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Introduction

The purpose of this paper is to analyse the latest Brazil-IMF agreement, negotiated 
in August 2002. The focus on this agreement is justifiable by the interesting and complex 
combination of internal, external, political and economic aspects. First, the 2002 agreement 
covers the political transition of the country toward a leftwing government, the Worker’s 
Party (PT), with a historically radical line against the IMF,1 and which had never had the 
experience of governing the country before. And from the political viewpoint, this 
transition was of the utmost relevance, since it was the most challenging among the many 
institutional tests for the still young Brazilian democracy. 

Secondly, this political transition happened in an extremely difficult internal 
economic context. The main macroeconomic variables – inflation, foreign accounts, and 
public finance – while undergoing adjustments in the right direction, still suffer important 
weaknesses, subject to the risk of losing control under adverse economic and/or political 
circumstances (Table 1 and Graphs 1, 2, 3). The transition to a floating exchange-rate 
system, back in January 1999, was successful given its positive impact on stabilization but, 
due to the existing public debt structure (part of which is indexed to the US dollar), the 
following devaluation of the Real implied a significant increase in the total amount of the 
debt (Graph 2). That is the reason why the Brazilian debt still presents a high risk of default 
under the maintenance of exceptionally high interest rates and of an undervalued currency. 
And these circumstances cannot be ignored, since Brazil has not yet proven its ability to 
promote sustainable economic growth rates with low- current account deficits. As a result, 
the country still depends on international capital flows to finance its balance of payment 
deficits.

Thirdly, the transition to a left-wing government took place under a context marked 
both by a stressed macroeconomic environment and by an equally difficult international 
setting. Private financial agents were still striving to absorb the negative impacts of the US 
economic recession, the confidence crisis caused by fraudulent balance sheets, and 
Argentina’s default – a classic case of falling international liquidity.2 Theoretically, in such 
a context the IMF would be expected to play its role of compensating the shrinkage in 
private capitals. But, the US administration had been pushing for a much more restricted 
role for the IMF in orchestrating international finance. That was actually the way the Fund 

† We would like to thank Armínio Fraga, Lourdes Sola and Sérgio Fausto for their useful comments.
* Director, MB Associados Consulting Firm. Former Economic Policy Secretary of the Finance Ministry and 
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** Economist at MB Associados. Former professor at the University of Campinas and researcher at CEBRAP.
*** Professor of International Political Economy at the Universidade de Brasília, and a partner at Augurium, a 
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1 As early as December 2001, in the Olinda Charter, PT sustained radical criticism against the relationship 
with the IMF and the economic policy of adjustments conditioned by the agreement.
2 In 2002, Brazil faced a withdrawal of US$ 30 billions in its foreign credit lines.
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acted in Argentina. Thus, market anxieties with the prospects of a Brazilian default were 
redoubled since, in principle, there would be no reason to expect the US government 
helping pave the way to the a to a leftwing government. That is why this agreement has a 
special meaning, since it was a surprise, politically, on both the national and international 
scene and is of even greater importance and meaning in terms of political analysis, 
international relations and the consolidation process of democracy in Brazil. 

Given its short term impact on stabilisation and on the partial restoration of the 
credibility on the solvency of the Brazilian debt, the IMF agreement after August 2002 was 
successful and indubitably contributed to the ease political transition observed in Brazil. 
Nevertheless, serious obstacles are still in place that prevent the resumption to a path of 
sustainable economic growth. Those obstacles have to do with a yet unsustainable fiscal 
adjustment strategy and with existing limits to long-term improvements in the country’s 
foreign accounts. Economic theory emphasizes the existence of a trade-off between short-
term stabilization goals and the overcoming of such obstacles to long-term growth. 
However, since the consolidation of ongoing stabilization policies asks for clear 
commitments from the Brazilian authorities to a credible long-term growth path, it seems 
evident to us that it is important to consider such obstacles in the design of the stabilization 
strategy, even if it increases the complexity of the stabilization policy.

The paper is divided into four parts. The first discusses the main events leading up 
to the exchange rate, monetary and fiscal policies and the economic performance, which 
conditioned the options built-in in the 2002 agreement. The second part analyses the 
agreement itself, those economic and political aspects that seem more relevant for its 
performance, and the reasons that explain why it was effective. Part three explains the 
limits of the policies adopted in the recent years, and how there are still serious barriers to 
resume sustainable economic growth. In our view, long-term growth requires considering 
some measures and raising a few questions today that were not properly addressed in the 
macroeconomic adjustment program. Finally, part four discusses some key theoretical 
puzzles regarding the political economy of IMF-style stabilization and adjustment packages 
trying to access its main political consequences for democratic consolidation in general and 
particularly in Brazil. The paper ends with a summary of our main conclusions.

