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1 – Introduction 

This note addresses the question “To what extent financial regulation in Brazil 

was effective in neutralizing the tendency to the overvaluation of the exchange rate in 

Brazil since the 1994 Real Plan?” Aiming at answering this question, this note is 

organized as follows: after this short introduction, we briefly describe the Brazilian 

exchange rate behavior after the Real Plan, emphasizing its key role in keeping prices 

stable. In section 3, the recent measures adopted by the Brazilian Central Bank (BCB) 

aiming at avoiding the overvaluation of real will be summarized. In section 4, we argue 

in favor of a new policy mix that could avoid overvaluation of the currency. Finally, 

some issues will be raised in order to effectively neutralize the overvaluation of real. 

 

2 – Exchange Rate Behavior after the Real Plan 

In mid 1994 and after the failure of several stabilization plans, Real Plan has 

finally put an end to chronic high inflation – that has been a hall mark of Brazilian 

economy since mid 1970’s. Success of Real Plan has lied on two key measures: i) a 

substantial reduction of inflation inertia by elimination of most of indexation 

mechanisms; and ii) use of a formal exchange rate anchor for almost five years until 

January 1999 (Chart 1).
5
          

                                                                                     

 Chart 1 – Monthly Consumer Price Inflation – Brazil: 01/1985-12/2007 

 

 

 

  

 

 

 

Source: IBGE. 

In January 1999, the pegged exchange rate regime was replaced by a dirty 

floating system. Few months later, inflation targeting regime (IT) was formally adopted. 

At the same time fiscal policy was tightened by the use of primary fiscal surplus 

targeting.  
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 Modenesi (2005). 
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After 1999, real has been highly volatile, especially in comparison with the other 

BRIC’s members (Chart 2). 

Chart 2 – Exchange Rate after Real Plan – Brazil: 1994.07-2011.03  
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Source: IBGE and BCB. 

 

Overvaluation of real has been a central element of price stabilization in Brazil, 

since the Real Plan, even after the formal abandon of the exchange anchor. In fact, there 

is a lot of evidence favoring the existence of a high correlation between prices and the 

exchange rate. One can call it a stylized fact of Brazilian contemporary economy 

(Franco, 1995; Modenesi and Modenesi, 2010).
6
  

Many authors recognize that the exchange rate is the most important channel of 

transmition of monetary policy in Brazil (Kregel, 2004; Oreiro et al., 2008; Ferrari Filho, 

Paula e Arestis, 2009, among others). Even after the adoption of IT in 1999, this channel 

still plays a key role in keeping prices stables.  

Araújo and Modenesi (2010a) have estimated a VAR model (using data from 

2000 to 2008) and have found a high inflation’s sensibility to exchange rate: nearly a 

half of inflation’s behavior is explained by the evolution of the exchange rate. In 

another paper Araújo and Modenesi (2010b) have found a high exchange pass-through, 

for the period 1999-2010. According to them inflation is more sensitive to external 

factors (exchange rate and commodities’ price) than to domestic ones (economic 

activity). 

                                                           
6
 One reason for that was the process of opening up of Brazilian economy which took place during the 

1990’s. This has considerably deepened the internationalization of production processes that in its turn 

has turned exchange rate an important item of production costs (Carneiro, 2002; Prates, 2004, 2005). 
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In short, the exchange rate has been – since the implementation of the Real Plan 

– the main channel of monetary policy transmission. Exchange rate appreciation is not 

an undesirable result of monetary policy but, on the contrary, it is the essence of 

inflation control. In this sense, BCB benefits from exchange rate appreciation: 

overvaluation helps BCB to keep prices stable. Having that in mind, one should not 

expect that BCB – given the current policy mix – would make a substantial effort in 

order to change the current state of affairs. 

 

3 – Financial Regulation Aiming at Neutralizing the Overvaluation of Real 

Brazilian government has been adopting several measures trying to curb capital 

flows and avoiding overvaluation of real, summarized in Appendix 2.  

On October 19th 2009 a 2% tax on capital inflows (IOF) was levied. Again in 

October 10th 2010 this tax was increased to 4%. The treasury has also been authorized 

do buy considerable amounts in the US spot market to try to avoid appreciation of the 

real. On October 18th 2010 IOF was raised again to 6%. 

On January 6th 2011 retention (compulsory deposit) was levied on dollar assets 

carried by Brazilian banks. Since January 10th 2011 the Brazilian Sovereign fund has 

been authorized to intervene in forex spot and derivatives markets to help avoiding 

further appreciation of the currency. 

As we can see in Chart 3, all those measures have barely been able to keep the 

real in its already overvalued position, let alone cause any devaluation.  

