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Summary: Jurisdictional uncertainty is introduced as an explanation for the
inexistence of a local long-term domestic credit market. Policy makers have tended to
perceive this inexistence as a market failure requiring Sate intervention. Such
intervention currently involves restrictions to currency convertibility, artificial
lengthening of public debt maturities, compulsory saving funds, and distorting
taxation (replacing forced savings through inflation). The interventions aggravate the
juridictional uncertainty, raise the country’s riskiness, reduce its output, and
increase the equilibrium real rate of interest. Our conjecture is that thisis at the root
of Brazl’shigh interest rates.

1. Introductiont

Red interes raies have been extreordinaily high since the Real plan Sabilized
inflation in 1994. Until 1999, one might argue that the macroeconomic policy tripod
was not in order: there was no primary budget surplus, the exchange rate was pegged
and overvdued, and interest raies were primaily oriented to sudtan the leve of
internationd reserves. However, after the exchange rae floaied in the beginning of
1999, the policy tripod was corrected. The public sector accounts showed a primary
aurplus on a sysematic and sustained basis, and the red exchange rate depreciated to
the point of the country producing record high trade badance surpluses, with a dradtic
correction in the current account deficit. Red interest rates have been on average
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lower than before, but they are dill exceptiondly high when compared to other
emerging market countries. Why isit that the interest rate continues to be so high?

Three hypotheses that have been offered to explain this phenomenon. These can
be briefly labded as the “bad equilibrium’”, the “insufficent fiscd adjustment”, and
the “sequence of negaive shocks’ hypotheses Section 2 briefly reviews these
hypotheses. We argue that whatever thar rddive meits in explaning why interest
rates have been 0 high snce the adoption of a floating exchange rate, there is
something more fundamenta  linking the inexigence of locd long-term domestic
credit to the perdstence of high short-term interest rates.

Section 3 introduces the concegpt of  “jurisdictiona uncertainty” and argues thet it
is the reason for the nonexigence of a long-term domedtic credit market. The negative
consequences of jurisdictiond uncertainty for private savings and invesment are
speled out in Section 4.

Section 5 argues that the adverse consegquences of jurisdictiona uncertainty have
been mignterpreted as market falures that require State intervention.  These
interventions have varied through time but can be dasdfied in four man lines
redrictions to currency convertibility, atifidd term lengthening of public delt,
compulsory saving funds, and forced savings through inflation — with the latter now
replaced by “incomdess taxes’. Section 6 reviews each of these interventions and
argues that they contribute to aggravate the problem of jurisdictiond uncertainty.

A vay dmple two-equation reduced-form open economy macro modd is outlined
in Section 7 to illugrate the impact of each of these interventions on the short-term
interest rate and on the exchange rae, under the assumption of a credible inflation
targeting monetary policy. A discusson of policy implications closes the paper in
Section 8.

2. Current interpretations of high interest rates

Three generd hypotheses can be identified in the debate about the reason why
red interes rates are 0 high in Brazil.

The firga is tha monetary policy has been excesvdy and unjudifiably
consarvdive dfter inflaion dabilization in 1994. In the period of pegged exchange
rates (1994-1998) it was subordinated to a pegged and overvdued exchange rae.
After the adoption of a floating exchange rate (1999-to date), monetary policy would
have become imprisoned in a “bad equilibrium”. The argument is that too high red
interest rates raise the percaved risk on public debt. It would thus be possble to
obtain the same rate of inflation, everything dse remaining condant, with a lower red
interest rate and a lower perceived risk on public debt. This would be the “good
equilibrium’.

This hypothesis presupposes fiscal dominance in an open economy. Inflation
IS sengtive to the exchange rate but the exchange rate responds to the perceived risk
on public debt. When the domestic public debt is high, the atempt to control inflation
primaily through monetary policy may result in a peverse outcome high red
interest rates worsen the fiscd disequilibrium, increese the percelved default risk and
the risk premium demanded by creditors.



The double eguilibrium is a theordicdly posshility. Its empiricd rdevance
however, has not ye been edablished. Moreover, interest rate smoothing
condderations may render it undtractive in practice A Centrd Bank concerned with
the credibility and the coherence of policies through time would hardly dare to meke
the abrupt interest rate cut required to reach the good equilibrium.

A soond hypothess is that the fiscd adjusment is il insufficdent. Despite
an expressve primary surplus, the burden of public debt is very high and puts
pressure on the interest rate. The public sector high financing requirements, generated
manly by its very high debt finandng nesds competes for the scarce avalable
svings, caudng the interest rate that cdears the goods market to be very high.
Government spending crowds out private invesment and prevents the economy from
growing.

Given the vay high and digortionary tax burden dready in place, it does not
seem gopropriste to search for higher primary surpluses through tax and other
govenment revenue increeses. A reduction and rationdization of public spending
would be welcome but the difficulties of public sector reform are well known.

The third hypothess is that there was an unusud series of adverse shocks,
externd ad internd, in the lag couple of years the blowing up of the Nasdag
bubble, the blackout and rationing of domestic energy supply, September 11, the
collgpse of Argenting, and, findly, in 2002, the fear of an dectord victory of the
Workers Party and he so-cdled “Lula risk”. The result of such shocks was that the
economic tripod, dthough adequate, did not yet have the time to produce its results
for economic recovery and lower interet rates An inflation targeting monetary
policy should attempt to smooth interest rate voldility in its trgectory towards long
run equilibrium. Thus, in the aosence of additiond adverse shocks, it would be only a
guegtion of time for the Brazilian red interest rate to converge to the leves of other
dtable economies.

Irrespective of the redive merits of these dternative interpretations, it seems to
us that they miss an important point behind persgently high interest rates in Brazil.
We bdieve that a policy-rdated didortion, of a redlient nature, impedes the
convergence to red equilibrium interet rates compaible with those observed
internationaly.

3. Juridictional uncertainty

To introduce our policy-related conjecture, it is fird necessary to cal atention to
a reatively forgotten aspect in the debate on high interest rates the inexigence of a
locd long-term credit market. In the literature, this inexigence is taken as a datum,
tha may explan why, compadivdy to other countries monetay policy is less
potent in Brazil (because of the short duration of financid assts), or the maturity of
domedtic debt is shorter, or private financing for longer dated fixed investment is
diminutive But a possble rdaionship between the inexigence of a locd long-term
interes rate dructure and the high short-term red interest rate has gone unnoticed.
The reason seems to be that the threads establishing such linkage go beyond the usud
meacroeconomic channels stressed in the literature, as we try to show in the following.



