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AGRICULTURAL DUALISM AND BRAZILIAN DEVELOPMENT

This research clearly demonstrated the disparities in agricultural growth between
groups of farmers in Brazil, especially in the wheat region, and noted the broader
interregional disparities which historically existed and appear to be even more
accentuated in recent years. This process of growth has contributed to increased
dualism in Brazilian agriculture: highly capitalized mechanized farms with low
labor/land ratios, and under capitalized traditional small farms using large
amounts of labor and 1ittle new technology. The dilemma appears to be the classic
one of growth versus distributive equity, a theme of increasing importance in: -
developing countries. '‘As noted above, the policies affecting Braziiian agricul-
ture to the greatest extent in the post World War II period are associated into.
two major sub-periods of development strategies in the country: the first
characterized by general neglect and occasional discrimination against agriculture,
especially in the 1947-61 period of intense import substitution industrialization,
resulted in agricultural growth Targely along the extensive margin; the second,
beginning in the mid-1960's and continuing to the present, represents a period in
which policies have been aimed at agricultural modernization and expanded traditional
and nontraditional exports. In the first period, the objectives for agriculture
were limited primarily to producing an adeugate supply of reasonabiy priced food
for urban wage earners and secondarily, generate foreign exchange to finance the
importation of the industrial raw materials and capital goods. The assistance
granted to agriculture consisted largely of improving extension and marketing
services. Since the mid-1960's much greater emphasis has been given to moderniza-
. tion, and accelerating the growth of output and exportation. Emphasis on research
increased in the early 1970's. Generally Brazil has been quite successful in
meeting its economic objectives. In fact, the high growth rates since 1968 have
caused people to speak of the "economic miracle" and make comparisons with countries
Tike Japan. This euphoria may be a bit premature, particularly in view of current
energy problems, but clearly the performance has been exceptional in the past few
years, in large part due to expert decision making. The emphasis, at least in
agriculture, however, has been largely on growth rather than growth with equity.
Given the state of the economy when the military took power in 1964, it is easy

to understand this orientation. But it is also necessary to call attention to the
potential structural problems arising from this approach which may hamper future
economic growth and development. The experience of other countries has demonstra-
ted the difficulty in achieving equity, in spite of good intentions, once great
inequities have arisen. Perhaps some 1oss in growth rate occurs when increased
equity is pursued, but the results of this and other research, which suggest
relatively constant returns to scale in agriculture over a wide range of output
levels, imply that the losses might not be that great. If more broadly based
growth is desired, the challenge to policy makers is clear and complex. It requires
a fundamental rethinking of how millions of Brazilian farmers respond to policies.
The tendency has been to view policy making as essentially a "top-down" activity
with relatively little feedback about the dynamics of policy impacts. The
observed inequalities in resource use, ircome and growth logically result. A
growth-with-equity strategy would have to take into account the heterogeneity of
farms and farmer respcase. Policy making would then involve identifying groups

of farmers that are relatively more homogeneous and developing a specific set of
policy incentives for each group. The recent efforts of the quasi-public national
agricultural research institute (EMBRAPA) to develop region and crop specific .
technological packages is a promising attempt clearly in the right direction. The
scientists and technicians of thts institution are to be commended for .this



initiative and their appreciation of the complexities of the agricultural
development process. Another clear implication of this research is the

crucial role which product and factor pricing has on the pattern of farm
growth. Brazilian policy makers have consistently espoused the role of the
market in allocating resources, yet continuously intervene in the market
process in order to influence prices for some specific objective. Generally
such intervention has been directed towards increasing the use of certain

, inputs, expanding vutput of selected products, or reducing consumer prices,

The resulting distortions have helped meet the objectives, at least in the
short-run, but have also contributed to resource misallocation and an

unequal pattern of participation in the growth process by various groups.

of farmers. These inefficiencies and inequities could well frustrate

future broad based rapid growth. Furthermore, the slow growth in effective
demand of the marginalized segment .of the rural population may frustrate

the continued growth of the industrial sector. Solely removing pricing
distortions, as important as that may be, may not constitute, however, the
necessary and sufficient conditions for broader based agricultural develop-
ment. Structural change needs to be attacked simultaneously. This research
has shown how differential resource endowments and access to resources and
policy incentives contributes to uneven farm growth. Land reform, credit

for land purchases, effective land taxation, and improvements in the land
market may be necessary to form the basis for more equitable growth where
agricultural production is still largely a function of combining land with
labor. More yield increasing technologies are also required so that increases
in income are not restricted just to enterprise changes or mechanization.

Rural education, now lamentably inadequate, must be improved and universalized
so that farmers are better prepared to seek out and understand new information
as well as provide a more productive source of labor when they choose urban
employment. Extension workers must be provided with a larger stock of technolog-
ical alternatives and must be freed of a myraid of administrative functions

and a bias to concentrate their efforts on large farms., Lastly, signs are
beginning to appear in Brazil that the past emphasis on the macro approach to-
the study of agricultural problems is waning and a new interest is emerging in
the study of the microeconomics of the agricultural sector. The research
reported in this volume has made a small dent in this vast uncharted field,
Hopefully it will encourage some of the extremely talented young Brazilian men
and women now studying at home and abroad to delve into the problems faced by
farms and rural markets which have only been touched upon here. Studies related
to such problems as the determirants of consumption and savings, creation of
employment, returns from new technology, bottlenecks in input and product
markets, impact of inflation and income distribution, exchange rate and other
trade policy influences on agricultural trade, and financial market contribu-
tions to capital allocation and savings accumulation represent a few of the
most crucial items in a long list of research priorities. Of immediate impor-
tance is the initiation of a nationwide system for the collection of farm level
time series data absolutely essential to effective economic research. This
research and the rapidly growing literature on economic and agricultural growth
and development in Brazil show that the sleeping giant of the southern hemisphere
awoke with a start in the latter half of the twentieth century and shows great
potential for becoming a commanding influence in the economy and politics of
Latin America., It holds untapped and underutilized agricultural resources that
could become one of the important breadbaskets to help feed the hungry world,
By achieving high growth rates for several years, it has demonstrated a capability
to effectively draw some of these resources into production. But if it is to


http:segment.of

realize its true economic potential and maintain Tong term high growth rates,
it must begin to more effectively harness its most valuable resource, a
resource largely overlooked in recent years - the growing quantity and
quality of its peoples. When that occurs, we can justifiably refer to the
"Brazilian Economic Miracle."
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PREFACE

In 1969 the U.S. Agency for International Development_through its
Technical Assistance Bureau contracted with the Research Foundation of
The Ohio State University to conduct an "Analysis of Capital Formation
and Technological Innovation at the Farm Level in LDC's," (hereafter
referred to as the Capital Formation Project). USAID financial support
covered the period July 1, 1969 through October 31, 1974.

Responsibility for the Capital Formation Project rested with the
faculty of the Department of Agricultural Egonomics and Rural Sociology.
Norman Rask was the research team leader throughout the 1life of the
Project. Richard Meyer served in Brazil as Project Chief of Party co-
ordinating the extensive primary data collection and preliminary analysis
eff{orts. Upon return tn Columbua, he served as a member of the research
team and with Nofman Rask coordinated the writing of this monograph
waich constitutes the final report of the project. Members of the re-
search team, responsible for specific areas of project research included
Dale Adams, David Francis, Terry Glover, Donald Larson and Inderjit Singh.

The principal project objective ' were: (1) To investigate and
describea capitul formation and utilization at the farm level, {ncluding
the fmpact ol technotogical change on the need for capital and on the
capital formation process, and (2) To evaluate the implications and im-
pact of selected policies designed to stimulate capital formation.

Research was initiated in Brazil and was limited to that country when

conditions prevented expanding the research to India as originally planned.



The farm firm was the principal unit of analysis for the investi-
gation and was viewed as the primary building block in the chain of pro-
duction and marketing firms involved in development of the agricultural
sector. The research procedure was to discover, measure and better
understand the impact on farm firm decisions of major changes in govern-
ment programs, world markét conditions, and new technology. Such
analysis'required extensive farm level data and little existed in Brazil.
As a result, collaborative research arrangements were established with
several Brazilian institutions. The institutions were selected because
of their knowledge of particular agricultural regions and expertise to
assist in designing survey instruments and in collecting the data through
personal interviews with farmers.

Utilization of the research results and improvement of local re-
search capabilities were also important considerztions. Thus during
the course of the research, several efforts were made to communicatg and
interpret preliminary results for several Brazilian agencies and pro-
fessionals and the local USAID Mission through seminars, meetings, and
informal contacts. TFurthermore, students and faculty at each of the
collaborating institutions were invclved in questionnaire design, sampl-
ing, interviewing, data manipulation and analysis, and in all cases a
set of data was retained by the local institution as part of data banks
that were being developed.

In any project of this scope many individuals play key roles and
many institutions make significant contributions. We would like to
mention some of those without whom the research could not have been

initiated or conducted. In USAID/Washington Dr. Erven Long was an
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instrumental force in the project's inception and provided counsel
throughout its duration. Members of the USAID/Washington Technical
Assistance Bureau who assisted were: Dr. Douglas Caton, Dr. Larry
Witt, Dr. Arthur Coutu, Dr. Harold Jensen and Dr. Lehman Fletcher.
In the USAID Mission to Brazil, William Ellis, Mission Director;
Michael N. Galli, Deputy Chief of ARDO; William Rodgers, Chief of ARDO;
Dr. Harlan Davis, Agricultural Economist; Ralph Miller, Deputy Chief
USAID/PASA; Dr. Stanley Krause, Agricultural Economist; and David Cohen,
Program Office; as well as several other members of ARDO and the USAID
staff provided much appreciated in-country support and administrative
backstopping. |

The Central Bank and the Ministry of Agriculture served as official
contact with the Brazilian government and provide& encouragement for
the initial studies. In particular Ary Burger, Director of the Central
Bank provided valuable assistance. The Instituto de Estudos e Pesquisas
Economicas da Universidade Federal do Rio Grande do Sul was the first
institution to conduct a survey under the Project. We owe a great deal
to the foresight and effort of Mauricio Filchtiner, Director and Eli de
Moraes Souza, Chief of the Agricultural Economics and Rural Sociology
Section, in getting that survey underway and to several other staff
and students that so successfully completed subsequent surveys and
analysis on the data collected in that state. Closely related to this
first effort, a survey was conducted in the state of Santa Catarina in
conjunction with the Instituto de Pesquisas e Estudos Economicos da
Universidade Federal de Santa Catarina with Carlos Jose Gevaerd playing

an important role in that work. An old friend and distinguished col-
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league, Paulo F. Cidade de Araujo, was instrumental in assisting with
the research that was conducted in Ribeirao Preto in the state of Sao
Paulo in 1970. Several other staff members and students in the
Departamento de Ciencias Sociais Aplicadas of the Escola Superior de
Agricultura "Luiz de Queiroz," including Joaquim J. de Camargo Engler
who later became head of the department, were very Supportive of the
several economic and sociological studies conducted in Sao Paulo, and
were patient and much appreciated counselors and hosts to the several
0SU staff that resided in and passed through Piracicaba. The research
conducted in the state of Minas Gerais owed much to Helio Tollini, then
Director of the Instituto de Economia Rural, Universidade de Minas
Gerais in Vicosa; H. Evan Drummond, Ph.D. student at Purdue University;
and Julian H. Atkinson, Chief of Party of the Pufdue-Vicosa Institution
Building Project.