1. Background
In order to understand the limits to the current Brazilian economic stabilisation 

policy and the nature of the present IMF adjustment policy, a review must be made of some 
questions prior to this agreement and which influence its design and main results.

First, the stabilisation strategy built into the Real Plan not only lacked the support of 
the IMF, but was also regarded with certain mistrust, because it contained some measures 
regarded as heterodox.3 Right from the start, the IMF was fairly critical of the overvaluation 
of the Real. But the criticism had little effect among Brazilian authorities after a time, due 
to the successful control of inflation and the acceptance of the argument that the country 
was having high productivity gains (which was true), sufficient to compensate for the 
nominal overvaluation of the Real (which, in fact, proved to be wrong).

3 The Real Plan was a stabilization strategy launched in 1993 and gradually implemented until it called for a 
monetary reform aimed at creating a new currency – the Real – which would be free from indexation schemes 
and, as a consequence, from a structural (institutional) inflationary mechanism.
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Secondly, the successful restructuring of the financial system, including public 
banks, and the renegotiation of state governments’ public debt with the Federal 
Government helped prevent any risk of default.

Lastly, the strong inflow of foreign capital, attracted by the privatisation of public 
assets and high real interest rates, sustained by a tight monetary policy, financed the 
growing current account deficit without requiring IMF-backing. 

However, from mid-1994 to mid-1998, there was an accumulation of major 
imbalances both in domestic and in external accounts, which increased the vulnerability of 
the Brazilian economy to external shocks and condemned it to a very low growth level 
(Table 2). 

In terms of the external accounts, the accumulation of liabilities was much higher 
than the country’s capacity to generate earnings in foreign currency to cover the increasing 
interest, profit and dividend payments implied by those liabilities. Thus, from 1994 to 1999 
there was a strong deterioration of the exports/foreign financial services ratio (Graph 4).

Internally, the public debt continued to rise (Graph 2), for a number of reasons:

• There was a strong delay in adapting to the fiscal discipline necessary under price 
stabilisation. Consequently, only from 1998 on, when rising indebtedness had 
reached critical level, primary surplus in the fiscal accounts was introduced, 
culminating with the approval of the Fiscal Responsibility Law in 2000;4

• To attract the inflow of foreign capital, due to balance of payment financing needs, 
extremely high real interest rates were practiced (Graph 5). Given the public debt 
structure, running extremely short term and at post-fixed interest rates, this 
monetary policy had a high fiscal cost;

• To prevent capital outflow, the Brazilian government offered the private sector T-
bills indexed to the exchange-rate variation to hedge their foreign currency 
liabilities and, in part, net worth positions. This happened during the Asian and 
Russian crises and in the foremost period of the introduction of the floating 
exchange-rate regime.

Another difficulty present in the post stabilization period was the absence of 
financial development, specifically the expansion of private credit. After a rapid increase in 
consumer credit in the first months after the launch of the Real Plan, the expansion of 
private credit did not continue as expected. The majority of financial savings were used to 
fund the growing federal government debt. In average, private credit as percentage of GDP 
has been as low as 25.6 percent between 1995 and 2002 (Table 3).

In August 1998, given the deteriorating international scenario and predictable 
balance of payments difficulties, the Brazilian government began to negotiate an agreement 
with the IMF. Even then, the IMF was condescending with respect to the quality of the 
policies implemented. Priority was given to policies that were politically feasible to 
implement, mainly in the fiscal area, neglecting its likely negative impacts in terms of 
economic quality and effectiveness. The fiscal adjustment was concentrated on the increase 
in the tax burden (Graph 7), primarily due to heavier taxation on gross sales, unsuitable 
from an economic viewpoint, but easy to implement and collect. The introduction of this 

4 The Fiscal Responsibility Law limits the autonomy of all levels of government to increase spending over tax 
revenues.
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kind of taxes (CPMF, COFINS, PIS), which today are responsible for 40 % of the tax 
revenues, worsened an already confused and distorted tax structure, which still holds. 

In other words, after nine years of stabilisation, with no period of further sustainable 
growth, the country fulfilled all the fiscal targets agreed with the IMF since 1998, but has 
been unable to improve its tax structure. Very little has been achieved in terms of 
streamlining and improving the efficiency of public expenditures. And in order to cope with 
the mounting debt, the goals of the primary fiscal result have been increased by means of a 
heavier tax burden, which inhibits the growth in production.5

When Brazilian authorities began to negotiate with the IMF in the second half of 
1998, they at first resisted the correction of the exchange-rate overvaluation. They also 
denied a more co-ordinated action of the IMF next to the international creditors to maintain 
foreign credit lines and, thereby, curb the strong devaluation pressures on the exchange 
rate. In January 1999, Brazil let the Real float and adopted a floating exchange rate regime 
without any previous authorization by the Fund. Although there was an agreement, the 
Brazilian authorities took unilaterally the decision, because there was no consensus on how 
to resolve the overvaluation of the Real.