We dat by noting that there are somre locd indruments for long-term credit,
asodaed to government development banks with compulsory funding, but a market
as such does not exis. Experience shows that it is possble to lengthen maturities
through tax incentives (such as income tax deferment in private penson plans) or
through decisons of fund managers required to hedge long-term lighilities (such as
the case of penson funds willing to buy long term price-indexed assts). Although
there are some other specific exceptions, such as the financing of durable goods, there
isno locd long-term credit market.

There is however a longterm credit market to Brazilians when the jurisdiction is
foreign. Nowadays, access to this market is redricted to the government, large
companies and large banks — firms the gze of which judifies the cogt of veification
of credit qudity. The credit risk is, thus, Brazlian, but these same firms that obtain
long-term credit outsde the country are unable to obtan financing with equivdent
meaturity in the domestic market.

The fact that there is long-term credit offshore but not onrshore is not explained
by the location of the creditors decison-making center. There are resdent creditors
with decison centers offshore, and non-resident creditors with decison centers in the
country. The same creditors act on both markets, but they are only willing to lend
long-term offshore.

The inexigence of a locd long-term credit market is dso not explained by the
currency of denominaion of contracts Despite the legd redrictions for the locd
issuance of dollar-indexed private debt, not even Brazil’'s Treasury is adle to finance
itsdf localy with long-term dallar-linked bonds There is no long-term credit market
on-shore, @ther in Reais or in foreign currency.

Irrespectively of the resdence of the creditor or of the currency of denomination
of the contract, long-term credit is only avaldble if the jurisdiction is foreign. It is the
jurigdiction -- the uncertainty or risk assodaed to Brazlian juridiction -- thet is a
the roat of the inexisence of along-term domedtic credit market.

The inexigence of long-term offshore credit denominated in Reais should adso be
noticed. The reason is that the execution of such contracts would necessarily make
reference to Brazil’s jurisdiction, as the issuer of the reference currency. What one
observes offshore, as credit contracts in Reals, ae in fact synthetic assets
denominated in Reais, but settled in dollars. They mirror domedtic credit ingruments,
exdusvey of a short-term nature, that exig in Brazil. The contracts that underlie
auch synthetic assts make it explicit that the risks of execution and settlement are
exactly eguivaent to those of the assats in Reais to which they are referred. They are,
thus vehides thet make the internationd trandfer of currency unnecessary, but are
merdly mirror images of Brazilian credit contracts Although sgned offshore, they are
ubject to the uncertainties of the Brazilian jurisdiction.

Credit is, thus redricted to the short-term in Brazil or the long-term in ddllars
offshore, because only the later escapes the risk of the Brazilian juridiction. The
table bow illudrates the Stuation:



Short-term Long-term

Braal Offshore Braal Offshore
Reais yes ' yes no no
Dolas  yes yes no* yes

*regtrictions apply to private debtors

The Ieft-hand sde of the table refers to financid contracts for the short-term; the
nght-hand dde, to long-term contracts. The lines describe the currency denomination
of the contracts (in Reais or in dalars); the columns describe the jurisdiction (Brazil
or offshore). As the left-hand part of the table indicates, short-term contracts are
avalable in both denominations and locations (except for the fact that there are legd
regrictions to domestic dollar denominated contracts). Long-term contracts are shown
in the right-hand part of the table.

The criticdl point is that longterm credit exigs only when the jurisdiction is not
Brazilian. Snce offshore contrects in Reas do not excape from the Brazilian
jurigdiction, there is no long-term credit offshore in Reas. In fact, a contract
denominated in Reals, even when agreed offshore, necessarily refers to the Brazilian
jurigdiction as the issuer of the currency and is therefore “contaminated’ by the
Brazilian jurisdiction. Longterm credit is therefore only avalable offshore and
denominated in foregn currendies, snce this is the only way to avoid the Brazlian
jurigdiction.

What impedes domegtic long-term credit contracts denominated ether in Reais or
foreign currency, as wdl as offshore long-term contracts denominated in Redls is the
jurisdiction uncertainty.

The refusal to extend longterm credit in the domedic jurisdiction dgnds the
presence of an important uncertainty factor. This affects, to use Keyness (1963)
terminology, “the dability and safety of the money contract” by which savings are
made available to the government and other debtors. It is an uncertainty of a diffuse
character, which permeetes the decisons of the Executive, Legidaive, and Judiciary,
and manifests itsdf predominantly as an anti-saver and anti-creditor bias. The bias is
not agang the act of saving, but agang the financid deployment of savings, the
atempt to an inter-tempord  trander of resources through finencid ingruments that
are inlag andyds credit indruments

The bias is trangparent in the negative socid connotation of figures associaied to
the moneylender — “financid capitd” by oppostion to “productive capitd”, “banker”
as opposad to “entrepreneur”. The debtor is viewed on a socidly podtive form, as
that who generates jobs and wedth or gppeds to the bank to cope with adverse life
conditions. This bias may be obsarved more or less everywhere, but it is perhaps



paticularly acute in Brazl, probably because of the degp socid differences and the
high levds of income concentretion in the country. Culturd and higoricd factors
may dso have fadlitated the ideologica dissemingion of this anti-creditor bias. For
our purposes, however, it is only important to identify it, not to discuss its causes In
fact, what diginguishes the Brazilian case may not be the depth of this anti-creditor
bias, which underlies the juridictiona uncertainty. As we will argue in section 5
below, peculiarly Brazilian has been the nature of the response to the negative saving
and investment consequences of such uncertainty.

The concept of jurigdictiond uncertanty tha we entetan conforms to the
growing consensus among economids and  politicd  scientigs  that the soad,
economic, legd and political organizations of a soddy, ie, its “inditutions’, are a
primary determinant of its economic performance (North, 1981). Overcoming
juridictiond uncertainty involves recasing privale contracts  supporting  inditutions—
that Acemoglu and Johnson (2003) cdl “contractud inditutions’ — and those that
impede the expropriaion by the government or the dites — “political inditutions’ or
“property right inditutions’, in the terminology of those authors.

Jurigdictiondl uncertainty may thus be decomposed, in its anti-creditor bias, as the
risk of acts of the Prince changing the vdue of contracts before or & the moment of
thelr execution, and as the risk of a unfavorable interpretation of the contract in case
of a court ruling. For our purposes, jurisdiction metters as the power of the Stae
consequent  upon its sovereignty to issue laws and adminiger Judice, and is not
resricted to the territoria dimension of the contract.

The inexigence of a loca long-teem market results not from lack of finencd
invesment opportunities, but from the rductance of creditors and savers to lengthen
the horizon of ther placements. There are Brazilian and foreign creditors willing to
buy long-term Brazilian bonds abroad, but not domedticaly. Even banks that manage
to issue long-term paper under externd jurisdiction, very often try to reduce the term
of placements when passing on the loans domedtically.