While analysis of the data collected in these four states moved
forward, the USAID Mission contracted with Ohio State University to
provide support to the newly created Escritorio de Analise Economica e
Politica Agricola of the Ministry of Agriculture. The first director
of that office, Francisco Vera Filho, and his successor, Albérto Veiga,
along with Iby Pedroso organized a survey in the state of Ceara which
collected data similar to the type collected in the four other states
and made it available to the Project. Faqstino de Albuquerque
Sobrinho of the Universidade Federal do Ceara and Roger Fox of the
University of Arizona - Ceara Institution Building Contract were in-
strumental in making local arrangements. The Banco do Nordeste con-

tributed resources and staff to that survey as well.
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Special appreciation is also extended to the many interviewers and
drivers in each survey region that spent long, hot, dusty hours locating
and interviewing farmers. The Brazilian farmers we interviewed displayed
great patience and excellent cooperation by completing long interviews
as accgrately and thoroughly as possible. To them we extend special
- thanks.

The research that went into this report involved many staff and
‘students at both OSU and several of the institutions just mentioned.

The training of graduate students was an integral aspect of the Project,
both in the U.S. and Brazilian Universities and will no doubt remain
one of its chief benefits long after the findings of this research
become outdate&l

Clearly, the research findings summarized in this report emanate
from a successful team effort. However, it is appropriate to recognize

explicitly those individuals most directly responsible for major parts

of the report.

Chapter 2 Douglas Graham

Chapter 3 Richard Meyer

Chapter 4 Norman Rask and Richard Meyer
Chapter 5 Norman Rask

Chapter 6 Terry Glover

Chapter 7 Donald Larson and Richard Meyer
Chapter 8 David Francis

Chapter 9 Donald Larson

Chapter 10 Dale Adams

Chapter 11 Inderjit Singh and Choong Yong Ahn



Chapters 1 & 12 Group Effors:

In addition, significant contributions to the Project wete made
by several other OSU faculty members, in particular Bernard Erven, -
Joan Sitterley, Francis Walker and Kelso Wessel. Kelso ﬁeésel was
a member of the 0SU Institution Building Project at ESALQ, Piracicaba,
during the initial phase of data collection in the state of Sao’ Paulo.
fde worked with Brazilian faculty and graduate students on questionnaire
cozstruction, survey design, and supervision of some of the interviewing.

Mrs. June Bliand and Ms. Malinda Brenner shared most of the typing of
the final version and were ably assisted by several other secretaries
in the department on earlier drafts. Ms. Bérbara Durman, and Mrs. Margie
3Butz were responsible for data organization and storage. ' Mark Hinnebusch
did zuch of the computer programming during the latter part of the Project.
The Statistics Laboratory helped with figures, tables and overload typing,
while Ms. Marilyn Chute served as a most capable administrative assistant
threughout the life of the Project.

wWhile more than forty graduate students have assisted with the
precessing and analysis of data and many have used portions of the data
for their own M.S. theses and Ph.D. dissertations, 9 individuals who
werz then Ph.D. candidates, deserve special recognition for contributions
to the overall Project: John Stitzlein, William Nelson, Gerald Mehman,
Hagop Kayayan and Solon Guerrero each spent a year or more in Brazil
assisting with data collection and processing; Roger Baur and Choong
Yong Ahn assisted with data processing and analysis in Columbus.
Joaguin J. de Camargo Engler and Iby Pedroso wofked with their respec~
tive institutions in data collection and used part of the data for

their dissertations.
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We would also like to express appreciation to G. Edward Schuh and
Pan A. Yotopoulos for highly useful detailed comments each made on an
earlier draft of this report. J. K. McDermott also contributed a help-
ful reaction as did several people in Brazil during a round.of seminars
conducted in October, 1974. Of course, the authors assume sole respon-
'8ibility for the contents. The views and opinions expressed do not
necessafily represent the views of any persons or institutions in Brazil

or the U.S. that collaborated with the Project.

David Boyne
Project Supervisor
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CHAPTER 2
A REVIEW OF BRAZILIAN ECONOMIC
POLICY & ECONOMIC GROWTH, 1947 - 1974

As a Prazilian colleague recently remarked, Brazil, during the
postwar period, has undergone all the classical development experiences
from import substitution industrialization (hereaf;er called ISI), inflationm,
balance of payments disequilibria and stagnation to outward looking'export
expansion and diversification and rapid economic growth [60]. A wide
variety of strategies and instruments have been employed for economic
development with varying degrees of success and distortions as well as a
changing scenario of political institutions. The rapidly growing interest
in the Brazilian economic "miracle" and the equally strong controversy
surrounding Brazil's experiment with authoritarian government, suggests
that a review of the country's general development experience is in order
before moving into a specific discussion of agricultural policies in the
succeeding chapter since the former has obviously conditioned the latter.

The postwar era can be divided roughly into two historical periods.
The first (from 1947 to 1963) can be called the inward iooking import-
substitution period. This period marked the first deliberate strategy to
industrialize through stimulation of domestic production of prev;ously
imported finished manufactured goods and later capital goods. Associated
with this effqrt_qas a style of sectoral target plsnning, non-market allo~

cation of resources (i.e. licemses, subsidies), increased participation

2-1
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of foreign investment; a growing discrimination against agriculture and
exports, increaaed income inequality, rising inflation and eventually a

” rising constraint on the capacity to import in the early 1960's. This
process of economic chaﬁge waa carried cut in an environment of open, com-
petitive party politics and direct elections, with the government giving
increased attention fo;u;gan industrial interests and less to agricultural
interests. As will be segp later, the impact of "populist” party politics

».'

and growing urban voting consticuencies vas apparent in the choice of pri-
The second period (1964 to the present) can be characterized as an
outward looking expont expansion and diversification phase of economic
growth. Three features_geze-carried over from the earlier period: a con-
tinued emphasis on indéeﬁ;iel”growth and import substitution; the growing
role of the state in tﬁe economy and the continued participation of foreign
capital. However, thaae features were developed in an entirely different
political-economic contezt. Nonmarket planning techniques emphasizing the
direct allocation of impd't licenses, direct subsidies, etc. were replaced
by a more explicit stgaoegyronn;rolling relative prices through market
mechanisms, Inaticutioé%iﬁinqovaciona were undertaken emphasizing the central-
ization of eeonomic‘ﬁoligitugecution, the indexing of financial instruments
and government bonds fof“iﬁéiecion, the development of capital markets and
strong government contr 1 ovét ‘the techniques of mobilizing savings and under-

..r—- I

taking investment. Tmpetc substitution was continued, however, growth through

‘ A

export expansion andwﬂivg;gification was a'far more important priority.

Important export stiouigg;ﬁﬁf'created with substantial tas deductions and
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the introduction of the "crawling-peg" exchange rate (monthly mini-
devaluations) that kept the actual rate close to the equilibrium rate of
exchange. Distributional concerns were of secondary importance. Finally,
it should be emphasized that the political model within which this economic
strategy was carried out was bureaucratic and authoritarian in nature. This
fact becomes important as we investigate how it was possible to institute
80 many marked policy changes that clearly implied a redistribution of power
and influence from the earlier period.

This chupter discusses the Brazilian growth experience in the context
of theee two periods. While there are important elements in common to both
periods such as continuing import-substitution, foreign investment and
public sector capital formation, each represents a sufficiently different
model of development and set of policies to merit separate analysis. Both
periods will be analyzed; first in terms of the performance of the key macro-
economic variables characterizing its pattern of economic growth; and second
in terms of the strategies devised and instruments and institutional innovatio:
employed in promoting growth. The socio-economic consequences of the policies

are addressed throughout.

THE IMPORT-SUBSTITUTION STAGE, 1947-1963
Aggregate Perfqrmance and Structural Change
On the whole, praztl experienced significant economic growth in this
first postwar period. From 1947-1961 the overall real rate of growth averaged
seven ‘percent per annum. Growth of the agricultural sector averaged 4.6

percent per amnnum, while that of the industrial sector registered an average
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A. Aggregate & Sectoral Growth Rates

Year Real GDP Industry Agriculture
1947761 7.0 9.5 T4,
1956/62 7.8 - 10.3 5,7
1962/87 3.7 3.9 4.0
1968 9,3 13.2 1.5
1969 9.0 10.8 6.0
1970 9.5 11.1 5.6
1971 11.1 11.2 12,2
1972 10.4 13.8 4.1
1973 11.4 - -
Source: Baer [13, p. 273].

B. Sectoral Changes in GDP (1953 Prices)

1947 1960 1968
Agriculture 30.0 22,2 20.5
Industry 20.6 28.0 29.3
Other 49.4 49.8 50.2
Source: Baer [12, p. 232].
C. Imports as a Percentage of Total Supply
Category 1949 1962 1966
Capital Goods 59.0 12.9 13,7
Intermediate Goods 25.9 8.9 6.8
Consumer Goods 10.0 1l.1 1.6

Source:

Baer[12, p. 233].

D. Annual Rates of Inflation for Selected Yehrs, 1947-73

Year Rate of Inflation Year Rate of Inflation
1949 5 1963 80
1950 10 1964 87
1951 12 1966 41
1954 22 1967 24
1955 _ 24 1970 21
1956 | 1971 19.8
1959 39 1972 15.5
1960 29 1973 15.7
1961 33

Ferréira {27] 1971 onwards from Baer [15].

Source:
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9.5 percent per annum during this period (Table 1). Within this period,
1956-1961 was the high pqint of rapid industrial growth. The real rate
of growth of total prdduct averaged 7.8 percent during this period; that
of agriculture five percent, and that of industrial growth 10.3 percent
per annum. As mentioned earlier, this was the period of intense,
import substitution inddéstrialization with significant participation of direct
foreign investment. From late 1961 to early 1964, however, the economy fell
into a cyclical slump, averaging only three percent rates of aggregate growth
per year and stagnant or declining per capita growth. This period was
characterized by considerable political and administrative ingtability,
economic nationalism, rising inflation, a reduction in foreign 1loans and
investments and severe balance of pajhents disequilibria, all of which,
contributed to the only major period of stagnation in recent Brazilian
economic history. We will have occasion to discuss this period in some
detail later.

Given these marked differentials in the rates of sectoral growth, it
is not surprising to note a sharp intersectoral shift in national product.
From 1947 to 1960 the share of national product generated by industry rose
from 20 to 28 percent while that of the agricultural sector declined from 30
to 22 percent. The share of the service sector remained constant at around
49 percent (Table 2-1, panel B),

Associated with the significant record of industrial growth up to
1961 was the change in industrial structure. In 1939 the important subsectors
of heavy industrial activity such as metal products, machinery, electrical
equipment, transport equipment, and chemicals accounted for no more than

23 percent of total value added in the industrial sector. By 1963, these



sdbsectors accounted for more than 45 percent of total industrial

§a1ue added. Another ieﬁealing index of the structural change asso-

ciated with this pattern of growth in Brazil is the change in the imports
of industrial products as a source of total supply (Table 2-1, panel C).

In 1949 capitallhoods imports repfesented 59 percent (of total capital
goods supply), intermediate goods imports 26 percent (of total intermediate
goods supply) and consumer goods imports 10 percent. By 1960 these pro-
portions had declined to 23, 12 and 4 percent réespectively.

Table 2-2 shows that this structural change largely occurred in the
fifties rather than the sixties. The changing percentage distribution
between the traditional and the several modern sectors stands out
much more clearly between 1949 and 1958 (or 1962) than it does between
1962 and 1969. This sequential pattern of greater structural change in the
fifties than the sixties is also corroborated by the lack of labor absorp-
tion. From 1949 to 1959 the share of labor in the industrial sector remained
constant (around 13 percent) despite the marked increase in output. By 1970
it increased to roughly 18 percent, suggesting a much less marked pattern of
productivity or technological change in the structure of industrial output,
and more an expansion along existing technological production functions.

An additional stimulus to increased industrial employment by 1970 was the
severe constraint on wages from 1964 onwards which undoubtedly reduced labor
costs below what they would have been im a nonauthoritarian political envir-
onment.