Once the exchange-rate devaluation was a fact, the IMF supported a very restrictive 
monetary policy to contain the inflationary impact and it found no resistance from the 
Brazilian administration. Although this policy may have contributed to a much better 
transition from the fixed to the floating exchange-rate regime than anyone could expect, it 
implied yet another strong increase in the public debt, due to the impact of high interest 
rates and of the exchange-rate hedge supplied through T-bills (Graph 2). The low internal 
credit expansion and the exchange-rate hedge explain the low default level in the private 
sector, despite the strong devaluation and the tight monetary policy that followed it. 

After January 1999, and beside a significant primary fiscal surplus the main 
guideline of the Brazilian economic policy was the implementation of the inflation-
targeting model. In the adoption of this new strategy Brazil got important technical support 
from the IMF, interfacing with the central banks of countries with advanced experiences in 
this kind of policy (United Kingdom and New Zealand).   

In the three-year IMF agreement signed in December 1998, the Brazilian 
government, in order to convince the private agents that the external accounts adjustment 
was now consolidated, not only did not access all available resources but, in fact, repaid a 
portion in advance.6 In 2001, with the deterioration of the international scenario and the 
threat of contagion arising from the imminent default of Argentina, the Brazilian 
administration resumed negotiations with the IMF. In August 2001, it agreed to extend the 
prevailing programme until the end of president Cardoso’s term (December 2002).  

The functioning of the inflation-targeting model faces important operational limits. 
Since Brazil runs a relatively high external debt, any external financial restriction moves 
the exchange rate upwards, causing inflationary pressures. In line with the system of 
inflation-targeting, to contain inflation the central bank tightens the monetary policy. But, 
higher exchange and interest rates increase public debt and reduce growth, thus increasing 
the threat of default. 
5 Only in 2003, the National Congress shall finally approve a partial social security reform. The tax reform, 
which is currently being discussed in Congress, up to now is fairly modest, maintaining and even increasing 
the role of taxation on gross sales.  
6 In the 1998 agreement, disbursements were scheduled for the months of May and August 2000. But Brazil 
did not withdrawal them. Moreover, in April 2000, Brazil repaid US$ 6.9 billion to the Fund.
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Given the existence of this perverse economic adjustment logic, the IMF adapted 
the targets of the agreement to be fulfilled by Brazil. Stabilising the public debt ceased to 
be a performance criterion (for resource disbursements of the programme) and became an 
indicative target and the maintenance of a primary fiscal surplus became a performance 
target. This adaptation, however, did not remove the problem itself, which became even 
more evident when the country approached the election year.

2. The political transition agreement (August/02 - December/03)
The agreement with the IMF was vital in ensuring a comparatively trouble-free 

transition to a left-wing administration, especially if one considers the serious adversities 
facing the world economy and the lack of credibility of the Worker’s Party among 
economic agents’, especially foreign. Indeed, this may well be a unique example of 
successful cooperation between an outgoing administration and the IMF in order to ensure 
governability and consolidate democratic institutions.

IMF and US top economic decision-makers adopted a very different attitude 
towards Brazil when compared to what they were doing in Argentina. Both fought the 
market pessimism that became more entrenched as the chances of an opposition candidate 
winning the election mounted. This attitude was matched by outgoing president Fernando 
H. Cardoso, who personally led the negotiations both with the Fund and with the main 
presidential candidates, seeking and obtaining their approval to the basic outline of the 
agreement. Given the mistrust of the financial community, which led to increasing 
constraints on the external financing of the Brazilian economy,7 the agreement ensured 
access to compensatory international funding and thus prevented a balance-of-payments 
crisis. 