A long-term domestic market does not exist, not because there are no long-term
savings, but because thee ae no long-tem finendd saings avaldde under
Brazilian jurigdiction. It is a didortion, which results not from an inter-tempord
consumption dlocation decigon, but from the resgance of individuas and firms to
meke ther savings available for the long-term under domestic jurisdiction.

It is a resdance that has roots in our recent higory, punctuated by the loss of
vdue of long-teem financid contracts, as a result of the manipulation of indexation,
changes of monetay dandard, freezing of finandd assats judidad annulment of
clauses of readjusment in foreign currency, normdive acts of the Internd Revenue
Savice afecting the taxation of on-going contracts, etc. The long tradition of ddays
in the payment of credits agang the government, as exemplified by the difficulty of
cashing in on indemnity or judicd orders of payment, reinforced the resstance to
invest in long term debt ingruments.

Jurigdictiond  uncertainty worsened dfter the 1988 Conditution introduced the
posshility of chages in the intapreaive emphass beween confliding
conditutiond princples, paticulaly the subordination of privae propety to its
sodd function. The Conditution of 1988 is a driking example of how the
paerndidic atempt to subditute the government for the market in the dlocation of



long-term resources aggravates jurisdiction uncertainty.

The longet maturity for which there is a finandd domestic market varies with
circumdtances and the perception, more or less acute, of the jurisdictiond uncertainty.
In Brazil, rare were the moments in which this teerm was over one yer ad in
moments of dress the duration of savings insruments contracted to levels close to
one day by massve concentration on overnight barking deposts It is only through
atifices such as the indexing of public debt to the daly overnight interest raie and
the pockets of compulsory carying-over (the conditution of cgptive markets both in
penson funds through regulation and in banks through depost reserve requirements)
that the average tenor of domegtic public debt is today around two and hdf years. In
contrast, under foreign juridiction, the externd public debt has an average tenor of
12 years and Brazil 40isahighly liquid bond.

Let T be the maximum term for which there exids a domedic debt market, as
determined by the jurisdictiona uncertainty. For terms dbove T, the jurisdictiond
uncartainty makes the domestic market disgppear, even though there is ill an
interest rate term gructure for externd debt.  Then up to T, there is a near perfect
arbitrage between dollar-denominated interest rates in the domedtic and internationd
makets Thus for short-teem debt maurities the jurisdictiond uncertainty hes a
quantitetive expresson, measured by the soread over the riskless US Treasury rae
that has to be pad to investors to hold short-term Brazilian government debt on
shore. For maurities longer than T, however, the juisdictiond uncertainty cannot be
priced, that is, cannot be expressed as an add-on to the interest rate prevailing in the
long-term externd markets, and the domestic market ceasesto exig.

To further edtablish our concept of jurisdictiond uncertainty, it is useful to darify
its relationships to and digtinctions from related conceptsin the literature:

() Although asxociated to lack of confidence in the monetary Sandard,
jurigdiction uncertainty does not redrict itsdf to a mere suspicion on the
cgpacity of mantaining the purchesng power of the currency in the long run.
If not so, there would be longterm credit insruments, both domestic and
offshore, indexed to the domedtic price level. Even in the absence of possble
inflaionary and devadudion losses no one is willing to buy long-term
financid indruments in the domedic jurisdiction. Jurisdictiona uncertainty is
therefore not to be confused with the risk factors associated with price leve
and exchange rate voldility. These are risks that can be cdculated and priced
in.

(i)  Jduridictiond uncertainty is dso not to be confused with frontier or transfer
risk. The market knows how to price in frontier risk for different maturities, as
demongrated by the difference of oreads between CDs issued by Brazlian
banks offshore with and without the “dollar condrant” dause Frontier risk
by itself would not inhibit the existence of along-term domestic credit market.

(i) Jdurigdictiond uncertainty is dso not be confused with credit risk. This, as the
frontier risk, can dso be priced in for different maturities, as demondrated by
the exigence of long-term offshore credit for both the Brazilian Treasury and
large firms or financid inditutions The soread paid by Brazl's Tressury long



bonds over US Tressury paper of gmilar duration, which has conventionaly
been denominated “country risk”, is the market esimate of the country’s long
term credit risk.

(v)  Jdurigdictiond uncetanty affects dl types of long-term mercatile adtivities in
the country. But it should not be confusad with the risk of doing busness in
Brazil, which involves difficulties to conditute firms logidic problems of
trangport and ports complexity of the legd and labor legidaion, high
caimindity, etc. In our conceptudization, focused on cgpitd formetion,
jurisdictiond uncertainty is conssquent upon an anti-creditor bias, not an anti-
busness bias tout court. This is confirmed by foregners bang willing to
meke long-term private direct invesment in the country, but not to extend
locd long-term credit even to assodiated firms. It is dso confirmed by the fact
that often budness firms are benefited as debtors by the materidization of the
juridictiond uncertainty in itsanti-creditor bias.

(v)  Jdurigdiction uncertainty is what gives subgtance to the so-cdled “origind Sn”
of internationd finance, as identified by Eichengreen and Hausmann (1999);
that is the incgpacdty of issuance of longterm extend debt denominated in
the nationd currency. Jeanne (2002) argues that the “origind 9n” is the result
of lack of credibility of domesic monetary policy in a context of fixed
exchange rates. We congder this interpretation to unduly redrict the problem
to risks posed by the volatility of foreign exchange and interest rates. If this
were the only problem, there should exis a locd dalla-indexed long-term
market for financid contrects. It is true thet there are legd redrictions to loca
long-term contracts in foreign currency, but not even Brazil's Tressury, which
is not subject to such redrictions, manages to finance itsdf with dollar-
indexed long-term bondsin the loca market.

(i)  Echengreen, Hausmann and Peaniza (2003) mettion the exigence of
countries, such as Chile, Igad, and Indig, that would be &ble to issue long
term debt denominated in nationd currency on-shore but not offshore. For us,
this is not an impediment derived from the “origind an”, but smply a
consequence of these countries having inconvertible currencies. Loca penson
funds and other longterm inditutiond investors with long-term obligations in
locd currency are not affected by such inconvertibility, but foreign investors
ae Thus wha this three-country experience would seem to indicate is that
there are two requirements for a country to ade to issue long-term debt
offshore in domedic currency: a good locd jurisdiction and currency
convertibility.

4. Impact on private savings and investment

Jurigdictiond uncertainty is, therefore, the reason behind the inexisence of long -
term credit and long-term finandid indruments. The diffuse and non-quantifidble way
through which it affects the red vdue of long-dated financid contracts precludes the

domedtic pricdng of such long-term ingruments, and, therefore, the posshility of a
long-term financid market. Savers do not accept to hold long-term financid contracts



due to the imposshility to price-in the uncertainty involved in the presarvaion of the
purchasang power vaue of financia contracts over longer time periods.