One success indicator of the ISI strategy was the fact that imports as
a percent of GNP declined from around 12 percent in the early 1950's to

eight percent by 1963. Thus, some savings in foreign exchange were realized.
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TABLE 2-2

Pércentagc Distribution of Total Manufacturing Output

by Selected Sectors, 1949/69 (1949 Prices)

Sectors
Years Traditional Dynanic A Dynamic B
1949 70.4 24.3 5.3
1958 56.3 31.3 12.4
1962 47.4 34.2 18.4
1969 46.8 32.0 21.1
a/ Traditional: Wood Products, Furniture, Leather Praducts,
Textiles, Clothing, Food, Beverage, Tobacco,
Publishing
_j Dynamic A: Non-metallic Minerals, Metallurgy, Paper
Products, Rubber and Chemicals
¢/ Dynamic B3 Mechanical, Transport, Electric and Communication
Equipment
Source: IBGE. Reproduced in da Mata and Bacha [59, p. 305].
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However, at the same time that the aggregate import ratio was declining
and the internal structure of production was becdling progressivily more
integrated into backward linkage industrialization, thehcomposition of
imports themselves was becoming almost exclusively confined to the strategic
import of intermediate goods (fuels and industrial .raw materials) and capital
goods. This meant, in effect, that any future decline in the capacity to
import would have serious repercussions on 1pggstrial output and employ-
ment. As will be seen shortly, this became crucial in the early 1960's.

In short, it is clear that the process of ISI industrialization in
Brazil during this period had decisively changed the structure of production
and, in the process, almost completely replaced the importation of consumer
goods; significantly reduced the imperts of capital and intermediate goods
as a percent of total supply; but increased their relative role in the
composition of total imports. It is important to underline this feature
of backward linkage industrialization in Brazil. The large domestic
market permitted more extensive ISI change than that recorded in most other
third world countries and more than most ISI critics thought likely [55].

With the aggregate, sectoral and structural characteristics of the ISI
experience established, it is now appropriate to review the studies ana-
lyzing the efficiency of this extensive pattern of ISI industrialization in
the fifties and early sixties. Were hot-house, high cost industries estab-
lished? What was the social cost of following this strategy? Evidence
suggests that Brazil's experience with ISI industrialization was very
capital intensive; very anti-labor absorptive in nature; probably more
modern than the industries established in most third world nations and

highly reflective of foreign technologies and foreign investment.



Capital Intensity

Many authors emphasize the widely recognized capital intensive nature
of ghe ISI expertence in Brazil [4, 8, 17, 28, 37, 67, 102]. Fishlow
estimates that between 1949 and 1959 productivity per man in manufactures
grew by 5.8 percent. He claims that much of the increase was due to the
capital intensive character of the process which, in turn, was due to
the product orientation and the deliberate overvaluation of the exchange
rate which heavily favored the importation of capital equipment. Therefore
while output increased at the considerable rate of 8.8 percent annually
during the 1949-1950 period, the estimated net capital stock accumulated
still more rapidly at 9.2 percent. Howaever, Fishlow does underline the
advance of total factor productivity was much more limited. Depending
upon the weights attributed to capital and labor, it ranged between 1.6
and 2.7 percent [28]. The foregoing should make it clear that an important
price was paid in promoting this modern industrdal structure. This price
was the limited employment absorption of the process. Given the sectoral
profile and product 1lines chosen for ISI (metallurgy, electrical and
transport equipment, chemicals, etc.) a shift to capital intensive techniques
was unavoidable. This was true regardless of the relative price of capital
and labor since these sectors and products had significantly higher capital
labor ratios with any technological alternative than the structure they
replaced or superceded [67].

Bacha estimates that the employment elasticity in Brazilian manu-

facturing was on the order of 0.3 to 0.4 percent for every one percent increase
of total manufacturing product during the postwar veriod. Fquivalemt

estimates for other lesser developed countries (LDC's) are much higher;
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namely, around 0.7 percent [4 ]. Hence, as pointed out earlier, the
percent of the labor force employed in the industrial sector remained
constant from 1950 to 1960 at roughly 13 percent in spite of the rising
share in total income of industrial output. Even traditional labor in-
tensive sectors such as textiles, foodstuffs, tobacco, etc. showed sharp
declines in their absorption of labor as output grew from 1950 to 1960,
This reflected the relative factor price influence more than the sectoral
mix effect in that alternative labor intensive technologies were more
feasible in these sectors. In short, the sectoral mix ehosen and the
relative factor price structure that emerged from the ISI strategy were
both highly unfavorable to expanded employment, the former reflecting
the shift into new sectors, the latter reflecting the change in technology
in existing sectors. It is notweorthy to note that the subsidy granted to
the import of capital goods affected traditional as well as dynamic indus-
trial sectors [59]).Finally the increased labor costs to employers intro-
duced through expensive social leg#slation raised the cost of labor con-
siderably above its opportunity cost thus reinforciné the adoption of
labor-saving techniques [5 ].

An associated development of this capital intensive ISI strategy was
the growing inequality of salaries within industry due to the increased
hierarchical division between blue and white collar workers. The latter
consistently enjoyed rates of salary increase considerably greater than
productivity increases while the former typically experienced wage in-
cceases considerably less than productivity increases [59]). These features
of the ISI pattern of growth (capital intensive bias and the growing in-

equality between blue and- wliite collar remuneration) strongly suggest
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that there was a worsening of the distribution of income throughout
the fifties. Finally the anti-employment bias of the technological
change and industrial policy kept labor dammed up in Agticulture. This
in turn led to growing inter-sectoral income differentials and reduced in-

centives for investment in agricultural capital formation.

Efficiency

Baer, Leff and Bergsman, in various ways, focus on the comparative
advantage and relatively limited traditional misallocation associated
with Brazil's industrialization., Baer argues that the almost limitless
supply of hvdro-electric power, rich iron ore and respectable local
market demand gave Brazil a comparative advantagg in producing steel.
Blast furnace productivity could be competitive with any producer in the
world with the single step of removing the requirement that some low
quality domestic coal be used in the process. In the area of steel
shop productivity, the two newest Braziliam mills (COSIPA and USIMINAS)
using the modern L.D. process are comparable to similar shops anywhere
in the world. Rolling mill costs were initially higher in Brazil until
the sixties when a more balanced capacity (among blast, steel shop and
rolling mills) was attained. Baer concludes that the arrangement of
production today meets world competitive standards which is one reason
why steel products have been able to participate in the export drive of
the late sixties [9 ].

Leff argues that the Brazilian capital goods industry (heavy engineer-
ing products such as pumps, turbines, motors, machinery, etc.) was able to
develop and expand local production in spite of enjoying low levels of

protection in the late fifties and early sixties [52). Hence, the earlier
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evidence of extensive backward linkage industrialization in the capital
goods secter must ha;e been relatively efficient or at least not glaringly
inefficient, otherwise the sector could not have prospered with such
levels of protection. This apparent comparative advantage was confined
to those capital goods that did not lend themselves to great economies
of scale production and were highly labor or skill intensive rather than
capital intensive operations. The more sophisticated process oriented-
scale economy capital goods continued to be imported. Brazilian capital
goods producers (and foreign capital goods producers in Brazil) could have
enjoyed an advantage over capital good imports through offering direct and
frequent consultations and follow-up servicing arrangements to their clients
for a wide range of custom-built orders. The rapid growth of Brazilian
industry from 1954 to 1961 meant that the demand for a wide range of
capital goods was growing so rapidly that many local firms were probably
prepared to pay slightly more for immediate delivery of local products of
slightly less quality than that associated with imports because of the
quicker order and frequent contact for servicing.

Bergsman, in the most recent general study of Brazilian industrializa-
tion, concludes that the formal structure of tariff protection has probably
played more of a role in protecting inefficiency than in promoting efficiency
{17]. High levels of effective protection were given to the more traditional
textile, food, beverage and leather goods sectors. These were the sectors,
however, in which Brazil presumably had a comparative advantage and in which
1SI had already been largely completed by 1950. In contrast, moderate to
low levels of were giver. to intermediate and capital good products. Having

said this, however, he goes on to add that the postwar "modern" industrial
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structure that emerged appears to be reasonably efficient. He estimates
that the total statié;Cpgtjog ptoﬁéstion (in~fficiency) was no more than
eight to ten percent of GNP. Allocative inefficienéy was estimated to be
no more than oqe{ﬁéfcgnt}of GNP, The remaining seven to nine percent
represented avoidable high costs and monopoly profits [17]. In short,
much of the tariff protection was probably redundant and unnecessary.

This in part explains why many of these sectors (incéluding more efficient
firms in some of the traditional sectors) were able to participate later in

the post-1967 export boom of industrial products in Brazil.

Foreign and Government Domination

The final structural dimension of industrial growth deserving mention
here is the predominant role of foreign and government investment, and the
relatively minor role of local private entrepreneurship in the ISI process
of the fifties. As seen earlier, extensive structural change occurred in
Brazilian industry during this period with consumer non-durables declining
in the growth pattern while consumer durables and capital goods expanded
rapidly. Table 2-3 shows that the sectors which dominated in the growth
process were also those that ranked highest in the degree of their import
substitution activity during this period; namely, metallurgy, chemicals,
plastics, electrical, transport and mechanical equipment. Moreover, as
Morley and Smith make clear in the final three columns of this table, it
was precisely in these sectors that foreign and governmental investment
activity predominated [ 66]. They estimate that total foreign direct in-~
vestment grew from 1.3 billion dollars in 1950 to approximately 3.3 billion

by 1966 and that during the period 1949 to 1962 53 percent of import sub-
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. ... TABLE 2-3
Rank in Import Substitution and Growth
‘and Shares of Government and Foreign
Business in Growth, 1949-1962

1964 Market Share and
Growth Under Constant

Rank Rank in 4 Shares _
Sector in IS Growth ' Govt. For. Total
Non-Metallic 10 10 23.8% 23.8%
Metals 6 7 8.5 20.9 29.4
Machinery 4 5
Elec. Mach 1 3 ' 45.4 45.4
Transport Equip. 2 2 2.9 66.6 69.5
Wood 14 17 (] 0
Furniture 17 11 0 0
Paperx 8 12 26.9 26.9
Rubber 12 6 ' 79.5 79.5
Leather 7 20 0 0
Chemicals 3 4 - 33.7 31.0 64.7
Drugs 9 14 62.5 62.5
Cosmetics 19 14 55.1 55.1
Plastics 5 1l 28.8 28.8
Textile 13 18 26.6 26.6
Clothing 18 9 : 0 : 0
Food 16 16 ’ 18.2 18.2
Beverage 11 19 8.1 8.1
Tobacco 20 8 76.5 76.5
Publishing 15 13

Source: Morley and Smith[66, pp. 126, 128],
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stitution and 40 percent of ovezall industrial growth came from foreign
or government firms [66].

Even in the absence of concentration ratios it is clear that foreign
enterprises dominate the economy's largest firms. Of the 24 largest firms
in the transportation equipment industry in 1965, 19 were foreign. 1In
chemicals 17 of the top 22 firms were foreign. The top six firms in the
steel sector in 1965 were foreign or state owned. In the aggregate, just
31 of the top 100 firms in the nation are run by private Brazilian entre-
preneurs [ 66 ]. This market power suggests that the importation of
relatively modern foreign technology was extensive. This fact, combined
with the largest growing local market among third world nations, meant that
Brazil, while perhaps not competitive in world markets, was not far behind
in certain areas and products. It also accounts for the rapidity of
structural change in the fifties with the major foreign investment boom
occurring between 1955 and 1961. Two negative features of heavy foreign
direct investment in the ISI process were the potential vulnerability to
the future drain of profits and royalties and the weakening of government
fiscal and monetary control as a_ large and important segment of the nation's
industry could draw on credit lines overseas. Both these features were to
upset government policy makers in the early and mid-sixties.