 

Chart 3 – Tendency to Overvaluation of Real: 10/01/2008-03/17/2011 
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Although those measures were not effective in reversing the tendency to 

overvaluation it should be noted they were effective in reducing the speed of 

appreciation of real. As we can see in Charts A.1 and A.2 (Appendix 1), the exchange 

rate trend line, although remaining negative, became considerably less steep after the 

first IOF levying on capital inflows, on October 2009. From October 2008 to October 

2009 the estimated trend line slope is - 0.0016; after that it felt to - 0.002. 

It is important to mention that the tensions in international financial markets 

have been of great help in avoiding further overvaluation of real. The crisis in the euro 

region in the wake of the great crisis of 2008 has put pressure on emerging forex 

markets during 2010. Now the potential oil crisis in the Middle East brings uncertainties 

to financial markets once again. One can never know for sure the exact extent to which 

these recent episodes helped avoiding further appreciation in the Brazilian currency. 

 

4 – Financial Regulation or New Policy Mix? 

As noted above, the set of financial regulation measures recently adopted has not 

been effective in reversing the tendency to the overvaluation of real. This is not an 

unexpected result since as pointed by Bresser-Pereira (2008), the tendency to the 

overvaluation has a major structural cause: the so called Dutch disease (DD).  

DD is a market failure that generates two equilibrium exchange rates: i) current 

(eC) – that assures the intertemporal equilibrium of the current account; and ii) 

industrial (eI) – that on average assures the profitability of the tradable goods industries 

(using the state-of-the-art technology). Presence of DD implies that eC < eI. This 

inequality, in its turn, gives rise to the tendency to the overvaluation of the currency.  

Other causes to this tendency are: i) higher return of capital assets in developing 

countries – resulting from its relative scarcity; ii) financial deepening – or the use of 

high interest rates to fight inflation; iii) exchange rate “populism” – the rise in real 

wages due to the overvaluation of domestic currency;
7
 iv) use of exchange rate as a 

nominal anchor to control inflation; and v) adoption of the growth with external savings 

strategy.
8
  

Although all of the above listed factors do indeed exist, two of them have been 

hall marks of Brazilian economy since the Real Plan, that is to say, for more than 15 

years. First of all, the exchange rate has been the main channel of the transmission 

mechanism of monetary policy – as already noted this is true even after the formal 

abandon of the exchange rate anchor and the consequent adoption of IT. Secondly, it is 

                                                           
7
 Bresser-Pereira (1991). 

8
 Bresser and Nakano (2002), Bresser (2002; 2004) and Bresser and Gala (2007). 
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a well known fact that Brazilian economy has been practicing one of the highest real 

interest rates in the world. 

Given that, it is not very surprising that real overvaluation – which has a major 

structural cause, DD, and is specially boosted by two components of the current 

economic policy mix, high interest rates and the use of exchange rate to anchor prices – 

would not be completely offset only by financial regulation measures.  

Of course, we are not implying that financial regulation measures do not have a 

very important role in avoiding the exchange rate overvaluation. Those measures should 

be part of a more broad set of measures needed to overcome the present situation of 

Brazilian economy.
9
 In fact, as pointed by Bresser-Pereira (2010a), among the proposals 

of the New Developmentalism (ND), three must be considered strategic to promote 

economic development: i) hard fiscal policy; ii) moderate interest rates policy; and iii) 

competitive exchange rate.  

Our main proposition is that financial regulation alone would not be able to 

compensate for an inadequate policy mix. The most important is to adopt a new mix 

that favors a competitive exchange rate with low interest rates and a fiscal anchor to 

control inflation.  

Taxes on capital inflows are not likely to be able to avoid overvaluation of the 

currency in the presence of excessively high interest rates – specially when major 

central banks are aggressively easing their polices. In order to keep inflation on track 

with lower interest rates a new fiscal regime will be needed as proposed by ND. Given 

that, at least two problems of different nature arise that we shall try to address here: 

 

1) how to deal with the inflationary pressures resulting from the real devaluation? 

2) will the new policy mix have the same political support that the current one has?  

 

One should note that the first question is a macroeconomic issue while the 

second is a true matter of political economy. The first one, in its turn, can be expanded 

into two others:  

 

1.1) inflation pressures resulting from exchange devaluation will be transitory or 

permanent? 

1.2) what is the magnitude of the fiscal surplus needed to compensate this pressure? 

                                                           
9
 According to Bresser-Pereira (2010a), DD is one of the most important obstacles to development of 

developing countries and therefore must be neutralized. DD can be neutralized by the adoption of a tax on 

exports of the goods that give rise to it. 
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As noted above the overvaluation of real has been the key element of price 

stabilization since Real Plan. Given the high sensibility of inflation to exchange rate, a 

major problem that policymakers will have to face are the inflationary pressures 

resulting from devaluation of real. Thus we must know whether those pressures will be 

permanent or transitory – and in the last case for how long it will last. 