Jurigdictiona uncertainty reduces the overdl avalability of credit in the economy
and precludes the exigence of a long-term financid market. Even if the credit can be
more then suffidently collaterdized, there will dways be unceatanties involved in
the exercise of the collaterd. Even if the creditor has sufficient knowledge of the
debtor and feds comfortable to lend him for a longer period, jurisdiction uncertanty
will make his credit illiquid. If the origind creditor needed the resources and had to
«l its credit ingrument, nobody would be willing to buy it & a far price The credit
cannot be farly priced by someone who does not share the same knowledge of the
debtor as the origind creditor. Every long-term credit indrument is therefore illiquid.
Bilaera rdationships might work, but jurisdictiona uncetanty predudes the
posshility of multilaera impersond transactions that involve credit over longer time
periods. The consequence is the complete collgpse of a long-term financid market.
In the nomenclaure of Kiyotaki and Moore (2001), jurisdiction uncertainty
negatively affects both the borrowing congraint and the resdegbility condraint.

Jurigdictiond uncertainty not only precludes the exigence of a longterm
financid market but digtorts savers behavior in a leest five agpects

() It raises the short-term interest rate required by savers to deploy their
financid wedth in the local debt market;

@it) It reduces overdl savings because it is a rik petaning to the
postponement of consumption;

@ii) It mekes savers atach a high vdue to the reprogramming of ther
finandd wedth, thus keegping it short-term and in the mogt liquid form
posshle

(iv) It induces savers to trander ther long-tem finendd wedth offshore
and

(V) It increases savers preference for forms of wedth dlocation that do
not depend on financid intermediation, searching for direct forms of
red invesment.

Consquently, juridictional  uncertainty affects the nature and qudity of fixed
invesment. Its effects can be dassfied into three groups:

() Prevdence of <df-invesment, or fixed invesment that dispenses with
finendd intermediation, with the inevitable loss of information about
opportunities and, hence, lower returns,

(i)  Smdl ard medium dze companies for which the cog of credit
veification is high, do not have access to foreign credit. Consequently, the
fixed invesment of a lage number of firms is drictly limited to the sdf-
generation of cash; and

(i)  Large firms, with access to the externd credit market, have to ded with
the risk and the consequences of currency mismatch.



5. Digtorting policy reactionsin Brazil

Policy decigons tha ae detrimentd to holders of financd indruments are
directly respongble for jurisdictiond uncetainty. In the case of Brazil, thee
decisons have been paticulaly dramatic dong the last decades, as for example the
pre-fixing of mongary correction (govenment debt inflation-adjusment factor) at
atifigdly low levds in the beginning of the 1980s the purge of resdud inflaion
from the monetary correction indexes a the beginning of dl inflation Sabilization
atempts, induding the Red plan of 1994, or the finandd asset freeze of the Callor
plan in the early 1990s.

Independently of the innumerous messures directly huting the holders of
finendd indruments;, most economic policy decdsons that aggravaied juridictiond
uncertainty were probably a consequence of midaken atempts to correct its effects.
Policy-makers redized the limits to economic growth imposed by the unavalability
of long-term domedtic savings. They, however, did not interpret this unavailability as
a result of jurisdictiond uncertainty, but as a maket falure that required policy
intervention. The generd purpose of these policies was to creste mechaniams of
cgpitd formaion under the command of the government, on both the mohilization of
long-term domedtic savings and the finanang of fixed invesment. They have been
traditiondly organized dong five dimensons

() Limited currency convetibility. Cepitd controls, adminigered in a
disretionary  form, imposed severe redrictions on foreign investment
of resdents. The purpose was to create “captiveé’ savings that could
thus be directed by the govenment to finence domedic red

invesment.

(i) Mechaniams of compulsory savings (FGTS, PISPASEP) adminigered
by government agencies and banks (CEF and BNDES).

(iii) Artifidd lengthening of the maturity of finendd invesments, both for
public debt and private sector credits This term  lengthening has
traditiondly been made through:

a Tax mesures tha drongly pendize finandd invesments of very
short maturities (I0Fs);

b. Regulations that make compulsory for cetan dasses of agents
(pendon funds, insurance companies) the acquistion of long term
government bonds; and

C. Incentives for the retention of long-term government debt by finendd
intermediaries, even in the aisence of resources of find investors for
such maturities

(iv) Practices a the levd of public enterprises to increese savings and
invesment, such as

a. Payment of bendfits to employees through trandfers to penson funds
ingead of direct sdary increases,

b. Use of monopoly power over tariffs and public sector prices with the
objective of extracting society’s resources for the financng of public
invesment; such resources as a rule were not trandered to the
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Treasury as dividends, but rather reinvested in the expandon of the
public enterprises themsdlves, and
c. Us of public enterprises as vehides for the dosorption of foreign
savingsthrough externd debt.
v) Sagnorage as a mechanism to generate and channd forced savings to
the public sector, a mechaniam further explored by the credtion of
public sector commercia banks.

The importance of interventions through public enterprises has diminished latdy,
due to privetization, cregtion of independent regulatory agencies, establishment of
limits for sponsoring firms  tranders to ther employees penson funds and the
progressve subcontracting of the management of such funds The use of inflaion to
promote forced savings has dso had its form of expresson subgantidly dtered snce
the gabilizetion of inflation with the Red plan Forced savings through inflation were
replaced in what concerns the public finances by didorting taxion — that we will
denominate “incomeesstaxes’ in Section 9 below.

It is not our purpose to describe the higory of each type of intervention or its
current operation mechanisms in any detal. There are, however, two common threads
to this ensamble of economic policy responses. The fird is the subordination of
microeconomic  effidency to macroeconomic condderations. The wefare cogt of the
atificdd condrants imposed on the ability of agents to dlocae fredy their wedth
and svings was deemed inferior to the aggregate wdfare gains to be extracted from
having a long tem domedic credit market. Overcoming what government perceived
a a serious maket falure was deemed to be wdfare improving in spite of the
obvious misdlocation of resources. The second thread is pertinent to the form of the
policy reponse. In dl cases the decison power of the bureaucracy was increased.
Thus, the convertibility restriction gave it the power to decide whom and under which
conditions is authorized to trander wedth abroad. The atificid lengthening of public
debt meturity increesed the dependence of financid intermediaries and magnified the
bureaucracy’s role as lender of last resort. The power to decide in which fixed
invesment compulsory savings could be deployed has dways been mantaned in the
hands of the bureaucracy. There has never been a privete or a compditive
adminidration of compulsorily refained savings. Wedth owners were never dlowed
to choose the maneger of thar saings. “Portability” of compulsory savings hes
never comeinto existence.