In summary, the ISI commitment to the sectoral profile of heavy
industry and sophisticated comsumer goods reinforced the capital intensive
and foreign investment features of postwar industrial growth. This strasegy
also promoted the transfer of modern foreign technology into Brazilian industry
with its related anti-labor absorption bias, increasing salary inequalities
within industry and growing income inequalities between industry and the non-~

industrial sectors.
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'THE POLICY MILIEU OF THE ISI STAGE OF
BRAZILIAN ECONOMIC GROWTH, 1947-1963

This section reviews both the strategy and the tactics employed ﬁo
promote industrial growth during this first postwar period. The following
section discusses the policy making scenario during the era of economic
decline aﬁd stagnation ia the early 1960's. Three broad frames of reference
are useful hére. First, it is important to realize that, despite a re-
spectable raée of industrial growth generated ﬂ} interrupted trade relation=-
ships throughout the depression and the second world war, the full arsenal
of government policy instruments was not harnessed into a comprehensive and
deliberate policy of industrialization until well into the 1950's. Industrial
growth was frequently a byproduct of dealing with balance of payments crises.
Second, the size and scope of this arsenal of policy instruments was still
limited in the inflationary environment of the 1950's. Many fiscal and mone-
tary policies were ineffective in this setting, compromising the degreas of
freedom available to Brazilian policy makers. This fact became painfully
apparent in the early 1960's and played a role in the ensuing economic decline
which contributed to the political revolution of 1964. Third, non-market
allocative devices were ffequently resorted to during this period in the
form of credit rationing, import licemses, non-market determined exchange
rates and direct subsidies. The more traditional instrxuments of fiscal and
monetary policf were underdeveloped and ineffective as mechanisms allocating

resources in the economy during this period.

1947-1953: Early Balance of Payments
Strategy and Industyial Growth

The lack of a conscious and delibsrate policy to promote industriali-

zation and the use of non-market allocation criteria were apparent from
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1947 to 1953 [8 ]. A rush of free and uncontrolled imports immediately
after the war eliminated the war-time generated dollar reserves. More-
over, a good proportion of this windfall was spent on consumer good imports.
At the same time, the cruzeiro had not been devalued vis-a-vis the dollar
since before the war, despite a domestic rate of inflation that had doubled

during the war years alone. This seriously prejudiced non-coffee exports.

There was a concensus against devaluation and other incentives to increased
coffee output since this would lower the world price of coffee, and a consensus
to avoid the vressures of "imvort" inflation. This led to strict import
controls from 1948 to 1953. Inefficiency and corruption undoubtedly occurred
vithin this non-market allocation; however, local industrialization was
stimulated by the import barriers created through the balance of payments
crisis and a sufficient allocation of import licemses at subsidized rates
of exchange for capital and intermediate goods. This stimulus produced
an industrial growth rate of 9,3 percent between 1947 and 1952. Thus,
an initial policy to manage a balance of payments crisis graduaitly grew
into a subsidy for selected industries through the cheap import of key
inputs. Finally the long negledted law of similars was resurrected which
controlled or prohibited the imports of goods that were "similar" to
locally produced goods [ 8].

Some conclude that overvaluation and import controls during thiv
period became in time viable policy instruments to stimulate industry,
very likely far more wfficient than an explicit subsidy system coupled
with taxes on coffeei exports (28], Others feel the price was too high
not only in terms of corruption and misallocation which this system of

import allocation fostered, but also by reducing Brazilian non-coffee
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‘export earnings in world markets [40]. This policy also reflected the
‘continuing .bias to promote:/capital intensive industry, neglect of agri-
culture (i.e., the non-coffee export sector) and indirectly eliminated
the‘posniﬁility of attracting any private capital inflows. Growth was
possible during this period only because of the unusually high price of
coffee in the postwar and Korean War years which doubled coffee earnings
from 1947 to 1950. The overvalued exchange rate from 1947 to 1953 was
designed, in part, to maintain this high priée for coffee in world markets.
However what was good for coffee was not good for other agricultural ex-
ports that didn't enjoy a monopoly position in world markets. Without
this windfall from coffee, raising the capacity to import, the policy of
deliberate overvaluation and direct import allocation would have generated
a more serious balance of payments crisis more quickly than it other-
wise did.
1955-1960: Foreign Investment and
Government Activity

By the mid-fifties, the stage was set for more instruments to be
employed for industrial growth and, further, to deliberately opt for
significant foreign investment and large external loans in this process
[24]. By the end of Vargas' second administration, it was apparent to policy
makers that foreign trade and exchange rate policies were potent weapons
for industrial growth, but that the earlier allocation--license system was
inefficient. Consequently, a new multiple exchange rate system was estab-
lished in late 1953. Market forces of supply and demand for foreign ex-
change were introduced for the first time, with an auction system governing

the allocation of foreign exchange within five established rate brackets for
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imported goods. Preferential rates were applied to capital good imports
and unfavorable rates generally applied to consumer durables [43].

This stimulated a perverse pattern of industrialization in which the
lesser essential consumer durable and non-durables received the highest
protection. Nevertheless, the growth of local markets and government
investment activity in basic industries and infrastructure created various
forms of natural stimuli for intermadiate and capital goods industries to
develop [17]}. To promote the latter, direct subsidies and a National
Development Bank, rather than high levels of protection, were established,
to channel government savings into these sectors at subsidized rates of
credit. It was primarily these two factors (a large local market and
growing public sector investment activity, intelligently applied to escape
the trap of becoming locked exclusively into the first¢ phase of ISI indus-
trialization (i.e. consumer goods production) as were so many other third
world countries {17, 55]}.

A third factor of considerable importance, foreign investment, began
to assume major proportions after 1955 and, jointed with government investment,
altered the growing pattern of industrial growth as explained earlier. The
rapid decline in the price of coffee and the resultant decline in the terms of
trade meant that the Brazilian capacity to import was declining and the foreign
exchange gap was growing after 1955. The possibilities for rapid nationalistic
(1.e., non-foreign investment) industria) development were slim due to the
shrinking capacity to import equipment and intermediate goods. Also the poli-
tical environment for foreign capital participation was ripe in Brazil after

Vargas' death and the decline of economic nationalism.
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Thus, the inflow of foreign capital became the major strategy behind
Kubitschek's policy of sectoral targets (i.e., growth and investment. plans
for selected heavy industries) from 1956 to 1960, since this capital could
now replace the declining export proceeds as the factor stretching out the
capacity to import to service industrial growth. Illustrative of this
strategy, was SUMOC Instruction 113 shich permitted foreign firms to import
capital equipment without any foreign exchange cover. Thus, Brazil could
gain foreign equipment and technology without drawing down its declining
foreign exchange holdings {8 ].

In summary, legislation stimulating foreign capital inflows (such as
SUMOC Instruction 113), plus a high level of effective product protection
through the tariff structure and exchange rate mechanisms, subsidized
development bank loans and finally executive sectoral planning groups,
drew in over 700 million dollars of private direct foreign capital invest-~
ment between 1955 and 1960. Thus the capactty to import and engage in ISI
growth which was supported by high foreign exchange earnings from 1947 to
1954, was in part replaced by foreign capital inflows from 1955 to 1961.
Most foreign investment was applied in the automotive, mechanical, metal-
lurgical and electrical industries.

Associlated with this inflow, however, was an increase in the rate of
indebtedness to official creditors and short and medium term suppliers
credit. In the short run the capacity to import was expanded, but in the
long run was compromised by this increased indebtedness, the shortened
average life of debt outstanding and the commitment to service future profit
remittances (Table 2-4). This increased indebtedness was to curtail future
policy options and give increased leverage to foreign creditors (especially

the U.S. government) in influencing post-1964 stabilization policy [23, 24].
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TABLE 2-4

Selected Ddci on i%azilian External
Debt Conditions, 1947-66

Average Life of All Capital Debt
Outstanding Debt Service as a Percent of
Tears (Years) Current Account Recedpts
1947-51 '11,1 11.4
1952-56 7.4 14.5
1962-66 5.0 32.1

Source: John Donnelly([23].
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Still another instrument used by Brazilian policy makefa to promote
overall and dndustrial growth during this period was the fi?ancing of the
increased role 6f state activity in the development process by budgetary
deficits [45]. 1In 1965, ig vas estiqatqd that total govern;ent public sec~
tor investment activity (in a wide spectrum of activities such as mining,
hydroelectric dams, sieel mills, metallurgical industries, shipbuilding,
‘h;ghqays, transport equipment, chemicals, etc.) comprised more than_bs
percent of total capitnl formation in the country [105]; This growing role
of the state in heavy industry, infrastructure, infrastructure, and banking
underscores the decisive and at times innovative role of the'scace in
directing the pattern of growth and altering the structure of production
{14]. This strategy has essentially remained intact throughout both the
ISI era of the fifties as well as in the politically and institutionally
different export diversification era of the sixties and early seventies.
However the methods of financing this activity changed. Important here is
that models and financing inetruments can change but broad strategies remain.

In the fifties and early sixties budgetary deficit behavior was the
method used to fimance these activities. As a result by 1963/64 the cash
deficit had reached 4.2 percent of GNP (Yable 2-5), Easy money policies
were the rule, stabilization efforts rare and shortlived. This largely
grew out of several political and economic considerations. firat, the tax
system was largely obsolete, highly income-inelastic for development purposes
and unable to generate revenues at the same pace as public sector expenditures.
Fiscal income inelasticity was due to the fact that the personal and cor-
porate income taxes prior to the late sixties were ineffective as an important

source of revenue [39]. No more than 10 percent of all Brazilian income
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TABLE 2-5

Government Expenditures, Transfers (and Subsidies),
Taxes and Cash Deficit as a Percent of GDP,

1947-1972

Year E+TR/GDP Tx/GDP Deficit/GDB
1947 17.0 15.1

1950 19.9 15.0

1955 19.2 15.8 0.7
1960 23.3 20.3 2.8
1963 23.6 18.1 4,2
1966 23.6 24,4 1.1
1968 24.8 26.9 1.2
1970 - - 0.4
1972 - - 0.2

Source: Conjuntura Economia Various Years and Edesio Fermandes Ferreira{27).
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5}écipients were legally liable to pay the personal income tax in 1964,
Withholding at the source accounted for noc more than two percent of all
income tax collections and the lack of indexing fiscal debts (for inflation)
in an inflationary environment gncpnraged tax deliquency. One source esti-
mates evasion as equal to nearly one-~half of potential tax reavenues [81].
Table 2-5 shows that while government axpenditures and transfers grew from
17 to 24 percent of GNP from 1947 to 1963, gévernhent taxes grew from only
15 to 18 percent of GNP, The difference was made up through inflationary
financing by the central bank with a consequent rise in the rates of inflation
from 15 to 20 percent per year in the fifties to over 90 percent per year in
1963 (Table 2~ 1).

Two political pressures reinforced the use of budgetary-inflationary
financing: first, the generous granting of government decreed minimum
wage hikes to cater to ‘the urban labor constituency during this period of
populist politics and secondly, the strongly held position that a strong
state directed economy ;as needed to act as a countervailing power to the
threat of foreign investment domination in the face of weak entrepreneurial
drive in the private sector [14,45].

Therefore, the budget-deficit form of inflationary financing (i.e.,
forced savings) along with the multiple exchange rate meehanism with all
its hidden forms of taxes and subsidies acted as an indirect and ersatz
substitute for the lack of an effective tax system in allocating resources
for economic growth. Unfortunately, the ease with which these two mechanisms
could be manipulated for political convenience led to increasing abuses by the
early sixties. Management of the economy become more sporadic and inconsistent

in the fage of growing political tensions and inflationary pressures.
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- Major Distortions Introduced
by the Growth Strategies of the Fifites

Various positive features of rapid ISI growth have been underscored
earlier, namely the high rate of growth of GNP, the modernization of
Brazilian industry and the impressive structural change within the in-
dustrial sector which produced effective backward linkage industrialization.
A summary of the major negative consequences is now in order.

