was no better alternative abroad but a probably more essential 
element was the realization that the usual safe havens in the developed world could no longer 
be trusted to remain so. 

This element is of central importance because it defines the conditions in which the 
accumulation of reserves can be an efficient devise to stabilize expectations. The volume of 
reserves controlled by the Central Bank was more than enough to guarantee the external 
solvency of the country according to traditional indicators such as total reserves over imports 
or total reserves over external debt. The situation would not be as solid if residents were trying 
to flee with their resources, as they did in 1998 (and could happen again in the future). In 
other words, reserve accumulation does not obviate the need to keep capital controls.  

The second most visible difference between 1998 and 2008 was the role played by China. 
Whatever the merits (and the future) of relying on Chinese imports of unprocessed or little 
processed commodities as a growth strategy, there can be little doubt that China guaranteed a 
minimum level of demand that helped Brazil to keep its balance of payments in shape in 
2008/9. 

A third important difference between the two episodes is more directly political. In contrast 
with the Cardoso Administration, who employed many economists who shared a liberal 
ideology who precluded a more active appeal to state intervention in the economy, Lula da 

                                                           
9 In fact, there were waves of capital flight, from investors all over the world, to the US Treasury 
securities markets. These capital movements happened, however, in moments of heightened 
uncertainty, motivated by what Milton Friedman once called absolute liquidity preference, instead of 
the search of better combinations of risks and returns.    



Silva’s financial authorities did not hesitate in mobilizing federal credit institutions to maintain 
the supply of credit for private borrowers. 

The difference in political views could also have explained the use of counter-cyclical fiscal 
policies by the federal government. Expansionary fiscal policy in the period was not so 
important regarding public expenditures - which were not increased as intended or consisted 
of expenditures with reduced power to expand the economy (like raising salaries of some 
categories of civil servants). However the reduction of taxes on consumer goods and 
construction materials did play a role in pushing consumption expenditures and stimulating 
building activities, in that way contributing for anticipating and strengthening the recovery of 
the economy. 

So one may say, with some degree of confidence, that some lessons were actually learned 
from the 1998 crisis. The need to react more quickly cyclical developments and external or 
internal shocks was certainly a lesson taken from 1998. The importance of improving financial 
regulation was also a lesson taken to heart after 1995 in fact, although the stress in the 
derivatives markets also showed that the price of stability is probably the eternal vigilance. 
One cannot ever rely on past successes as a guarantee that the future will not bring new 
threats. 

The two most important lessons, however, have so far not been learned. The first refers to the 
need to reorient the exchange rate regime to actively fight the overvaluation of the domestic 
currency. The second is the need to reconstruct capital controls to ensure that capital flows 
are manageable when a crisis occurs. The next time a crisis occurs that has not been generated 
in the developed countries, these two lessons that are still being ignored may end up costing a 
lot. 

Regarding the first lesson, it should be noticed that when Brazil adopted a new economic 
policy regime in 1999, comprising inflation targeting and a floating exchange rate 
arrangement, there was a general belief that the latter would guarantee an equilibrium of the 
balance of payments by moving the exchange rate to a level consistent with the foreign 
competitiveness of the Brazilian industry, thereby leading to an equilibrium or surplus in the 
current account. That was true for the first part of the following decade, but only by accident. 
To be sure, as already referred, the depreciated level of the exchange rate during that period 
was a byproduct of exogenous shocks (Graph 4) that precluded the high interest rates 
differentials from producing large amounts of capital inflows. However, since the middle of the 
past decade the Brazilian currency resumed an appreciation path that ultimately led it, in 
2011, to the real levels achieved during the stabilization plan, 15 years before. 

Not by surprise, after 4 years of significant surpluses, the current account almost balanced in 
2007 and went into increasing deficits from 2007 on, despite the improvement in the terms of 
trade that resulted from the high commodity prices. The worsening of the current account 
took place side by side with a sharp decrease in the share of manufactured products in total 
exports, as part of a process of deindustrialization, which manifested itself in a declining share 
of industry in GDP as well (Table 1).    

 

 

 

 



Graph 4 
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Therefore, the strength of the balance of payments, which played such a decisive role for the 
resilience of the Brazilian economy when hit by the 2008 international crisis, is progressively 
giving way to a fragile equilibrium, which is temporarily masked by the fact that huge capital 
inflows makes it easy not only to finance current account deficits, but also to build up a large 
international reserves position. However, reserves backed by debt accumulation are much less 
effective than those that result from current account surpluses. 

In other words, the present exchange rate arrangement is flawed in two important ways. First 
it does not warrant long term balance of payments equilibrium. On the contrary, by favoring a 
strong appreciation of the real exchange rate, it is contributing for the generation of 
increasingly high current account deficits, therefore undermining the sources of balance of 
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Year Current Account 
Balance/GDP

Manufactured goods 
exports/Total exports

Manufacturing Industry 
Product/GDP

2003 0,8 54,3 15,6
2005 1,6 55,1 15,5
2007 0,1 52,3 14,6
2009 -1,5 44,0 14,4
2011 -2,1 36,1 12,4

Sources: IBGE, SECEX/MDIC and Banco Central do Brasil.