For foreign creditors, the agreement established a concrete bridge between the 
outgoing and incoming administrations via a series of economic-policy commitments to 
which future disbursements were subject. In order to ensure that the bridge was a viable 
one, the Cardoso team managed to secure a formal endorsement of the agreement by three 
of the four major presidential candidates. That represented a major challenge to the main 
opposition leaders (and their respective political parties) who had historically and quite 
fiercely opposed all previous agreements with the Fund as well as the main economic 
policies of the Cardoso administration – now expected at least to be continued by the new 
president.8

The program involved a huge volume of resources and its biggest part was back 
loaded.9 This was certainly a strong incentive for the incoming administration to behave 
along the lines set in the agreement. But it also helped to strengthen government credibility 
among private creditors. Since the disbursement would extend throughout the first year of 
the new administration, it required that the coming president committed himself to the 
agreement before his inauguration and even before his election. As a result, the continuity 
of macroeconomic policies accorded with the Fund became a central theme in the transition 
process. This was largely facilitated by the fact that, even before the talks with the IMF had 

7 See Footnote 2.
8 Anthony Garotinho was the only one of the major contenders who refused to underwrite this commitment.
9 A total of US$ 31 billion, only US$ 7 billion of which would be freed in 2002, and almost all of that in 
December, with the remaining US$ 24 billion at the disposal of the new government.
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started, the Cardoso administration had already been preparing a transitional arrangement 
aimed at granting full access to government data and procedures to the main advisors of the 
elected president. 

The agreement was achieved in a very short time, with no significant changes to the 
prevailing economic policies. Indeed, the fact that the IMF did not demand additional 
commitments from the outgoing administration was important since it would have scarce 
political leverage to ensure extra requirements. In fact, the only change was an increase in 
the primary fiscal surplus target from 3.5% to 3.75% of GDP. This intended to offset, at 
least partially, the fiscal cost posed by the stricter monetary policy introduced to fight the 
inflationary upsurge caused by the devaluation of the Real. The IMF’s stance was aimed at 
assuring private agents that the Fund essentially approved Brazil’s ongoing macroeconomic 
policies. And to make it clear it believed that the current crisis was due to the lack of trust 
in the stabilization commitment and the fiscal responsibility of the incoming administration 
led by those who had until recently opposed those same policies. Thus the Fund’s support 
was intended to guarantee this transition by ensuring that the new government would 
respect the existing framework. And so it did.

The program was also successful in regard to the way such policy was to be handled 
on a day-to-day basis. The floating-exchange-rate system proved effective in preventing 
major capital flights – pressure on the exchange rate basically came from foreign borrowing 
restrictions and not from capital outflow on the part of local agents. The inflation targeting 
system also proved effective in preventing prices from getting out of control in the wake of 
a large devaluation. A restrictive monetary policy, quickly reinforced by incoming Finance 
Minister Palocci and his team in order to gain market credibility,10 contained the strong 
devaluation-driven inflationary pressure, which was threatening to enter two-digit 
territory.11 However, it should be remembered that handling such a targeting system in an 
environment of extreme exchange-rate instability is much more difficult and costly in 
emerging economies which are still confronting structural deficiencies.12  

In addition, in order to leave no doubt whatsoever about the continuity of economic 
policies, the new administration actually raised the primary fiscal surplus target for 2003 
from 3.75 to 4.25 percent of GDP. Besides strengthening the credibility of the new team, 
this decision also served to underline its concern with compensating the impact of the 
higher interest rate on the public debt.

The cost of this double dose of monetary and fiscal severity, to head off any 
inflationary risk and gain credibility, was promptly accepted by society as a whole, the only 
exception being the most radical elements within the PT’s ruling coalition. So much so, in 
fact, that, despite the strong economic contraction in the first half of 2003, after two years 
of exceptionally low rates of GDP growth (1.4 percent in 2001 and 1.5 percent in 2002) and 

10 With the acquiescence of would-be minister Palocci, Brazil’s basic interest rare (the Selic) was raised by 4 
percentage points shortly after the election and by a further 1.5 pp in the first two months of 2003, already 
under a PT government. 
11 In  the final quarter of 2002, annualized inflation stood at 28.8 percent,  versus 7.6 percent  in the three 
previous quarters. 
12 These difficulties are admitted and well described in the Brazilian authorities’ own evaluation report. See 
Armínio Fraga, Ilan Goldfajn and André Minella,  Inflation Targeting in Emerging Market Economies, 
Discussion Paper, Central Bank, July/03 
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accompanied by a big drop in real individual earnings, popular support for President Lula 
and his cabinet remains extremely high.13

In short, from the point of view of the handling of short-term macroeconomic 
policy, the August 2002 IMF-agreement ensured a smooth political transition to a 
government led by the major opposition candidate, one that had been committed to reverse 
most of the policies and programs pursued under IMF-guidance. This was the result of the 
negotiations led by President Cardoso and the head of the Central Bank, Armínio Fraga, 
with the IMF, the US government and certain important international financial agents, not 
to mention the presidential candidates themselves. In addition, the transition arrangement 
set by the outgoing administration was essential to provide the incoming team with the 
technical support and advice needed. It is also important to note that decision-makers at the 
Fund and in the US government were open to change their approach in relation to what they 
were doing in Argentina. Indeed, without it all of efforts shown by the Cardoso 
administration would have been in vain.