First exports continuously experienced exchange rate discrimination
throughout the late forties and the fifties. The overvalued exchange rate
may have made sense in dealing with coffee, since Brazil held a sufficient
world market share to maintain a high world price through deliberate con-
straints on supply. This permitted the short run maximization of foreign
exchange earnings. However this policy clearl} hurt non-coffee exports,
especially non-traditional agricultural and extractive exports as well as
some potential manufactured exports. Furthermore this policy created a
built in peesimism about ever achieving significant export growth in the
future.

Second, agriculture was, on the whole, neglected at best and dis-
criminated against at worst. In large part the discriminatdon grew out of
the disincentives or penalties in the overvalued exchange rate for all agri-
cultural exports. Coffee was protected, however, through guaranteed hawvest
prices and government stock piling. Thus the distortions introduced by one
policy (i.e. an overvalued exchange rate) were translated into ever greater
inefficiencies through a wasteful government stock piling program. Other
crops lacked the political clout of the coffee growers. Livestock and

local foodstuff producers invariably experienced sporadic price controls on
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:heir producé; rather than subsidi?ed help. Finally the lﬂck of any sig-
nificant investment in basic agricultural research or extension work com-
promised potential productivitj gains. Only thevrépid growth of the internal
market in the Center-South and the possibilities for expansion on the margin
iﬁ frontier areas kept agricultural output at acceptable levels.

Third inter-sectoral inequality between industry and agriculture widened

during this period due to the more rapid rates of growth of industry. This
produced groying streams of interregional m%gggpts and a growing rate of
tertiary employment. Interregional inequality in terms of income per capita

did not widen because of the escape valve of interregional migration, how-

ever, the Northeast clearly suffered discrimination through the multiple ex-
change rate system and tariff structure which prevented this lower income
area from importing fiqished goods more cheaply from abroad and buying from
higher priced ISI indu;tries in the South. In addition the traditional
agricultural exports from the Northeast suffered from the constantly over-
valued exchange rate. ;n sum, all the benefits of competitive or subsidized
industrialization accrued to the Center-South.

Fourth, inflation eliminated any possibility of financial and capital
market growth for any credit instruments other than short term commercial
credit. No medium or long term financing existed in the private sector, and
savers had no debt instruments into which they could put their savings.
Industrial financing in the fifties consisted of direct government financing
through development bank loans, foreign capital inflows (both official and
private) and reinvestment through retained profits. This latter stratagy
was nadg feaaiple by the high profit margins growing out of high rates of

protection.
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Finally, income distribution undoubtedly worsened during this period

for several'reasons. The abrupt shift into capital intensive sectors and
téchhologieé limited the absorption of labor per unit of capital and
widened the gap between blue and white collar work within industry. Skill
differentials appeared and undoubtedly created quasi-rents for those in short
supply and experiencing high demand. Factor price differentials through
underpriced capital and overpriced industrial labor meant that capital
was frequently rationed to favored groups ana a dual labor market created
separating priviledged and unpriviledged labor sectors. The inter-sectoral
differentials discussed above also suggest that large sectors of the popu-
lation (i.e. small farmers, sharecroppers andvrural wage earners) were falling
behind in the urban oriented industxial push with obvious implications in
terms of increasing inter-class inequality. fn part this is an unavoidable
feature of modern industrial growth and, in part, perhaps tolerable, though
unattractive, as a strategy for development.
The Scenario of Economic Stagnation and Policy
Making in ti . Early Sixties, 1961-1963

Growth of GDP fell from 10.3 percent in 1961, to 5.3 percent in 1963
and 2.4 perceat in 1964. The entire period from 1962 to 1967 registered
only a 3.7 percent rate of growth of GDP and a 1.3 percent growth of per
capita GDP. This decline in average per capita income is particularly striking
actually turning negative in 1963. This cyclical downturn was largely
associated with the decline in the rate of industrial growth (3.9 percent
from 1962 to 1967). Hence, any analysis explaining the deéline in Brazilian
economic growth during this period shou2d focus on the policy treatment and
behavior of this sector from 1961 6nward, firet during the pre-coup period

of 1961 to 1963 and, in a later section, during the post-coup 9tabilization



2-38
period of 1964 to 1967.

s+t Reference, to ;the, changing political scene is necessary as a back-

R

drop,;to, any.discussion of economic policy during this period. The sudden

resigqpqippgéf,zres;dgnt Quadros dn 1961 and the cont:overs;g} succession
,0f Joao :Goulart .increased the tempo of polit?qizg;iqn in Bgazilian‘

.. society.. - Furthermore, the accentuation of qecggral; size and regional
.;neqqalif;gsfpf income growing out of the growth experience of the fifites
increased sogial pressures for reform. At the.same time, the increasing

- burden of seryicing the growing external debt in a period of stagnating
exports reduced the degrees of freedom for effective policy making. The
decline in fore;gn capital inflows and stagnating foreign exchange earnings
seriously‘cgggtomised the capacity to import and'the pace of industrial growth.
Thus, the steady march toward industrial growth with large fpreign participa-
tion and political peace during the Kubitschek years (1956 to 1960) faltered,
with pressure and threats rather th;n gccomodation becoming the hallmark of
domestic politics from 1961 to 1964 (78, 91].

Tense and strident.debates focused on structural issues such as land
refornm, regionél disparihies, income distribution and economic nationalism.
Poreign participation in industrial gndwth vas no longer encouraged. Selec~-
tive nationalization of foreign electric utilities cccurred along with the
paseage of a strict profit remittance l;w in 1962 vhich diséouraged the in-
flow of forgign capital. Growth ddd not necessarily mean development and the
acnsitive_iggﬁea.of structural reform and distributiqn replaced growthmanship

::as;the touchstone for political debate. Economic policy became more improvised

~»;.a8:a positive sum game degenerated into a zero sum game,
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Traditional policy instruments were not particularly helpful in
achieving these reform goals. Moreover, the increased resort to inflation-
ary financing had largely nullified many of these instruments for any use

whatsoever. As pointed out earlier, fiscal policy was particularly ineffec-

tive due to the antiquated and income-inelastic structure of the tax

system. Exchange rate meshanisms, though restructured into less confusing
categories, were nevertheless losing their ability to channel investment
resources due to the declining capacity to import. The lack of monetary
correction in an inflationary environment an? the absence of a government

bond market precluded/the use of many monetary policy instruments (such as

op:u market vperations). Even the imaginative usc of budgetary deficit

“inancing had been largely exhausted once these deficits reached the re-
markably high level of four to five percent of GDP. Forced savings through
inflation were no longer possible. Added to this was the fact that much of
government tax revenue was already earmarked by constitutional or legislgcive
means for specific expenditures, thereby reducing the scope for discretionary
planning and reallocation of public resources by policy makers.

Market forces of supply and demand were frequently ignored as price
controls were placed on basic foodstuffs with negative effects on output.
At the same time, subsidized rates of government services, ganerous minimum
wage hikes and the purchase of rapidly growing coffee surpluses added to
the growing budgetary deficits. 1In the end, the weak coalitional government
of Goulart was incapable of resisting a wide spectrum of political demands
and constantly resorted to easy credit policy, subsidies and deficit financing
to satisfy all groups. The classic co-optation davices in Brazilian politics

had gone awry as the system became overloaded.
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The above description of the gradual erosion of the capacity for

effective policy making in the early sixties raises the question of how
much of this erosion was avoidable (i.e., due to weak or incompetant leader-
ship) and how much was inevitable as a consequence of past patterns of
economic growth. No e;qgleggxplahatioh is satisfactory; however, it is
useful to close out this secfion with a discussion of the four competing
schools of thought atfémptiﬁg to explain this decli ne in Brazilian economic
growth. This will also help us to understafil the competing attempts to
explain the causes and consequences of the Brazilian economic "miracle"
from the mid-sixties to the present.

The first group. can be labeled the import constraint school and em-

phasizes the role of 'the declining capacity to import (i.e., the foreign
exchapge gap) as the single most important factor causing the decline [51],
This group draws upon Chenery and Strout's work, which emphasizes that a
shortage of foreign exéhange can and éfequently does act as the limiting
constraint and principal cause of a deéline in industrial output (through
reducing the imports of needed spare parts, capital equipment, fuels, etc) long
before any local savings.constraint begins to operate on the economy [19].

The early sixties was precisely the time when past indebtedness through
official sources and medium run commercial suppliers credits were falling due.
The nationalizations and anti-foreign investment legislation only exacerbated
this situation with the outflow of capital and profits. Table 2-4 shows that
almost one-third of Brazil's shrinking foreign exchange proceeds had to be
applied to service foreign debts, leaving less for the imports of vital in-
dustrial icputs. At the same time, the export sector had remained locked

into its traditional structure at declining rates of growth, Thus, this
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group maintains there was no way to maintain respectable rates of economic
growth in the face of a growing foreign exchange constraint (import con-
straint) caused by increasing debt obligations and stagnating exports.
After 1955 the supply of imports to the economy was relatively stagnant.
GNP increased by 61 percent firom 1954 to 1962, while imports did not
thcrease at all. This group argues that as imports came to be consti-
tuted exclusively of vital inputs of intermediate and capital goods, a
ceiling was placed on the economy's potential output, a ceiling determined
by the capacity to import [51]. Moreover, ﬂo fortutous inflow of private
foreign capital was going to save Brazil this time (in the early sixties)
as 1t had after the fall in the terms of trade‘in the mid-fifties. Brazilian
policy makers were acting as if their import-substitution had been complete
and was no longer subject to external constraints.

Critics of this position, while not denying the gravity of the poor
export performance, nevertheless argue that the data on the specific imports
that could constrain growth (i.e., capital equipment) actually grew by 28
percent in 1963 over their 1962 levels [16]). Balance of payments pressures
may have effected growth more indirectly however, by influencing independent,
exogenous stabilization decisions which in turn reddced growth because of
sporadic credit constraints in 1963. Finally the rise in economic nation-
alism at this time suggests that a "political climate for foreign investment"
hypothesis is just as relevant to explain the foreign exchange gap, as the
more narrowly construed impnrt constraint interpretation based on export

performance alone.
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A second school emphasizes the secular and the structural bottle-
necks associated with the distorted form éf ISI industrialization mentioned
earlier [32,96]). This group argues that the ISI form of industrialization
in Brazil had exhausted itself by the early sixties. Previous high rates of
growth characteristic of the "substituting" phase of industrialization were
now replaced by the more slowly growing natural internal market growth.
Furthermore, the capital intensive features of Brazil's industrial tech-
nology necesgarily restricted the growth of the local market due to the
lack of extensive labor absorption and built-in income concentration in
the process. Finally, continued backward linkage industrialization was
unfeasible given the limitations of the existing market.

This school emphasized the need for structural reforms and the re-
distribution of income by income groups, sectors and regions to create a
wider market for industrial products, hopefully based on wage-goods rather
than luxury goods. The problem was considered secular (i.e., of a long run
nature) and consequently couldn't be tackled through traditional fiscal and
monetary policy instrumsnts. They were not concerned with some of the more
pressing demands of short run stabilizaﬁion as much as with the structural
constraints limiting aggregate demand.