Of course, the more transitory it is the easier it will be to curb the inflationary 

pressures. Unfortunately, there are some reasons to believe it would be, at least 

partially, permanent. One feature of Brazilian economy is the remaining existence of 

indexation mechanisms.
10

  

In face of high degree of inflation inertia still prevailing even after the real Plan, 

one should expect that the initial shock in prices could persist for a not so short length 

of time. Whether this primary shock would generate secondary shocks in CPI – 

although one could consider it likely – is not known for sure. 

To properly design the new fiscal policy policymakers would also have to know 

the sensibility of inflation to fiscal spending. In order words, what is the required 

primary surplus to keep prices stable – given the abandon of the exchange rate anchor. 

The more sensible to government spending inflation is the less will be the fiscal surplus 

needed to curb inflation. 

Finally, one should not ignore the role of political economy issues implied in our 

proposition. One should be concerned with the political support needed to change the 

current policy mix. As pointed by Erber (2011), there is a powerful convention favoring 

the current policy mix: “Existe, pois, uma ampla e poderosa constelação de interesses, 

estruturada ao longo do tempo em torno à combinatória altos juros-câmbio valorizado, 

que estabeleceu uma convenção que estes elementos são essenciais para o 

desenvolvimento do país” (p. 43). This is an issue that should be left for future 

research.
11

 

 

5 – Summing up 

Financial regulation measures alone do not suffice to neutralize the tendency to 

the overvaluation of real. It does not mean that they don’t have an important role to 

play. They should be adopted with an appropriated new policy mix.  

A more flexible monetary policy should be combined with a fiscal anchor – in 

place of the exchange rate anchor. We believe that doing so real will be devaluated.  

Given the high inflation’s sensibility to exchange rate inflationary pressures will 

probably result. 

                                                           
10

 For instance rent, phone and electricity bills are indexed to past inflation. 
11

 How will the interest groups which benefit from the prevailing policy mix react to the imposition of a 

new economic policy? Will the groups that would benefit from the new mix be sufficiently well 

organized to support it?  
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Implementing the new policy mix requires answering two fundamental 

questions:  

 

1) Firstly, policymakers must know whether the inflationary pressures will be 

permanent or transitory – and in the last case for how long it will last? This 

can be assessed by estimating the degree of inflation inertia. The greater the 

inertia, the more permanent those pressures will be. 

 

2) Secondly, policymakers must know the magnitude of fiscal surplus needed to 

compensate those pressures. This can be assessed by estimating the inflation 

sensibility to government spending. The more sensible to government 

spending is inflation the less will be the fiscal surplus needed to curb 

inflation. 

 

Those questions can be answered with the help of time series econometrics. In 

fact, by estimating a VAR model it is possible to estimate inflation inertia and 

inflation’s sensibility to fiscal spending. The methodology used by Araújo and 

Modenesi (2010b) to estimate exchange rate pass-through can be easily adapted for our 

purposes here. 
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Appendix 1 – Two Phases of the Tendency to Overvaluation of Real 

 

Chart A.1 – Before the Adoption of Financial Measures: 10/01/2008-10/15/2009 
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Source: BCB 

 

Chart A.2 – After the Adoption of Financial Measures: 10/16/2008-03/17/2011 
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Appendix 2 – Financial Regulation Measures against the Overvaluation of Real 

 

MEDIDA DATA COMPETÊNCIA OBJETIVO SITUAÇÃO 

ATUAL 

IOF de 2% sobre ingresso de capital estrangeiro no 

País para renda fixa, fundos e renda variável.12 

19/10/2009 Governo Federal e 

Ministério Fazenda. 

Decreto 6.693. 

Conter especulação no mercado de capital 

interno e na Bolsa de Valores e valorização do 

real frente ao dólar. 

Revogado. 

IOF de 4% sobre ingresso de capital estrangeiro no 

País para renda fixa e de fundos.13 

05/10/2010 Governo Federal e 

Ministério Fazenda. 

Decreto 7.323. 

Conter especulação no mercado de capital 

interno e na Bolsa de Valores e valorização do 

real frente ao dólar.14 

Revogado.  

Autorização ao Tesouro Nacional para compra de 

US$ 10,7 bilhões no mercado à vista para 

antecipação de pagamento da dívida externa. 

05/10/2010 CMN. Resolução 3.911 Reduzir a quantidade de dólar no mercado 

interno e, consequentemente, conter a 

valorização do real frente ao dólar. 

Em vigor. 

Incidência de IOF em “Operações de Câmbio 

Simultânea”.15 

05/10/2010 CMN. Resolução 3.912. Evitar que o capital estrangeiro entre no país 

via bolsa de valores, que possui alíquota de 

IOF de 2%, e migre para o mercado de renda 

fixa. 