The increese in the bureaucracy’s power seems to have resulted from the
confluence of passons interests, and tradition. Passons involve an ideologica
perception of economic policy as an indrument of optimum control over private
agents, myopic in reation to ther own long run interests, and passive in ther reaction
to the interventions of an omniscient government. Interests are expressad through the
politicdl aticulation of private groups, supporting the power of the bureaucracy over
the investment decison, in view of thar privileged access to the State and ther
cgpacity to mold its policies for private profit. Tradition derives from the historicd
culturd  experience of Stae control over mecatile adtiviies that has been
particularly srong in Brazl until very recently.

It is not our purpose to andyze the relative drength of each of these forces, but
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only to cal atention to the fact thet they are & the root of the interventionist bias thet,
in the atempt to resolve the problems caused by jurisdiction uncertainty, results in its
worsening.

6. Effects of policy interventions

This section congdes successvdy the  dlocation and  growth-distorting
consquences of convertibility redrictions, atifidd lengthening of public debt
maturities, compulsory saving funds, and “incomeless taxes’.

(i) Convertibility redtrictions

In the fixed exchage rae sysem tha prevaled in Brazl from WW-II to the
beginning of 1999, redrictions to convertibility gave the government the power of
ordering the priorities for the use of scarce internationd reserves. This monopoly was
used to dlocate resarves primaily to import capitd goods and essertid raw
materids. The lagt of the priorities of the policy meker — given his perception thet it is
necessay to confine domedic savings — was to pamit thet the owner of financid
resources might acquire foreign exchange to trandfer it aoroad.

Until tre 1990s, the redrictions to convertibility, for dl practica effects were
abolute, with exceptions admitted only in gpedfic cases adminidered in a
discretionary form. The result was the emergence of an enormous pardld exchange
rate market, without legad support but in practice tolerated, through which necessarily
pased the settlement of a good share of foreign exchange operations. A gradud
loosening of the redrictions to convertibility only occurred after the Real plan, with
the consequent reduction of the quantitative expresson of the pardld exchange rae
market.

This loosening occurred through the authorization, in the beginning of the 1990s,
of on-shore deposit accounts for non-resdents, the so-caled CC-5. Notwithstanding,
the dructure of redrictions to currency convertibility was preserved intact.  Firdt, not
al agents can trander resources abroad.  Big inditutiond savers (pengon funds and
the technicd resarves of insurance companies) do not have permisson to invest
abroad. Second, the transaction codts are high: the buresucratic cost of compliance is
its main ingredient (wating periods, necessty to provide information to the Centrd
Bank and the Internd Revenue Savice, etc). Third, there ae limits for the
remittances. Vdues tha are conddered voluminous need previous authorization from
the Centrd Bank.

It is aydd dexr for ay financd wedth owner tha a mee adminigrative
decison can revet this dtuation of rddive liberdization. The CC-5 mechanism did
not dismentle any of the controls on convertibility and did not reduce the normative
power of the bureaucracy. It mantaned intact the legd and adminidraive
ingruments of convertibility control, being jus a normdive expediet to creste a
fisure making intenationd currency tranders possble  without dteing the
redrictive foreign exchange laws. It is jus a by-pass desgned to overcome the legd
bariersto  convertibility. Examples. (i) two exchange raie sysems dill cohabit, the
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“commedd”’ and the “floating”, which can be sdlit & any time by an economic
policy decison; (i) the Centrd Bank has the normative power to impede a any
moment, the remittances of foregn exchenge dbroad; (iii) the CG5 itdf is
gigmatized with an aura of anti-patriotism and even of crimindity

With the floating of the exchange rate in 1999, the pursuance of active monetary
policy (in the sense of the ability to drive locd interest rates away from the externd
rate) became compatible with free cgpitd mohility. The very concept of a quantitative
scarcity of foreign exchange ceased to apply. Notwithgtanding, there has been no
Ubgtantive progress in redion to the mechaniams of convetibility, nor were the
Centra Bank intervention powers reduced. It continues to retain the power to suspend
convertibility by adminigrative fiat.

The raionde for controls changed with floating exchange raes The fear
nowadays of adopting full convetibility is that the cgpitd flight for a juridiction
with a better qudity could be of such magnitude, that no dable equilibrium would
exig in the foreign exchange maket. Cgpitd flight would depreciate the exchange
rate and erode the fiscd base. Such an dtitude may be viewed as another example of
the fear to float. More fundamentdly, however, by keeping capitd controls intact, the
message conveyed by mondgary authorities is that it is not possble to esadlish a
market price for jurisdictiond uncertainty. The underlying assumption is that not even
an ovely depreciated exchange rate would impede the flight to qudity undertook by
resdents The mantenance, in a context of floating exchange raes of a regime of
redricted convertibility subject to discretionary reversd dgnds to private agents tha
the policy meker subscribes to their perceptions about the uncertainty of the
jurigdiction.

(i) Artificial debt term lengthening

Because of jurigdictiond uncertainty, there is no long-teem domedic financd
market. Demand exigs only for short-term delot, even if issued by the government.
There is no voluntary supply of long-term finance for the Treasury. The governmert,
however, needs to give the gppearance of being capable to issue long-term debt. The
ability to issue long debt is percaved as pogtive, because it makes monetary policy
more effective and reduces the rollover risk, and thus, the credit risk of public debt.

In view of the inexigence of voluntary long-term funds, the lengthening of debt
teems is dependent on the willingness of finandd intermediaies to make the
necessay term trandformation, carrying long-teem bonds with funding of a vey
short-term nature. Thus, as of January 2004, a full 46% of the domedtic federd debt
was hdd by locd commercid banks — 33% voluntarily and 13% compulsorily. The
domedtic financing counterparts to these assts are mogsly CD’s with dally liquidity
(after an initid 30-day holding period) and automdic drawing rights An additiond
44% of the domedic debt wes in banks dients funds (FIFs), enjoying daly
liquidity, if not autometic drawing rights, irregpectivdy of the maurity of the
underlying debt ingrument. Thus 90% of the federd domestic debt can be sad to
have its maurity atifidaly lengthened through the intervention of the commercd
bank system.