3. The limits of adjustment policies to generate sustained growth
Given what has been said about Brazil’s stabilization process since the mid-1990s, 

we would like to emphasize two partial conclusions:

• The country successfully passed from a status quo of high inflation to one of low 
inflation. During nine years of inflationary control, the system has been tested on 
various occasions and has resisted in all cases – the Asian and Russian crises, the 
introduction of the floating exchange rate regime, contagion from Argentina’s 
collapse and the electoral instability of 2002;

• One more step in the consolidation of democracy was taken when an opposition 
party, extremely critical of prevailing economic policies, took office without major 
disruptions in the economic strategy being pursued, following a transition period 
marked by a high level of collaboration and mutual support between incoming and 
outgoing administrations.

However, even after almost a decade of well-behaved inflation, the economy has 
still not moved into a trajectory of sustained growth. In recent years, investment rates have 
been reduced to historical levels (Graph 8). Although there is no overall consensus as to the 
precise reasons for this, most analysts point to at least two obstacles, albeit with differing 
degrees of emphasis and focus:

• The fiscal adjustment, although important, is by no means permanent. Although the 
tax burden was raised significantly in recent years (Graph 7), accompanied by an 
undue emphasis on taxing the production side, the national debt, as a percentage of 
GDP, has not ceased to grow (Graph 2).14 On the one hand, this problem is 
associated with the difficulties in restructuring expenditure and, on the other, with 
the public debt’s precarious financing conditions (high cost, reduced terms and 

13 According to  the IBGE’s  Monthly Employment  Research,  the loss in real  average  earnings  in  the 12 
months through July/03 was around 16.4 percent, on top of a gradual decline since 1997, when the economy 
began to loose steam. 
14 The IMF has recently also expressed its preoccupation with the increasing indebtedness of emerging 
economies. World Economic Outlook, Sept. 2003, Chapter III.   
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inappropriate indexation). Although the ongoing approval of the social-security 
reform is an important advance, it will not by itself result in long-lasting fiscal 
balance;

• The external adjustment, although substantial since 2002, is also still not complete 
(Table 4). Between 1995 and 1998, when the Real was overvalued (Graph 6), 
foreign liabilities built up considerably, implying foreign-currency financial service 
payments of around US$ 18 billion p.a., at the same time as foreign-exchange 
policy was discouraging the expansion of the tradable sector.15 There was therefore 
a huge need for external financing, which began to decline after the exchange rate 
was allowed to float, with the relative stabilization of the foreign debt and the 
reduction in the current-account deficit. However, part of the adjustment was due to 
the slide in imports, itself largely due to reduced investments and the slow pace of 
economic growth. Thus any big reduction in international liquidity, as well as 
negatively impacting net worth and producing devaluation-driven inflationary 
pressure, also reins in growth.

These two structural problems have subjected the economy to a prolonged period of 
stop and go, shrunk the domestic market due to the drop in individual earnings and kept 
local borrowing costs high. All of these consequences have strongly discouraged 
investments, acting, therefore, as a brake on sustained growth.

In addition to these two macroeconomic factors, there is another microeconomic 
one which is no less important. The privatization of some of Brazil’s public utilities, which 
gained momentum in the 90s thanks to severe restrictions in the government’s investment 
capacity, had varying degrees of success and left untreated distinct sets of problems, 
depending on the area. It is up to the new PT-led administration to deal with these obstacles 
and improve the prospects for investments in these infrastructure areas, but this involves a 
thorough debate over the role of the State, which we have not yet seen. Thus, aside from the 
complexities of the problems per se, there is no clear strategy of how to treat the question 
of State involvement in public utilities, leaving investors extremely insecure regarding the 
regulations themselves, the role of the regulatory bodies, contracts, etc. This additional 
problem, which has worsened recently, has discouraged investments in strategic areas of 
the economy, one notable example being electric power.