Critics of this school would readily admit to the distortions inherent
in the earlier capital-intensive, income concentrating industrialization of
the fifties. However, they would argue that these distortions were hardly
sufficient in and of themselves to cause the decline of the sixties. They
cite the sptraling rates of price increases and growing budgetary deficits
as evidence'that Brazil was suffering from excess demand inflation and not

Keynesian deficiencies in aggregate demand [51]). Others argue that the new
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profile that would emerge from a more equal distribution of income in
Brazil would not materially change the capital intensive bias or improve
the labor absorption of the present industrial structure [67],

A third echool or point of view on Brazil's decline emphasizes the
"cyclical" rather than the secular tendencies in the Brazilian economy [30].
The decline in the early sixties, in this view was evidence of a downturn in the
business cycle in which the earlier rapid rates of investment as newly installed
capacity began to decline with its resultant effect on the rate of growth
of output. We are dealing with a variation of an investment-output accelerator
model here. After the early boom (1955 to 1961), which generated over-
investment in capacity beyond what the market could absorb in the short or
medium run, ISI producers and their suppliers began to cut back on investment
since they had, in effect, built for the future. This "bunching effect"
surrounding the large initial and indivisable capital expenditures from 1955
to 1961 caused investment demand to decline once this initial capacity had
been installed. This 8chool would argue that the recuperation of growth after
1968 largely reflects the cyclical nature of Brazilian economic growth in that
demand had gradually grown to utilize existing capacity, thus sparking the drive
for another investment boom at the end of the decade.

The final school can be refereed to as the short run, orthodox school,
since they firmly believe short run policy instruments were always capable
of restoring growth to the Brazilian economy [18,88], They argue that
Brazil had no serious structural deficiencies on the demand side (i.e., in-
sufficient aggregate demand) but only on the supply side (i.e., limited
savings due to a deficient tax system and the abserce of effective capital

markets). The major "distortions" which disturbed this group were not
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structural in nature but rather .price distortions brought. about by what
they considered to be short-sighted and demogogic policies that.fostered
inflation and inefficiency. The economic.troubles of the early sixties,
in their view, were largely due to political instability and demogogic
policies, which, in catering to populist support, scared away both foreign
and domestic capital. Through both ignorance and incompetence, they felt
the political leaders of the time had irresponsibly abused government
finances and lost control of inflation altogether. In short, this group
felt the leaders had lost their mandate to continue managing the economy
and their legitimacy to rule the country. The attitude of this group
deserves special attention since their philosophy largely inspired posf-
coup stabilization policy and their leading spokesmen became key policy
makers in the succeeding ''revolutionary" governments.

STABILIZATION AND THE RESTRUCTURING OF
ECONOMIC POLICY, 1964 to 1967
Initial Challenge: Internal and External Deficits

Given the financial situation facing Brazil in 1964, the post-coup
economic policy makers had one overriding goal, to bring inflation under
control. To tackle this problem, they focused their efforts on reducing
the cash deficit and correcting the balaace of payments disequalibrium.
At the same time, there was a strong effort to restructure the institutional
framework to guarantee that the previously eroded and, in some cases, non-
existent policy instruments could function more efficiently in mobilizing
savings and 4llocating resources. The goal in these institutional reforms
was to create an environment within which the price system could begin to

play a positive role in generating savings and allocating resources.
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The strategy to control the deficit employed means that were frequently

unpopular and, in retrospect, only possible in an authoritarian regime in
Brazil [92]. Among the measures taken were: (1) the creation of new taxes
and a reform of the tax structure to improve the income elasticity of the
system; (2) a temporary reduction in certain government expenditures; (3) an
increase in the price of government services from their previously subsidized
levels to user-cost levels; (4) the creation of an indexed government bond
market co act as a non-inflationary form of financing public sector activity
and (5) the introduction of monetayy correction (indexing for inflation) for
physical assets and all private and government credit instruments and (6)
strict measures against any generous wage hikes after the first round of
salary readjustments in late 1964.

The success of these efforts can be seen in Table 2-6 which shows
the decline in the cash deficit from 4.5 percent of GDP in 1964 to only
one percent by 1966. An important factor behind this effort was the success-
ful restructuring of the tax system which, in effect, made it a much more
income elastic mechanism to capture resources for the public sector. Total
tax revenue as a percent of GDP rose from around 18 percent to about 27
percent, a high tax level for an underdeveloped country. Both indirect
and direct taxes rose in this process, with indirect taxes rising from around
12 to 18 percent of GDP and direct taxes from five to nine percent. Coverage
of the individual income tax increased from around 400,000 persons in 1964 to
over 8,000,000 by 1972 [39]. Withholding at the source became much more
widespread and deliquency discouraged through applying monetary correction

to fiscal debts to counteract the erosion of the tax base through inflation.






TABLE 2-6
Performance of Key Macro-Economic Indicators, 1960-73

Annual Rates of Growth Private Sector Cash
Year Cost of Living GDP Money Supply Bank Loans/GDP Deficit/GDP
1960 29 9.7 20.0 2.8
1961 33 10.3 19.3 3.2
- 1962 52 5.3 19.0 4.2
1963 80 1.5 16.2 4.2
1964 86 2.9 86 15.2 3.0
1965 45 2.7 75 15.0 1.6
1966 41 5.1 15 13.6 1.1
1967 24 4.8 42 16.0 1.7
1968 24 8.4 43 19.1 1.2
1969 22 9.0 32 20.6 0.6
1970 22.7 9.5 26 21.5 0.4
1971 20.2 11.3 32 22.7 0.3
1972 16.4 10.4 38 25.5 0.2
1973 12.6 11.54 47 28.8 0.0

Source: Official data repreduced in Edesio Fernandes Ferreira[27], Baer [15] and
Conjuntura Economica, Vol. 27, No. 12 (1972) and Vol. 28, No. 8.(1974).

sE-¢
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This latter policy was very important in raising government revenue. Busi-
ness profits taxation was also tightened and restructured to eliminate
negative impacts on resource allocation and growth, Fixed assets including
inventories were now to be monetarily corrected for purposes of revaluation
(instead of usimg original cost data) without any penalties. State value
added taxes were also instituted (with uniform rates) in place of the former
cumulative tqfnover tax which distorted resource allocation (among regions)
and among firms (through promoting vertical integration) [39].

Other measures taken to reduce the deficit were controls on wage in-
creases in the public sector after the initial round of favorable peadjustments
in late 1964. The elimination of deficitary pressures growing out of the

former subsidized government services was also of considerable help.

A final and extremely important 1nstrqnant in budgetary control was the
creation of a short and medium term government bond market. Crucial to
this effort, of course, was the reform which applied indexing or monetary
correction to debt instruments, savings accounts, etc. The importance of
this alternative form of acquiring funds for the public sector is apparent
[ 89 ]. Simonsen reports that until 1964 over 90 percent of the federal
government's deficit had been financed (by inflationary means) by the Bank
of Brazil (i.e. the Central Bank). After 1965, more than 50 percent of the
deficit (which, of course, has been much smaller in size) has been financed
through indexed or readjustable government gonds [89].

To gain credibility for this debt instrument, however, real rates of
return of close to 20 percent were used as 4n initial incentive. This has
given rise to complaints that the sale of government bonds has been unfairly

draining funds from the private sector which otherwise would have benefited
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private borrowers. This price was considered worth paying in order to
gain another instrument (i.e., open market operations) to control public
finances. Still the initial "voluntary" acceptance of thase bonds was
limited despite the favorable rate of retura. Thus compulsory purchases
were forced upon manj government agencies and commercial banks were re-
quired to hold part of their reserve requirement in the form of these
bonds.

The external deficit was largely resolved through rescheduling of

"rolling over" the short term debt structure into a less onerous longer
term repayment plan; the large inflow of official USAID funds (over $300
million a year in the mid-sixties) and the recession induced decline in the
propensity to import during this period. 1In short, the improvement in
Brazil's balance of paymentw at this time (1964 to 1967) depended much
more on rescheduling the debt burden, foreign aid and reducing imports

than it did on increasing exports. The reforms enacted to stimulate
exports did not take hold until the ensuing period 1968 to 1973. Finally,
the conditions tied to this American aid in terms of a constant review

and interference in Brazilian economic policy matters by American officials
raises serious questions about the appropriate form of foreign assistance

- in stabilization efforts of this type [22]. Since 1968 this aid with 1its
agsociated dependence has largely disappeared as Brazil gained more autonomy

and leverage over its palicy options.

Institutional Reforms, 1964 to 1967

In addition to the problems associated with the intermal and external
deficits, the technocratic team under the direction of Roberto Campos and

Otavio Bulhoes was interested in long run reforms. It iu important to note
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that we are talking here about "institutional" reforms within the
existing structure of income, power and wealth distribution rather than
"structural” reforms which would in any way seriously alter these distri-
butions. While this is obviously a limited or constrained strategy of
change, it still represented a significant alteration of certain insti-
tutional relatiomships with important consequences for the economy.

The government's stated policy was to "decentralize" tﬂe economy by
creating the appropriate institutional enviééhment for market forces of
supply and demand to allocate resources in the economy. Economic effi-
ciency was to be achieved through allowing the price system to function
effectively, to promote market capitalism. Also there was a cosmopolitan
attitude toward the relatively open participation of foreign capital and
foreign trade (i.e., the integration of the Brazilian economy into the
world economy) though this was to manifest itself more in the post-1967
period. This description, however, can be migleading. In some cases,
the force of supply and demand were permitted to find their equilibrium
levels (cr at least move more closely toward these levels). The "corrective'"
inflation which allowed the prices of government services to rise is an
example of this along with the readjustment of rent controls. However,

a price control council (first CONEP and later CIP) was eventually estab~
lished which clearly controlled certain prices in key industrial areas
and fiscal incentives created inaumerable artificial subsidies that had
‘little to do with market prices. These incentive and price controls

however were rather weak until the post 1967 period. A more accurate
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description of government policy was the concern to centralize government

economic policy in such a way as to guarantee consistency and to increase

the power to control the economy quickly and decisively.

The key instruments devised were those associated with fiscal and

-monetary policy. The fiscal instruments devised were esgentially tax
credits which were employed t; reallocate resources into exports, the
stock and capital markets, the development of the Northeast and the
Amazon, etc. Such a device would have been inoperative in the pre-

1964 environment since the tax system itself was antiquated. All the
various reforms altering income and business tax structures and state
indirect tax structures were necessary along with the wider coverage,
more effective collection, etc. before fiscal devices could become
meaningful. Once established, however, they become a quick, efficient
and automatic device to reallocate resources to wervice the broader
context of economic policy goals. Another important fiscal ingentive

was the exemption of capital gains from taxation. This unusually favored
treatment for capital aleng with accelerated depreciation was designed
to stimulate investment and encourage the expansion of the capital
markets.

The restructuring of inter-governmental fiscal relations was another
device to, in effect, centralize fiscal policy in the hands of the federal
government. Export tax power was taken away from the states and a uniform
level of state value added taxation was ordered and controlled by the

Ministry of Finance. In principle the state value added tax (ICM) was
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=wrexpected. toimprove resource ‘allocation over that generated by the
vformera"caacp#ing"ﬁsalea~taxf(IVC). At the.same  time this efficiency
criteria centralized fhe control of state fiscal policy. In short,
-gtate fiscal autonomy was seriously curtailed in ‘the interest of pro-
moting centralized fiscal control and policy consistency serving national
goals [74, 76].

The re@} gsignificance of this resttuctg;%ng of fiscal relations
between the states and the federal government did not emerge until
the early seventies when the Northeastern states thought that the
federally enforced uniform value added rates across all states (around
15 percent) was penalizing them in terms of lost revenue compared to
that which they had gained with the former gross sales tax
transactions. :, They argued that most of the value added for all manu-
factured goods occured in the South, ieaving little margin left for
the destination areas such as the Northeastern states to exploit in
their value added system. In effect, the federal government had
chosen a "dependency strategy" for developing the Northeast in which
revenue sharing, regionil development programs and tax credit schemes
were designed to transfer resources from the Center-South to the
poorer states. They di& not permit any significant fiscal autbpomy
for these states to derive their own resources separately [74].