Em vigor. 

                                                           
12

 A legislação permite que o Ministério da Fazenda reajuste a alíquota do IOF (Imposto sobre Operações Financeiras) para até 25% do valor da operação de câmbio. 
13

 As aplicações em ações continuam tributadas em 2% e as de investimento direto permanecem isentas do IOF. 
14

 Além disso, essa medida também objetiva neutralizar parte dos ganhos em arbitragem que os investidores estrangeiros encontram no diferencial entre as taxas de juros 

interna e externa. 
15

 Anteriormente, o investidor estrangeiro contava com uma brecha na legislação e entrava no país aplicando em ações e, com isso, fugia de uma alíquota de IOF mais 
elevada. Com a nova regra, o investidor ao migrar do mercado de ações para o de renda fixa terá de fechar um contrato diferente, registrando saída e entrada de recursos que 

incidirá em alíquota de IOF mais alta. 
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IOF de 6% sobre ingresso de capital estrangeiro no 

País para renda fixa, derivativos, fundos e de 

operações de câmbio.16 

18/10/2010 Governo Federal e 

Ministério Fazenda. 

Decreto 7.330 

Conter especulação no mercado de capital 

interno e na Bolsa de Valores e valorização do 

real frente ao dólar. Forçar a permanência de 

recursos no país em pelo menos um ano.17 

Em vigor. 

Recolhimento sob forma de compulsório (pelas 

instituições financeiras) de 60% sobre a posição 

vendida18 que exceder o menor dos seguintes 

valores: US$ 3 bilhões ou Patrimônio de Referência 

(PR) em nível I.19 

06/01/2011 Banco Central da 

Brasil. Circular 3.520 

Reduzir o passivo cambial dos bancos e, 

consequentemente, reduzir a valorização do 

real frente ao dólar. 

Em vigor, mas 

produzindo efeitos 

a partir de 

04/04/2011. 

Autorização ao Fundo Soberano do Brasil (FSB) 

para operar no mercado cambial à vista ou por meio 

de derivativos. 

10/01/2011 Ministério da Fazenda e 

Conselho Deliberativo 

do FSB. Resolução nº 4. 

Além do mercado à vista poderá atuar no 

mercado futuro de dólares (derivativos) para 

conter a queda do dólar ante o real.20 

Em vigor, mas não 

utilizado até o 

momento. 

 Fonte: Banco Central do Brasil e Ministério da Fazenda 

 

                                                           
16

 A alíquota de IOF sobre operações de câmbio para constituição de garantias em bolsa de valores na BM&FBovespa subiu de 0,38% para 6% (Decreto 7.412 de 30/12/2010) 

alterando o Decreto 6.306/2007. 
17

 As garantias depositadas como fiança bancária estão isentas. Se o investidor resgatar e remeter seus recursos em prazo inferior a um ano poderá perder toda a rentabilidade 

provida pela taxa de juros interna. 
18

 Posição vendida em câmbio é uma situação em que uma instituição financeira toma crédito no exterior, para atender a determinada solicitação interna, em moeda 

estrangeira. Nesse caso, a instituição paga uma taxa de juros externa pelo empréstimo e como repassou essa quantia em moeda estrangeira para o solicitante aplica em reais à 

taxa de juros praticada internamente. 
19

 Patrimônio de Referência (PR) em Nível I se refere a: Patrimônio Líquido somado as Contas de Resultado Credoras, Depósito em Conta Vinculada para suprir deficiência 

de capital e Instrumentos de Capital Híbrido e deduzido as Contas de Resultado Devedoras, Reservas, Ações Preferenciais com Cláusula de Resgate, Ações Preferenciais com 

Cumulatividade de Dividendos, Créditos Tributários, Ativo Permanente Diferido, Ajustes a valor de Mercado de aplicações em Títulos de Valores Mobiliários e Instrumentos 

Financeiros Derivativos.  
20

 A intervenção no mercado futuro de dólar poderá ser feito por meio de swap cambial reverso (contrato entre o Banco Central e uma instituição financeira no mercado 

futuro, – BMF&Bovespa – onde o Banco Central é comprador de dólar a uma determinada taxa pré-estabelecida). Nesse caso, o Banco Central oferece às instituições 

financeiras a variação da taxa de juros (Selic) e recebe, em contrapartida, a variação do dólar. Nesse sentido, o Banco Central toma para si o risco da variação cambial e paga 
ao mercado a variação da Selic. Não obstante o FSB ainda não intervir no mercado cambial, o Banco Central do Brasil vem utilizando frequentemente o swap cambial reverso 

para conter a valorização do real.  