To sum up – the success of the stabilization process, based on the coherent and 
sustainable day-to-day handling of macroeconomic policy, although welcome, may be far 
from sufficient to re-establish sustained growth. Since the consolidation of the democratic 
process can be negatively affected by the absence of such growth prospects, it would be 
wise to include those growth-inhibiting structural elements in the analysis, because there is 
often a trade-off between the success of short-term economic policy and dealing with these 
structural barriers. Worse still, if these obstacles are not confronted and overcome, they can 
actually be aggravated by the implementation of that policy.16 It would also be wise to 
thoroughly investigate the impact of high international-capital volatility of and to what 

15 In December 2002, the Brazilian Net International Asset Position was estimated negative US$ 229 billions 
(51% of GDP). Central Bank Data.
16 Two very clear examples from the Brazilian experience – following the introduction of the floating 
exchange rate, the impact of devaluation on the net public debt denominated in Reais; and the increase in the 
tax burden in order to balance the fiscal books, with its adverse impact on the tax structure itself, inhibiting 
growth.
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extent such volatility affects the growth prospects of emerging markets still suffering 
enormous difficulties, such as those we have referred to in the case of Brazil.

4. IMF and Democracy: theoretical puzzles and the case of Brazil in 2002
Does the role played by the IMF in managing financial crises contribute to the 

strengthening of democracy and of governability, in general, and has it presented such an 
impact in the case of the agreement with Brazil, on August 2002? Why was the Fund 
willing to trust and accommodate Brazil while, at the same time, it played hardball with 
Argentina? In the case of Brazil, is it reasonable to say that the IMF was sensitive to the 
political issues leading to the credibility crisis? Why did the Fund accept merely informal 
commitments from three of the four leading presidential candidates in Brazil when, in the 
case of South Korea, a couple of years before, it had required formal acceptance on the part 
of the opposition?

The scholarly literature on the political economy of macroeconomic stabilization 
programs in developing countries has for long been interested in knowing if different 
political regime types (democracy or dictatorship, presidentialism or parliamentarism) set 
structural incentives/disincentives for a government’s willingness to pursue IMF-like 
macroeconomic stabilization programs.17 It has also been concerned with the potential 
impact of such policies on democratic transition and consolidation. In this vein, the 
literature calls attention to the most likely short-term negative effects on the government’s 
political and social support basis as a result of the tightening of fiscal and monetary policies 
advocated by the Fund. That was thought to be an important issue for young democracies, 
where the lack of support for the incumbent government could result in a threat of regime 
breakdown.

Unfortunately, this literature did not question whether following through the 
economic policies and structural reforms advocated by the IMF was enough to promote the 
long term solution to the economic difficulties behind the crisis. In other words, it has not 
discussed the likely long-term (even if indirect) political impacts of IMF programs in one 
important way: the improvement in the institutional quality of the economic system of 
countries under the Fund’s supervision. In that regard, it does not offer any idea about 
whether countries that bear the costs associated to such programs are prone to resume 
economic growth in a sustainable path, something considered essential for the enduring 
prospects of democratic consolidation and deepening.

Recent studies, based on solid theoretical and empirical grounds, point to a mutually 
reinforcing relationship between democracy and sustainable economic growth.18 According 
to such perspective, in the long run democracy is essential for the advancement of a market 
economy since it is the sole political regime that can supply, among other things: 
17 GEDDES, Barbara. (1994), “Challenging the Conventional Wisdom”. Journal of Democracy 5, no. 4 
(October): 104-118; HAGGARD, Stephan & S. Webb. (1993), “What Do We Know about the Political 
Economy of Economic Policy Reform?”. World Bank Research Observer 8, no. 2 (July): 143-68; 
HAGGARD, Stephan. (1989), “The Political Economy of Foreign Direct Investment in Latin America”. Latin 
America Research Review 24, no. 1: 184-208; HAGGARD, Stephan. “Democratic Institutions, Economic 
Policy, and Development”, in J. Frieden et alli (eds.), Modern Political Economy and Latin America – 
theory and policy. Boulder, Co., Westview Press; SACHS, Jeffrey. (2000), “External Debt and 
Macroeconomic Performance in Latin America and East Asia”. Brookings Paper on Economic Activity 2: 
523:64.
18  Przeworski, Adam et alli. (2002), 
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fundamental individual freedoms (civil, political, and economic), rules that constrain the 
political conflict to a pre-determined (and well-known) institutional setting, and the rule of 
law. On the other hand, sustainable economic growth – which is now accepted to be 
somewhat dependent on the establishment of a modern market economy – is an important 
precondition in the process of freeing citizens and societies from anti-democratic socio and 
political arrangements, like clientelism and cronyism.19

To discuss the political impact of IMF-led policies and reforms requires taking into 
account the dependence of democracy on the long-term sustainability of economic growth. 
Thus, it necessarily involves asking whether the IMF agenda and its conditionality 
approach help troubled countries to put in place changes in their institutional settings and 
policies that meet the requirements for the functioning of an advanced market economy. 