Current Account and Symptoms of Deindustrilization



payments and reserves strength that made the economy resistant to foreign shocks. 
Furthermore, the real appreciation of the exchange rate is promoting a premature 
deindustrialization process, which affects both the structure of exports and of production. 

The declining share of manufacture in GDP is followed by a realocation of labor (at the margin) 
from high productivity industrial activities to low wages/low productivity services. This has, 
furthermore, an obvious negative effect on the economy capacity to grow. Regarding the 
structure of exports, the main negative consequences of deindustrialization is that the 
increasing share of commodities is turning the trade balance more volatile and dependent on 
the international demand for those kinds of goods.  

The above suggests that an exchange rate regime more consistent with growth and stability 
should be capable of generating a competitive and reasonably stable real exchange rate, which 
would strengthen the current account and reverse the deindustrialization process. This is not 
the place to discuss, in details, what should be the main features of such a foreign exchange 
arrangement in the present national and international contexts. However, we could advance 
the following general contours of such an arrangement10:  

a) there should be a target (explicit or not) for an exchange rate floor, consistent both 
with long run balance of payments equilibrium and the competitiveness of 
manufacturing in domestic and external markets, in the sense used by Bresser Pereira 
(2010)11; 

b) a certain margin of fluctuation should be allowed, both to inhibit speculative flows of 
capital and to help contain the outflow of capital when international financial markets 
go through a turbulent time; 

c) the other instruments of economic policy – from fiscal and monetary to commercial 
policy - must keep a sufficient degree of consistency with the exchange rate floor 
target, so that the task of intervening in the foreign exchange market does not get so 
difficult to achieve that stimulates an unbearable speculation against the 
government’s goals; 

d) A certain degree of capital controls will help avoid speculative capital flows and will 
allow a higher level of independence for the monetary policy 

e) Last, but not least, given the boom of commodity producing sectors, especially in the 
mineral and oil sectors, as a result both of China’s demand and of domestic discoveries 
of new sources, the policies regarding theses booming sectors – comprising taxation, a 
policy for the use of the fiscal surplus resulting from them, and a policy for the pace of 
exploration12 – are essential to avoid appreciation and Dutch disease.  

 

 
                                                           
10 For a discussion of what has been the main tendencies, regarding exchange rate regimes, in 
developing countries that have been achieving success in avoiding balance of payments and financial 
crises see Frenkel (2010). 
11 Bresser Pereira (2010) calls “industrial equilibrium exchange rate” that value of the domestic currency 
that turns internationally competitive those firms which employ the world’s state of the art technology. 
12 Antônio Barros de Castro was persuasive in his arguments for slowing the pace of the pre salt oil 
exploration at the Santos Basin, to assure its compatibility with the development of upstream and 
downstream sectors, as well as helping avoid the Dutch Disease. See, for instance, his interview to the 
Estado de São Paulo in May 24, 2009.  



 

V. Conclusion 

There is a general perception that contagion from the 2008 Lehman Brothers failure shock met 
a much stronger economy in Brazil than it was the case in 1998. Many see in this ability to 
resist an external shock the vindication of a macroeconomic policy framework the elements of 
which have been the target of constant criticism. However, an argument can be made that 
both shocks were much different in themselves and it was this difference that explains how 
reaction tool place in each case.  

The 2008 contagion from the failure of the investment bank Lehman Brothers was an 
important event in a crisis that was spreading mainly throughout developed economies. In this 
context, capital flight as witnessed in the recent past was not triggered since resident wealth 
holders in Brazil had nowhere else better to go. There was no sign that domestic financial 
assets were under threat, or at least under more important threats than those hovering over 
asset markets in the United States or Western Europe. In the absence of capital flight, the 
impact of the shock on exchange rates was more limited and would be managed with a 
marginal use of available international reserves. This, in itself, strengthened confidence in the 
ability to manage and contain the crisis and helped to prevent even further any meaningful 
capital flight push. But the 2008 episode did not show that international reserves protects 
balance of payments more efficiently than capital controls. Moreover, the factors behind the 
strength of Brazilian’s balance of payments position are not in place anymore, as the 
continuing appreciation of the currency is undermining the current account balance. 

The biggest lesson of all is still to be taken. Not only exchange rate overvaluation persists in the 
face of rather timid initiatives to control excess capital inflows, but the effects of 
overvaluation, especially what is known as deindustrialization, have also to be combated. The 
need for focused and efficient industrial policies persists as it is also the case with the need to 
reform the financial system to make it more supportive of private investment. In parallel, 
longer-term policies to increase labor productivity remain essential both to strengthen and 
modernize the economy and to improve welfare. In other words, the need to define a growth 
strategy, for the short and the long term is still the lesson not learned from these two, and 
other, crisis episodes.   
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