The result of this intermedigtion under fixed rate debt indruments is a high

13



interes rate migmatching risk, which required for many years high premiums on the
cary of the debt and dso some form of implicit insurance by the Centrd Bank. Until
the cregtion of the LFT (floating rate bonds based on the daly Centrd Bank reference
rate) in 1986, this debt intermediation process with maturity mismatch increased
donificantly the public debt cogt. The introduction of the LFT diminaed the
mismaich risk between the inter-bank financing rate and the interest rate received by
the financid intermediary when carying government bonds. The LFT, however, hes
duration of one day and, as we have seen, virtudly no find buyer outsde the banking
sector or the fundsthey manage.

Although a subgtantid proportion of the public debt since the cregtion of the LFT
hes hed daly finandd indexation, the Centrd Bank continues to try to lengthen
maturities with fixed rate indruments. As of January 2004, 51.1% of the domedic
federd debt was in LFTs, and 12.6% in fixed rate hills (as for the rest, 21.0% was
dollar-indexed, and 15.3% hdd in inflaion protected ingruments). Such lengthening
increases the potency of monetary policy, but has high fiscd cods, because the
govanment only maneges to place fixed rae indruments when financd
intermediaries expect fdling raes and, thus high caryover profits Notwithsanding,
if expectations are frudrated, the Centrd Bank is forced to buyback the fixedrate
debt & subsdized rates to avoid insurmountable losses and the risk of a systemic
crigs. As there is no long-term funding — especidly not a fixed rates — on the part of
the nontbank public, the debt, as we have seen, is dmog entirdy carried by financid
intermediaries. As these ae, as a collective, maturity mismatched, the Centrd Bank
hes to offer an implidt bal-out insurance that ends up forcing it to exchange the debt,
a unfavorable prices in criticd moments.  Jurisdiction uncertainty reguires thus an
impliat bilaterd agreement between finandd intermediaries and the Centrd Bank to
cregte the gppearance of along financial ingrument.

Policy makers dso try to force investors not to stay parked in the very short run
through adminidrative and fiscd messures that increese the cogt of inveding
resources in the very short term. Such measures imply, however, an additiona debt
cog for a given dfter tax interet rate in the proportion of the financid cogst of the
adminigrative and tax messures

The ensamble of measures of induced term lengthening and redrictions to very
short-term placements creates, furthermore, a negative Sgnding effect that makes the
saver more unwilling to finance the public debt.

(iif) Compulsory savings

The use of inflaion as a mechanian of extracting forced savings for the
govenment gave dgns of exhaudion in the beginning of the 1960s. The sructurd
reforms of the second hdf of that decade amed a replacing part of the forced savings
generdted by inflation by inditutiond mechanisms of compulsory savings, notably
the FGTS, the PIS-PASEP, and the unification of the sodid security funds

The reforms that the military regime introduced in this period dso induded the
“monetary correction”, an atempt & neutrdizing the perverse effects of inflation on
savings through price-indexation. The indexation of finanda asss was desgred to
preserve the red vaue of the recently crested instruments of compulsory savings, and

14



to save as a dimulus to long-teem voluntary savings The Savings Account with
indexation to the inflation rate plus 6% of yealy interet was the fird atempt to
cregte a retal indrument for long-teem voluntary savings The resources of the
savings accounts would be primarily directed for the finendng of investment in
housng.

The surcharges for socid security, the FGTS, and the PIS-PASEP idedly should
be percaved as savings that is a mere inter-tempord income trandfer, without
impact on the permanent income of wage-earners. In practice, however, the monetary
correction was sysemdicdly underestimated; a times it was pre-fixed a raes lower
than expected inflation; and, moreover, innumerous bariers for the access of wage
eanes to the resources of ther compulsory savings were erected. Besides,
invesment in projects without profitability, as wdl as the misuse of resources to
finance current government spending, required successve increasss in the tax rae of
compulsory savings.

The bad management of the resources and the departures from the origind
objectives of the instruments of compulsory savings made wage earners perceive tha
the surcharges did not effectively represent deferred income, but merdy taxes without
counterpart of future individud income This perception transformed the compulsory
surcharges into a tax wedge between the income pad by the employer and the income
received by the employee

The quartitetive importance of such compulsory saving mechanisms can be
gopreciated in Brazil's 2002 consolidated nationd accounts (IBGE, 2004). Gross
naiond savings this year were R$ 249 hillion. Sodid security contributions added up
to R$ 181 hillion, wheress families contributions to penson funds FGTS and
PISIPASEP were R$ 22 hillion.

The difference between the cogt of labor for the firm and the net income received
by the wage earner induced a displacement of employment from the formd to the
informa sector of the economy, where the tax wedge did not goply. Computing only
wage-related payments not directly received by the workers (such as socid security,
compulsory accident insurance, contribution to education, and contributions to the so-
cdled “Ss’ traning schemes), this wedge represents 49.7% of the monthly formd
sector wage, according to Amadeo and Camargo (1996, p. 77). If one indudes the
extra-yearly 13" sdary plus pad vacations and holidays, and other benefits such as
family dlowances, maernity leaves and food and trangport vouchers (nether of
which is avalable in the informd sector), the difference adds up to 86.9% of the badc
monthly forma sector wege.  Since labor productivity is much lower in the informd
sector, there is a reduction in the average productivity of the economy. As a
consequence, naturd output is reduced, with adverse implications for the equilibrium
rate of interedt, as discussed in Section 7.

(iv) “Incomelesstaxes’
The price dabilization achieved by the 1994 Real plan made expliat the
magnitude of the public sector defict, which was previoudy masked by the inflation

related forced trandfer of savings to the government. The adjustment of the public
sector accounts became imperdtive. But the reduction of expenditures became harder
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to implement by the amplification of tax earmarking in the 1988 Condtitution, and by
the end of the flexibility, propitiated by inflation, to reduce red current spending
through adminigrative ddays in the rdesse of budget nomind vaues. The second
best dternative would have been to rase the income tax, or to inditute a naiond
vdue added tax. Fiscd federdism, however, heightened by the 1988 Conditution,
forced the federd government to trander near 50% of the revenues of the income tax
and the federd vaue added tax (IP1) to the states and municipdities. The deadlock in
the discusson about the redidribution of a new nationd vadue added tax on
consumption, to replace the exising date-levd vadued added taxes on production,
mede any attempt a araiond reform of the tax system unviable.

In face of the conditutiond inflexibility of spending, the redriction on externd
finandng, and the politica difficulies of rationdizing the tax sysem, the only
remaning dterndive was to increese the so-cdled “socid contributions’, i.e, the
cumnulaive and didorting taxes that ae levied on sde proceeds and financid
transactions.