In that regard, such discussions cannot fall short of addressing some difficult 
theoretical puzzles (with possible practical developments) like: 

• Are governments in countries under financial distress able (or open) to understand 
and strong enough to implement the institutional requirements and the economic 
policies needed for assuring long term balance of payments equilibrium and 
sustainable economic growth? 

 If yes, 
- do the IMF policy-agenda and its conditionality approach help 

countries to put into place such policies and institutions? or
- is there any chance that such countries adopt IMF-sponsored 

stabilization programs and fulfill all IMF conditionalities without 
adapting their basic institutions and policy options to the 
requirements of sustainable economic growth, so that they fix their 
financial instability problems only partially and/or temporarily?

 If not, should the IMF and other multilateral financial institutions simply 
resist the demand for financial assistance arising from such countries?

Countries have undergone balance of payment crises as a result of both external 
shocks and internal macroeconomic imbalances. Those causes can be short-lived or 
permanent. While circumstantial liquidity crises can be managed via financial rescue 
packages, long-term imbalances call for policy and/or institutional changes in order to 
reestablish balance of payments intertemporal equilibrium. And these are exactly the cases 
when the IMF-agenda for stabilization and structural reforms tend to be prescribed.

When analyzing the efficacy of IMF programs and its potential impacts on long 
term governability and accountability, it is also important to consider the fact that financial 
crises tend to undermine the authority of any government to impose its will on society. 
Therefore, the crisis context tends to reduce the government’s capacity and willingness to 
bear most of the political costs commonly associated with IMF-led stabilization policies 
and structural reforms. The tightening of fiscal and monetary policies mean that the 
government will have to do more harm than good, at least in the shot-term – cut costs (jobs, 
procurements, subsidies and the like), increase revenues (raise taxes) and bring interest-
rates up. This is bad politics, at least before it starts to payoff in the form of resumed 
19 Clientelism is threatened especially when an improvement in the level of income distribution accompanies 
economic growth; cronyism is endangered because sustainable economic growth especially calls for an ever-
increasing transparency and fiscal responsibility on the part of the state, reducing the leverage open for the 
adoption of particularistic practices and policies.
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growth and lower inflation. The same can be said of the liberal reform agenda commonly 
referred to as the “Washington Consensus”: opening the economy hurt capital and labor in 
the protected industries while benefiting diffuse audiences, like consumers. In that regard, 
the threat of loosing political support for the opposition works for any government as a 
disincentive to adopt (or an incentive to delay the launch of) the recommended measures.

That said, it does not seem reasonable to take for granted that countries undergoing 
structural balance of payments crises will accept the IMF policy and reform agendas 
without hesitation. Whether run by a dictator or an elected politician, it is in any 
administration’s interest to try to avoid short-term negative impacts that may thwart their 
determination to remain in power. If the rulers accept a strong reversion in economic 
policies and a structural reform agenda set abroad it will tend to be seen, and denounced by 
the opposition, as a self- recognition of their incompetence in the management of economic 
policies. Given all that, it is very likely that, when negotiating with the IMF, governments 
will try to get “the best possible deal” which means that they will have reasons to advocate 
the preservation of, at least, some of the existing policies and regulations. 

A strong reversal in policies and economic regulations also imply profound changes 
in the distributive effects – in terms of winners and losers – resulting from the state’s 
present (pre-adjustment) way of intervening in the economy. In that regard, the political 
economy approach leads us to expect strong resistance arising from the part of beneficiaries 
of current economic policies and institutions, since they tend to be the ones with more to 
lose from their reversion. In some sense, that reaction poses a problem for the government 
because current beneficiaries of economic policies tend to be the strongest supporters of the 
government. Reverting policies and institutions means, then, hurting supporters in the 
short-term in order to benefit society at large in the future, via the adoption of institutions 
that may grant sustainable development. This is also bad politics, which might benefit the 
opposition.

As a result, it seems plausible to assume that any government willing to comply 
with an IMF economic program will have strong incentives to struggle to design and 
implement recommended policies and reforms in its own way. Sovereign design is 
important to guarantee that political costs for the government will be reduced to a 
minimum. In that respect, the Fund supervision and conditionality approaches are 
indispensable mechanisms to exert control over sovereign debtors. 

Even though under an agreement the Fund puts in place a supervisory team and 
keeps the final word on the periodic approval of the economic program administered by the 
country, in normal conditions the governments have some leverage to bargain for the 
adoption of preferred measures. As a result, even when the adoption of the program is 
successful it does not assure the long-term solution to the internal imbalances that were 
behind the crisis nor the establishment of the preconditions to sustainable growth. And this 
is a situation that the Fund has to deal with in almost every case it is involved. That is 
particularly the case if we consider the quality of the fiscal equilibrium advocated by the 
IMF.