Another major area of institutional reform was in the area of

monetary policy. Here a wide battery of measures created the most ex-

- tensive restructuring of policy making instruments to date. The goal
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was to achieve more efficient money and capital markets in both the
private and public sectors. The means to achieve this goal centered
around decree legislation to promote a wide range of institutional
reforms, the creation of new trust funds and a centralized coordinating
council to insure consistent policy execution. The single most impor-
tant device to make these markets function was the indexing or monetary
correction of credit instruments for inflation. Once this was established,
it became possible to escape from the era of negative interest rates,
and acquire additional instruments for government policy making such
as open market operations through a public bond market and legislation
and guidelines to stimulate the private money and capital markets [68].

The institutional reforms centered around the separate creation of

a central bank; establishment >f a national monetary council to central-
ize decision making on monetary policy; legislation to mmdernize the
stock market with appropriate protection for the security buying public
and minority stockholders; measures permitting commercial banks to
accept deposits and make loans with monetary correction, and finally,
legislation facilitating the functioning of financial intermediaries and
savings institutions dealing with short to medium term consumer credit
and long term savings (again, with monetary correction). The tax credit
device mentioned earlier was harnessed to these reforms by permitting up
to 12 percent of the personal income tax due for individual taxpayers to
be applied to the purchase of mutual funds. The principle of earmarking

taxes was now expanded outside of the public sactor in the sense that the
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government was willing to forego tax revenue (and expenditures) if it
ware applied in a fashiop to promote the private stock market or serve
other ends.

Other significant altgrationa in the monetary area concern the

creation, growth and control of large government trust funds. These

became more importart levers of economic policy power after 1967. The
newly strucggred pension fund (FGIS) was directly tied in to the creation
of a National Housing Bank which applied these fands presumably for low
income housing projects but, in effect, more for middle income groups;
thereby guaranteeing a promising rate of return for the capital invested
through the amortization and interest payments of low risk clients. In
addition the growing FGTS fund was used to purchase government securities
and thus become a big factor in the non~-inflationary financing of govern-
ment expenditures, Spécial funds were greated for the stimulus of small
and medium sized business, the machinery sector (FINAME) and the importation
and development of technology (FUNTEC).- Finally, in the late sixties, a
complementary public sector pension fund (PASEP)and a private sector fund
(P1S) were established tﬁrough compulsory employer contributions (and tax
revenues for PASEP) for the later benefits of employees. The growing pro-
ceeds of PIS are currently being invested in the private stock and public
bond markets thus playing the rolg of a large institutional investor in-
suring long term credit, support for security underwritings and & secondary
market for mutual funds {61].

The final element drawing all these threads together in the monetary
field was thc newly created National Monetary Council. Instead of having

foreign exchange, central bank, trust fund, tax, treasury and credit policies
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scattered through separate institutional channels (as occurred prior to
1964), all these policy instruments were brought together under the juris-
diction of the National Monetary Council headed by the Minister of Finance.
For the first time, the entire arsenal of fiscal and monetary policy instru-
ments could be blended into a consistent attack to achieve desired targets
of economic policy.

The success of this centralized policy control became more apparent
after 1967 in the second mil;tary governmeﬂt. Tax credits for exports,
regional growth, and the caéital markets; ;hanging tax rates for business
and individual income taxes; government open market operations, changing
reserve ratios and foreign exchange regulation; measures for controlling
consumer and business credit, and, finally, the manipulation, transfer and
portfolio management in the capital markets of large government trust funds
and development‘bank funds gave tremendous leverage to government policy
makers to alter relative prices in the economy and decisively affect the
market forces of supply and demand {60, 72 1. 1In addition, the more
centralized control of various government autarchies, traditional budgetary
allocations (based on a larger tax base) and price and tariff control councils
gave additional power to the authorities.

It was precisely this newly acquired capacity for centralized and
flexible control of policy action that set apart the post-1864 regimes from
those of earlier periods. This consolidation of economic polisy power was
never available for the economic managers of earlier regimes who frequently
had to haggle and bargain with a variety nf semi-autonomous agencies to gain

even a gemblance of flexibility and control.
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Stabilization Performance, 1964 to 1967:
Frustrations and Enigmas

In Qiew of the foregoing, it is surprising, at first glance, to
note the somewhat less than fully successful results of economic stabi-
lization policy during this three year period. First, it is clear that
inflation was cut down from roughly 90 percent in 1964 to 40 percent by
early 1967 when the successor revolutionary government entered (Table 2-6).
However, thefé were expectations that this could have been cut much further,
given the control and flexibility gained by the policy makers. Secondly,
real growth of the economy only rose from three to five percént during
this period (Table 2-6). Third, the cost in socio-economic terms was
considerable. The strict control on wage increases (the only sector not
subject to monetary correction for inflation) is evident. The decline in
real minimum wages from 1964 to 1967 reached 20 to 25 percent (Table 2-7).
Thus, the question remains--why didn't this ostensibly forceful stabilization
policy abhieve more impressive results?

First the regime deéiberately opted for a gradual rather than a "shock"
treatment to reduce inflation so that the cost in terms of economic growth
would be less severe. This necessarily spread out the time needed to reduce
the rate of inflation, especially throughout 1964 and 1965. However, the
abrupt decline of the money supply in 1966 (Table 2-6) came very close to
being a "shock" treatment, yet the reduction in the price level was con-

" siderably less.

Several anawers come to mind here. Clearly price expectations built
upon past inflationary eras were too well built into the priéing habits of
producers to expect them to change quickly. The long lags of a year of

more between a decline in money supply and a corresponding decline in prices
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Selected Data on Real Minimum Wages in Brazil 1958-1973
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A. Behavior of Real Minimum Wages in Sao Paulo and Rio de Janeiro
(1n 1953 Prices) 1958-1969. (Monthly Wages in CR$)

Year Seo Paulo Rio de Janeiro
1958 1.56 1.56
1959 1.17 1.72
1960 1.54 1.58
1961 1.71 1.81
1962 1.43 1.52
1963 1.31 1.39
1964 1.33 1.38
1965 1.32 1.34
1966 1.14 1.20
1967 1.12 1.17
1968 1.09 1.16
1969 1.13 1.13
Source: Baer [11, p. 136]
B. Real Minimum Wage (Cruzeiros per Month) 1965-1973.

Guanabara Sao Paulo
Year Current Prices 1965 Prices Current Prices 1965 Prices
1965 62.00 62.00 62.00 62.00
1966 84.00 52.03 84.00 50.91
1968 129.60 52.88 129.60 50.04
1970 187.20 50.84 187.20 50.20
1973 312.00 55.34 322.00 51.83

Source: Baer [15, p. 45]
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are lengthened even more in an é;vironnent bred on a history of infla-
tionary psychology. Consequently, prices became sticky downwards as
monetary demand fell off. This was the explanation offered by the
stabdlization authorities along with the argument that the corrective
inflation policy (rises in the prices of government services) needed
to correct market distortions, was an unavoidable temporary stimulant for
continuddg inflationary pressures [60]. In addition one could argue that
the credit restraints which generated a rise in real interest rates prob-
ably increased the velocity of money, thus making it difficult for prices
to decline.

Second, the earlier discussion on the creation of a large arsenal of
policy instruemnts available to combat inflation and allocate resources
for growth i1s exaggerated for the period 1964 to 1966. Some reforms were
eventually instituted such as certain fiscal reforms, however, their
effective implementatioa was only beginning to be felt at the end of this
period. Other reforms, barticularly those associated with the strong
centralization of monetary accounts, tr;st funds and monetary policy in-
struments were not fully.ﬁndertaken until the post-1967 period. Indeed
a useful distinction between the tvo post revolutionary policy periods is
the emphasis on fiscal measures to control the budget in the first period
(1.e., refoum cf tax structure snd policy, increasing revenue from govern-
ment service and public bond sales, and controlling government expenditures),
while in the second period there was more cuncern to focus on the sophis-
ticated management of monetary policy (especially the centralized coordin-
ation of new funds and accounts, etc.). In short, the increase in the
degrees of freedom for flexible and more fully centralized decision making

became more apparent after 1967.
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Third, it would appear there were some structural rigidities in
the Brazilian economy making it unlikely that pPrices would decline in
any proportional fashion to the decline in aggregate demand. During 1966
strict credit measures restricted the increase in the money supply to a
mere 15 percent (compared to 75 percent the previous year), yet the rate
of infla.ion only declined from 55 to about 40 percent, a surprising
result if excess demand was the major causal factor behind the inflation
and competitive forces were widespread in the structure of the economy.
Figshlow argues that the manufacturing sector was far from perfectly
competitive. Oligopolistic privileges were granted to a limited number
of firms in many key sectors in the ISI process. This generated cost-
plus, mark-up Pricing behavior which meant that prices would tend to be
sticky in a downward direction (in the short run). Output, inventories
and employment became the adjustable variables in the face of a decline
in demand, not prices, as general monetary instruments proved unsatisfactory
in dealing with these structural features of the Brazilian economy. What
we have here is a Phillips curve phenomenon in which structural deficiencies
make it next to impossible to achieve significant price declines in the
short run [30], A related structural rigidity was pointed out by Morley
who argues that severe crédit constraints during this period could aad
very probably did force private sector producdrs to raise prices on their
products to gain more profits to finance their working capital needs [65],

A fourth and final explanation for the lack of significant price declines
refers to the lack of a consistent and well informed monetary policy during
these crucial stabiligation years. The annual averages for increases in

money supply varied widely.(Table 2-6) It would appear the government over-
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emphasized the exclusive role of the cash deficit in measuring the money
supply and overlooked the impact of financing the coffee azcount and
absorbing foreign exchange during the recession induced balance of payments
surplus in 1965. A more sophisticated and coordinated policy mix was called
for during these years to insure that some policies were not counteracting
the impact of others in an unexpected manner (70, 71].

Whatever the reason, it is clear that this period experienced at
best only painful and halting progress toward stable rates of inflation
and little progress toward reactivating economic growth. Certain important
institutional reforms had been initiated; however, the full fruits of this
process of change would only be reaped by the post-1967 revolutionary
government. An important factor in this process was the determination
of the first president, Castello Banco, to pass over the reins of govern-
ment to a successor administration. This estabiished an important precedent
for the regular transfer of power in an authorisarian context at regularly
prescribed intervals (the only current authoritarian tregime to institution-
alize the process outside of Mexico). It created an opportunity for a
successor administration, with a different scale of priorities, to initiate
important changes in economic policy to promote economic growth., These changes
would not have come as quickly if the first regime had remained in power.
It 1s an open question whether Brazil might not have become locked into a
stop-go stagflation characteristic of Argentina if there had not been a
change of administration.
THE ECONOMIC MIRACLE: PERFORMANCE AND POLICY,
1968 to 1974
Monetary Policy and Economic Expansion

The major policy orientation of the second revolutionary government
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was to reactivate economic growth and the period from mid-1967 to early
1974 constitutes the high point of the Brazilian revolutionary regimes'
economic "miracle." In contrast to the stabilization period, taese years
were marked by the highest sustained growth performance ever recorded in
Brazil's modern economic history. For six years from 1968 to 1973 the
average annual growth of GDP was close to ten percent, In 1971 it reached
11.3 percent (Table 2-6). At the same time, the annual rate of inflation
declined steadily from around 40 percent in'1966/67 to 18 to 20 percent by
1973 (Table 2-6). Heterodox monetary policy characterizes this period as
the earlier stabilization orthodoxies were abandoned. The fight against
inflation received only second priority (except for the last year 1973/74)
while the recuperation of growth was the key item on the agenda. A 15 to
20 percent rate of inflation was considered "tolerable." Instead of trying
to eliminate inflation, policies were ddvised to learn how to live with it
at minimum coot and maximum growth through the use of indexed credit instru-
ments déscussed earlier [ 30].