The tax burden reeched very high leves even by dandards of advanced
economies. 34.9% of GDP in 2002, up from 25.8% in 1993. This increase in the tax
burden permitted the generation of high primary surpluses (4.3% of GDP in 2003)
and a rdative dabilization of the debt-to-GDP ratio. The digorting burden caused by
the increese in the tax burden, however, was enormoudy aggravated because it was
implemented in a way heavily dependent on turnover taxes — on sale proceeds or
financid transactions (COFINS, PISIPASEP, CPMF, IOF, and ISS). A full 40% of
the increased tax burden between 1993 and 2002 was in the form of such taxes, which
came to represent 20.4% of the tota tax burden in the latter year (income taxes stood
for 16.0%, vadue added taxes (IPl and ICMS) for 28.2%, wage hill taxes for 23.6%,
and sundry taxes for the remaining 11.8%).

Such turnover taxes ae levied regadless of the generdtion of income. The
adverse effect on output is evident. Used in a vad scde, they tend to creste a
dichotomy in the indudrid dructure (Bodin, 2003). On one dde there are smdl
busnesses that are only made vigble through tax evason. On the other Sde, there are
large firms, with oligopalisic power or trademark based product differentiation, that
enoy auffidently high profit margins over sdes to comply with taxaion
requirements. Average Szed firms, however, which are unéble to operate evading
taxesin view of their vishility, are hard put to pay taxes on turnover.

In the process of equilibrating public sector finance, the traditiond populism was
replaced by wha might be cdled “fiscd populism’. Traditiond populism is here
defined as the atempt to influence voters by resorting to easy money or higher
goending not backed by taxes. The stop and go process thus generated was agptly
cdled the dectord busness cyde In contrast, under “fiscd populism” there is no
tolerance for deviaions of inflation rddive to target or for fiscd defidts Voters are
to be seduced by higher expenditures and little concern is given to whether taxation is
detrimental to growth or extremely digtortionary in its dlocation effects.

Indugrid dichotomy makes the domestic goods supply curve deeper. Informd
sector firms cannot increase output in face of growing demand because of compliance
risks. The reason is that with a larger output the risks of remaning informa increases
ad the firm would have to pay turnover taxes. Prcofitability disgppears with the
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passage to the formd sector unless the firm has an aove average management.  The
forma sector, in tumn, because it is dmost excdusvely composad of large firms with
oligopaligic pricing power, cgpable of dtending the complex demands of fiscd
compliance, regponds to the increase in demand raisng margins and prices.

7. Jurigdictional uncertainty and the equilibrium interest rate

It is now time to link jurisdictiond uncertainty to the discusson on the reasons for
extreordinarily high interest retes in Brazl. Juridictiond uncertainty as wel as the
digortions created by policy mekers was dready in full force when the inflation
targeting regime was introduced in 1999. It would thus be mideading to interpret the
workings of the digortions under inflation targeting as defects or inadequacies of the
inflaiontargeting regime by itsdf or of its underlying macro modd. Our task is to
insert the digortions provoked by jurisdiction uncertainty and by the government
interventions into  the inflationtargeting framework. We then examine how a
sudained and encompassing program aimed directly & remedying the juridictiond
uncertainty might lower the equilibrium interes raes The modd here is a smple
vason of the usud forward-looking short-term open macro modd. Its purpose is to
illugrate how the digortions associated with jurisdiction uncertainty affect the basic
interest rete.

We assume a drict inflaion-targeting framework. The short term nomind  interest
rate ik IS st by Centrd Bank independently of other policy objectives such as
minimizing output fluctuations or achieving intered smoothing. This is not redidic.
Snce the adoption of the inflaiontargeting regime, interest rate smoothing was
prevaent with the exception of discontinuities provoked by mgor shifts in expected
inflation. We ds0 have the evidence tha in some drcumdances Centrd Bank prefers
to miss the target then fadng a too severe contraction in output (such as the
accommodative stance adopted after the 2001 shocks). The rationde for assuming
grict inflation targeting isjust smplicity.

We will dso digregad Centrd Bank credibility issues Under full credibility and
no didurbances actua and expected inflation coincide with the target and time-
invaiant inflation rate p*. The assumption works as a rough approximation to redlity.
In spite of not having formd independence, the Centrd Bank has enjoyed in practice
Ubgantid control  over monetary policy ingruments. Makets acknowledge the
accountability and trangparency of the Centrd Bank snce the adoption of inflaion
targeting. Not having formd independence or fixed mandates for board members,
however, is extremdy codly in some circumdances, as exemplified by the surge in
inflation expectations after the dection of Lulain the last quarter of 2002.

Equations (1) and (2) summearize the modd:

(1) p* =F[x, Ex, €t/ey, (ii— p* - 1))

(2)  G[(Ip).(1+i).(e/Erera) — (1+)] = N(e/(1+p*))
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Equation (1) is a reduced-form domedic goods market equilibrium condition
under a fully credible inflation-targeting policy. We take x; as the current output gep,
E:x+1 as the expected output gap, e/e-1 as the ratio between the current nomind
exchange rate and last period’'s exchange rate, and k as the naturd interest rate. To
hit a given inflation target p*, the Centrd Bank needs to set the spread between the
red interes rate to the naturd rate higher, the bigger are the actud and expected
output gaps and the exchange rate depreciation.

In (1), we define the naturd rate of interedt, f, as the red rate of interest required
to keep aggregate demand equd to the naturd rate of output; any factor changing the
naturd rate of output impacts the naiurd rate of interest as wdl. In paticular, a
postive productivity shock reduces the natura rate while an increese in government
spending rases the naurd rate of interest. The definition of the naurd rae implies
that the variables of F(.) are mutualy condrained: if both current and expected output
gaps are zero and the red exchange rae is condant (e /e.1 = (1+ p*)), then the rate of
interes (it - p*) isequd to the naturd rete, r:.

Equation (2) is the bdance of payments equilibrium under the smplifying
assumption that the levd of internationd resarves is condant. The left-hand Sde
cgptures cgpitd flows as a function of the interest rate soreed. The variable (1+i¢
).(e/E: ew1) Is the rate of return in dollars of an invesment in reais r* is the externd,
risk-free interest rete in dollars. Variable p captures dl of the risks involved in short
term abitrage. There are credit risks (domegtic debt repudiation), contractua risks
(court rulings or acs of Prince intefering with the compliance of contractud
obligations), and frontier risks (cgpita controls blocking remittances). The risks are
amplified here as dl-or-nothing events. The right hand Sde gives net exports as a
function of the current red exchangerae.

The capitd flows desribed in (2) differ from the formulation given by Blanchard
(2003) in three aspects. Firg, we assume that short-teem loans to Centrd Bank are
riky. Second, we take p as exogenoudy given and not as a function of the interest
rate itsdf. Third, we leave risk averson congderations in the background. Sudden
sopswill be cgptured in the andydis by shiftsin the G(.) function.