The literature referred above also largely bypassed the issue of whether the IMF 
takes political considerations into account when it designs and evaluates structural 
adjustment policies for countries undergoing processes of democratic transition and 
consolidation.
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In terms of the rescue-package negotiated with Brazil in August 2002, it is 
important to note some important differences in the Fund’s involvement. First of all, this 
time the IMF acted in a preemptive way and not to clear up the mess done by some 
country’s economic team. For that reason, the aim of the program was to contain a 
credibility crisis that threatened Brazil’s financial solvency in the near future rather than to 
solve a balance of payments crisis already underway. The perception of the Fund coincided 
with that exposed by the Brazilian administration: that the crisis had been triggered by the 
prospect that the opposition would win the October presidential election, and not by some 
problem in the economic fundamentals of the country. 

In that regard, it is important to note that this atypical nature of the Fund’s 
involvement seems to have been vital in order to avoid some of the chief problems 
associated with negotiating and implementing a rescue package with an administration 
damaged by a payments’ crisis. The contrast with the Fund’s approach to the Argentine 
crisis of less than a year before is enormous and might be explained by the fact that Brazil 
had been clearly pursuing a path of fiscal responsibility and had more appropriate 
institutions to resume to an equilibrium trajectory than Argentina.20

Second, the Fund asked that the four leading presidential candidates discussed the 
package with the incumbent administration, thus potentially reducing the level of political 
polarization around the terms of the agreement, as discussed above. It had already engaged 
in such a strategy in South Korea, a couple of years before. Nevertheless, unlike Korean 
presidential candidates, who had formally to sign a document granting their commitment to 
the financial package negotiated with the outgoing administration, in Brazil no such 
formality was deemed necessary. It is important to note, yet again, that one of the four 
major contenders, Anthony Garotinho, explicitly rejected the agreement and even 
denounced it as an inadequate interference of the IMF in the electoral process.

That was fundamental not only for the government to accept all the political costs 
associated with recurring to the IMF (especially in an election year) but also, and even 
more important, for the financial community to believe that whatever the outcome of the 
election the terms of the agreement would be respected. In that respect, it seems appropriate 
to infer from the schedule of the disbursements negotiated that the Fund has intentionally 
built a positive payoff structure into the agreement in order to incentive the new 
administration to stick to the policy strategy outlined in it. In that respect, the conditionality 
approach played an important role as it served as an appropriate instrument to monitor the 
workings of the new economic team. It seems indisputable to conclude that, at least in this 
particular case, the Fund took the nature of the political process seriously and responsibly 
when designing and negotiating the rescue plan for Brazil.

Third, the amount of credit entailed in the package was substantially superior to 
Brazil’s drawing rights as specified in the IMF rules. This decision showed the Fund’s 
flexibility in the management of a financial crisis that risked spreading throughout Latin 
America. It also shows the Fund’s willingness to act according to the requirements of the 
moment as it perceived it: the size of the package as well as its content seems to have 
increased Brazil’s stake before the international financial community.

Finally, the fact that the package was thought to last until the end of the first year of 
the new administration was also a clear sign that the inducements for fiscal responsibility 

20 Those institutions were, essentially, the floating exchange rate regime, the inflation-targeting system, and 
the primary fiscal surplus strategy already underway and which had been institutionalized in a Federal law.

12



and external balance equilibrium (a $24 billion disbursement) would be in place and 
dependent on the new administrations’ economic policy. That cleverly reduced any 
predisposition the new administration would have to adopt a lax fiscal and/or monetary 
policies right from the start. In other words the Fund raised substantially the cost of 
defiance to the incoming administration.

Unfortunately, the decision to implement the Fund’s recommended policies does not 
grant the quality of the macroeconomic strategy chosen by the government. In the Brazilian 
context of 2002-3, that can be easily seen in the decision to pursue fiscal equilibrium – in 
fact, primary budget surplus – by canceling pre-determined budget expenditures and by 
increasing tax revenues. As a result, the participation of the Brazilian government in the 
economy reached the astounding level of 36 percent of GDP – reducing even more the 
exportability of the Brazilian economy and, thus, the prospects for sustainable growth.

One important dimension of the poor quality of the macroeconomic strategy 
adopted under IMF-supervision has to do with the political ramifications of the high-
interest rates, low growth period. Under such conditions the government tends to lose the 
political support of business as well as trade unions since recession brings lower 
consumption, higher unemployment, and larger indebtedness. In that regard, fiscal 
equilibrium might be seen as a bad goal in itself, loosing important political grounds for 
economic populism.
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