The modd determines smultaneoudy the domedtic interest rate and the exchange
rate as a function of the naturd interest rate, the externd risk free interest rate, the
default probability, the current output ggp, and expectations on the future output gap
and the exchange rate.

We now turn to expectations. It may be argued that, under full Centra Bank
credibility, there is a drong case to be made for a rational expectations gpproach in
which the one-period ahead expected vaues of the output ggp and the exchange rae
coincide with the true conditiond expectetions. To Smplify meatters, however, we will
kegp short from modding the learning dynamics by which expectations evolve over
time and assume thet expectations are exogenoudy given.

FHgure 1 illudrates the modd, with the domedtic interest rate in the verticd axis
and the exchange rae in the horizonta axis For amplicty, we assume p* = 0. The
domedtic equilibrium (1) is upward doped. An increese in the red exchange rate (a
larger vaue of &) requires a higher interet rete for inflation to remain condant. The
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externd balance equation given by (2) is downward doped. An increase in the red
exchange rate increeses both net exports and cepitd inflows, externd bdance
requires then a lower interest rate to reduce capitd inflows. Note that if p is sengtive
to the interest rate, as in Blanchard (2003), the externa badance curve could be

upward doped.

DD

EE

Figurel

Thefollowing exercises are draightforward:

A productivity increase raises the naturd rate of output, reduces the naturd rete of
interest and shifts the domegtic baance curve DD to the right.

A reduction in therisk factor p shifts the externd baance curve EE to the left.

An increese in the risk free foreign interest rate shifts EE to the right. The same
holds true for any adverse shocks to capitd flows.

A reduction in the expected output gap shiftsDD to the right.

A more depreciated expected exchange rate shiftsEE to the right.

With the hdp of this ample modd, it is possble to discuss the effects of a
comprehnendve program amed a reducing the juridiction uncertainty in terms of the
workings of the inflation-targeting regime. Suppose agents percelve such program to
be sudanable over time with the unwinding of the didorting policy responses
reinfforaing their perception about the qudity of the domegtic monetary <tandard.
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Then:

The removd of cgpitd controls and the commitment to edtablish a fully
convertible currency would be percaived as a reduction of p, shifting the
curve EE to theleft.

The abandonment of atempts to lengthen the maturity of public debt not
backed by changes in the behavior of find wedth holders would reduce
balout-rdated quas-fiscd cods of the debt. A smdler p vdue dso
capturesthis effect, shifting EE to the left.

The replacement of digorting taxation by income taxes would make the
DD curve flatter as samdler increases in interest rates would be needed to
offset the expandonary effects of adepreciated exchangerate.

A baanced reduction of expenditure and taxes (reverang the “fiscd
populiam”) would be equivdent to a productivity shock (larger naturd
output), reducing the output ggp and shifting DD to theright.

The diminaion of mechaniams of forced savings incresses the
productivity of aggregae invesment, thus increesing the naturd rae of
output and shifting DD to the right.

Lag, but not leest, the sgnding efect of the unwinding of digorting
policy responses reduces the naturd interest rate as savers require lower
rates to deploy ther wedth in domedic debt indruments, shifting DD to
the right.

Summing up: unwinding the policy regponses to the juridictiondl  uncertainty
reduces the short term interes rate the Centrd Bank needs to st to maintain inflation
on target, but the net effect on the exchange rae cannot be predicted on a priori
grounds. The annulment of the “finencid” digtortions (convertibility redtrictions and
atifica debt tem lengthening) would appreciste the exchange rate but the
anumet of the “red” didortions (compulsory savings and “incomeess taxes’)
would depreciate the exchange rate.

8. Final remarks

Juridiction uncertainty and the didortions it provokes both directly and
indirectly through the ill informed reaction of the government, results in a higher
equilibrium interes rate in the framework of an inflation-targeting mode  for
monetary policy. Reducing or dimingting jurisdictional uncertainty results in a lower
interest rate but would have an unpredictable effect on the exchange rate.

A word of cadtion is however, necessty. Thee results criticdly rdy on the
assumption that the issues posed by jurisdiction uncertainty are addressed directly and
in a coherent and sudtainable mode. For it is dl too easy to think of scenarios in
which the unwinding of policies may backfire. For example:

The remova of capitd controls might be percalved as an opportunity window
to escgpe from the locd jurisdiction. In this case, there is a perception that
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convertibility will not last. Corsequently, the future expected exchange rae
Increasss, shifting the curve EE to the right.

The reduction of public debt maturity might be perceived as an increase in the
vulnerability of the public sector to portfalio shifts by private investors. In this
cax, the fer of a monetization of the debt increases. Therefore, the future
expected exchange rate increases, shifting the curve EE to theright.

The digmantling of forced savings mechaniams might reduce the funding
avaladle for long-teem invesment if the behavior of savers remans undtered
by the perception of the jurisdiction uncertanty. In this case, the expected
output ggp increases as the next period naturd rate of output shrinks. This
could be the result of less invesment in infradructure, for ingance. The DD
curve shiftsto the left.

The subditution of “essy to evade’ income taxes for “essy to collect”
incomeess taxes might raise doubts about tota tax collections. If agents
atticipate tha government spending will not budge, the expected future
output ggp increases, shifting DD to the |eft.

The criticad question then is how to ensure that the remova of digtortions is percelved
as an improvement of the domedtic jurisdiction. It is probable that the remova as such
will not be sufficdent. The didortions creasted by the misguided policy reections to
jurisdictiond uncertainty are only pat of the problem. Jurisdictiond uncertainty has deep
inditutiona roots in the executive, the legidaive and the judicary branches of the state.
If property rights were violaed in the process of dismantling these digortions, for
indance, it would be very had to convince agents tha the problem of jurisdictiond
uncertainty is being tackled gppropriady. In paticular, a “big bang” approach could be
dangerous. As juridictional uncertainty is the result of higory, restoring confidence in
the jurisdiction is per force a long road. Although the guiddines of policies to ded with
juridictiona uncertainty are outsde the scope of this paper, it seems that a bold,
comprenensve and pre-announced program, with wdl-defined seps and criteria for
moving from one phase to the next, is the best way to go.

The dismantling of forced savings, for instance, could be done a the margin and over
a certan number of periods. The road to convertibility might be paved by srengthening
the prudentid framework, limiting the scope of cgpitd contrals in the trangtion phase, as
wel as sHting proper interngtiond reserve requirements (see Arida, 2003). Prudentid
reguldions limiting the mismaich of mauwrities of finendd intemediaies may be the
bet way to ded with the atificdd lengthening of debt maurities The reduction of
digorting taxes may be conditioned to the adoption of drict budget-badancng rules
percaved aslegdly and paliticdly achievable.
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