Another important change in the conception of the development problem
at this time by the new economic managers under Delfim Neto was to consider

that cost-inflation was a far more pressing problem area than excess demand-

inflation. This stands in sharp contrast to the position held by the earlier
economic team, which was headed by Roberto Campos and Otavio Bulhoes. It

was believed that there was considerable excess oapacity in early 1967,

along with &n increasing burden of high real rates of interest for business
growing out of tight money and credit policy. Thus an ease on credit re-
straints would result in economic expansion and not a rise in prices.

Consequently, there was a considerable increase in the money supply through-
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out the rest of 1967 and 1968 (42 and 43 percent respectively) in contrast
to the 15 percent increase permitted by the previous regime in 1966. Also,
instead of constraining credit to business, bank loane to the private
saector were allowed to expand from 13 to over 21 percent of GDP from 1967
to 1970 (Table 2~6). Despite these actions, prices continued to decline
with the cost of living falling from 40 percent in 1966 to a lower plateau
of 24 percent throughout the period 1967/69. Economic growth, at the same
time, shot up to nine percent by 1968 and remained high or higher through-
out the balance of the period.

The cash deficit practically disappeared during this period as an impor-
tant factor causing an expansion in the money supply. From 1967 onward
bank loans to the private sector and foreign capital inflows (especially
after 1970) became the major factors promoting an increase in the money
supply. Thanks to the creation of an effective bond market, the monetary
authorities were better able to control the expansionary effects of these
activities through the liberal use of open market operations. Thus,
inflation remained under control at the same time growth was occurring (701].

This unusual juxtapoéition of policy and performance clearly distin-
guishes the different conc;ptualizations of the development problem in
Brazil in the pre and post-1967 revolutionary regimes. Whereas one could
be characterized as operating under an excess-demand stabilization psygho-
logy which emphasized the more simplistic and orthodox credit and wage
constraint policies, the other operated with a cost-push growth psychology
in which the cost pressures emanated in part from the tight money policies
instituted by the earlier revolutionary regime. The more desisive and

imaginative use pf the interministerial price control council to control
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the pricing behavior of the key oligopolistic industrial sectors offers
additional evidence that the second revolutionary economic team was well
avare of important structural constraints in the Brazilian economy.
Specific economic policies and controls had to be created to deal with
these problem areas rather than merely resorting to the more generalized
monetary restraint used by the earlier government.,

In addition to the overriding goal of economic expansion and the
regime's imaginative use of monetary policy to achieve this objective,
the post-1967 policy performance of the Brazilian government stands out
in four broad areas: (1) the growth of foreign trade (both exports and imporcs
(2) the grcwing role of non-direct, portfolio foreign debt; (3) the expansion
of capital markets for medium term financing and (4) the consolidation of the
structural and sectoral role of government economic activity and the
centralization of economic policy instruments to channel savings and

investment in the economy.

The Opening Up of the Economy

The export performance during this period probably ranks as the
single most impressive achievement of the government, laying to permanent
rest the earlier ECLA inspired export pessimism characteristic of all the
regimes prior to 1964. In contrast to those earlier periods when exports
were consciously and unconsciously discriminated against, the entire
arsenal of policy weapons were coordinated to make exports not only a
viable but indeed a highly profitable activity. Many exporters énjoyed
either complete or partial exemptions from the federal value added tax (IPI),
the state value added tax (ICM) and income taxes. In addition, drawbacks or

rebates were made for all duties paid on all imported inputs used for the
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‘manufacture of exported goods. Finally, a crawling .peg or mini devaluation
of one to two percent per month was instituted as an additional device
to keep the less-subsidized exports competitive. Thus, fiscal incentives,
drawbacks and exchange rate policies were all directed to the same end, to
increase exports.

The results of this policy are clear. Exports, which averaged from
1.4 to 1.6 billion dollars a year from 1964 through 1967, rose to 2.3
billion dollars in 1969, 2.8 billion im 1971, 3.9 billion in 1972 and 6.2
billion dollars in 1973 (Table 2-8). While exports remained more or less
stagnant from the mid-fifties to the mid-sixties, they increased almost
fourfold from 1967 to 1973. Manufactured goods increased from three to
almost 30 percent of total exports.

Imports have also kept pace with this increasing capacity to import.
By the early seventies it was apparent that the income elasticity of imports
was quite high (especially for capital and intermediate goods) and that ten
percent rates of growth of GNP had to be serviced by growing imports. whereas
the income elasticity of imports vis a vis the growth of GDP fyom 1953 to 1967
was .29, it grew to 2.42 from 1967 to 1972. Over 85 percent of these imports
were capital goods or intermediate goods needed to maintain the ten percent
levels of economic growth'since the capacity of the local capital poods
sector was insufficient to meet this demand ([104]. This would suggest that
the liberal policy of permitting'imports to accompany the growth of exports
has led to import substitution in reverse since the import/GDP ratio has
rigen during this period [30). The percintage of imports over total supply

in most sectors has risen in sharp contrast to the behavior prior to 1964,



TABLE 2-8
Export Data and Information on Foreign Debt, 1967-1973 ¢$000,000)

Expofts Foreign Suppliers Total
Exports 2 Increase Currency Loans Credits Debt Reserves
1,654 -5.0 1.083 2,673 3,344 199
1,881 13.7 1,083 2,737 3,320 257
2,311 22.9 1,605 2,798 4,403 656
2,739 18.5 2,285 3,011 5,296 1,186
2,904 6.0 2,193 3,429 6,622 1,723
3,987 37.4 5,588 3,933 9,521 4,183
6,198 50.0 - 7,858 5,024 12,882 6,417

¢ Von Doellinger[104],Wells[105)and Benco Central do Brasil Boletin de Fevereiwo 1974.

£6-¢
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Thus, the current pattern of growth can be called an export-led "opening
up" of the economy in comparison to the ISI stage in which local production
substituted for imports and lowered chq import/GNP ratio prior to 1964.
Questions arise with respect to whétheg this growth of 1mpdfcl,can be main-
tained, and what effect a decline in the import capacity might have on
overall growth now that imported inputs of capital and intermediate goods
are an important ingredient in the ten percent ‘growth rate economy.

Recent research by Jose Savasini and associates at the Instituto de
Pesquisas Economicas has proven revealing in highlighting other aspects of
this export promotion strategy [82). The highest rates of export subsidi-
zation were not directed toward those manufacturing sectors which enjoyed
the best comparative advantage (in terms of the domestic resource cost per
dollar earned in exports). Nor were they associated with those sectors that
contributed the most to the recent growth of manufactured exports. Finally,
the more capital intensive and higher skilled sectors received higher subsidies
than the more labor intensive sectors even though the latter accounted for a
considerably larger proportion of total manufactured exports. In summary,
while the growth of manufactured export; has bean impressive, there is some
question about the wisdom of persisting in a policy of subsidies emphasizing
those particular industrial products and sectors that enjoy the least comparstive
advantage and have, to date, only made modest contributions to the current
drive in manufactured exports. A social cost is being incurred in terms of
domestic resources that could be allocated more efficiently elsewhere, unless
one strongly believes in the dynamic or longer run comparative advantage of

these sectors [82].
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Capital Inflows and the Foreign Debt

Another interesting feature growing out of this pattern of export~-
led growth has been the increase of capital inflows into Brazil. New
foreign direct investment remained relatively unimportant from the decline
in the early 1960's until the early 70's when it reached several hundred
million déllars & year. However, portfolio investment from the Eurn-dollar
market has proven to be the major source of capital inflows, reaching 3.5
billion dollars in 1973 alone. It has been these inflows that have offset
the growing trade deficit on the surreat account and have created the balance
of payments surplus for Brazil during 1971/73.

Several questions arise concerning these inflows. It is true they
are a reflection of the attractiveness of the high positive interest rates
that characterized the post 1967 period. It does skow international confi-
dence in the capacity of the Brazilian economy to meet futute repayments.
Nevertheless, it also reflects continuing imperfections tm the internal
private capital markets. Brazilian banks and borrowers have been resorting
to external loans from the growing supply of furo-dollars rather than drawing
from local sources which charge higher interest rates. Also this hot mouey
could flow out as fast as it comes in thereby creating considerable instability
in the capital accounts. The government recognized this danger and demanded
a five year period (later a three year period) before repayments could be made
abroad and a 25 percent compulsory deposit in the centrol bank o control
for the inflationary impact on the money supply. Suzigan et al, estimate
that this form of portfolio capital from abroad represented ne more than
15 percent of total financing for the indastrial sector in 1967. By 1970

this had risen to approximately 30 percent [93]). It is true that most
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of this financing goes into wo;king gqpita} balances. Still, this
liberates retained eérnings to be used}fqy inves;ment purposes.,

It is impressive to note that the monetary authorities have been
able to abéorb this inflow vithouﬁ any noticeable rise in inflationary
pressures through an increase in the money supply, This has been possible
through the liberal use of open market Sales of government bonds which draw
funds out of the economy at a sufficient rate to contain the inflationary
pressures introduced by the inflow of Euro-dollar loams. This anti-
inflationary tactic would have been impossible in the pre-1964 years.
Impressive as this is, it is nevertheless clear that this constant steri-
lization of incoming funds could more safely be handled through the improve-
ment of local capital merkets to begin to service this demand internally and
increasing taxes to capture revenues which comld add to government funds to
complement the local supply of resources for investment.

The government's overriding concern has bean to hold down the rate of
interest since this reduces one of the important inflationary cost pressures
on business sectors. A large supply of external funding at cheaper interest
rates than those available on the local capital markets was a convenient way
to accomplish this goal as long as the dollar earning capacity of Braziiian
exports maintained its growth sufficiently to convince foreign portfolio
investors that Brazil could maintain its capacity for future debt servicing.
Nevertheless, the problems discussed above (along with the inherent bias of
the financing in favor of multi-national corporations as against local firms
in Brazil) are becoming more apparent and will have to be dealt with in the

fugure.,



2-57
As a result of this capital inflow, the total foreign debt has

increased significantly. By early 1974 it was close to 14 billion dollars,
roughly equal to two and one-half years exports (Table 2-g). In combina-
tion with foreign reserve holdings of five to six billion dollars, this is
an acceptable ratio, However the annual interest paid to foreign creditors
on this debt averages around seven to eight percent, while the average
return earned on Brazil's foreign currency reserves averages only three to
four percent. Thus there 1s a net interest drain on the economy whéch
should be added to any estimate of the soesial costs of holding gsuch a large

foreign debt.

Money and Capital Market Growth

The policies of the post-1967 regime stand out in this area both
for the changes brought about and the controversies generated. The
changes and controversies lie in four major areas: (1) the creation
and mansgement of a government short term bill market (Letras de Tesouro
National--LTN) and a long term bond market (Obrigacoes Reajustaveis do
Tesouro Nacional--ORTN); (2) the priority to lower real rates of interest;
(3) the stimulus for new financial intermediardes in the private sector
and (4) the creation and management of new long term government trust

funds.

The success of the government's bond market has already been discussed

at some length in previous sections. The present section merely reviews
succinctly the leading features of this policy. First, the introduction

of monetary correction or indexing permitted longer term government bonds

to be sold successfully in the capital markets. This meant that the govern-

ment deficit could be financed by non-inflationary sources and, in the pro-
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cess, an additional instrument of monetary policy acquired (i.e., open
market sales and purchases of short and long term government bonds) to
control the supply of money. The growing role of this instrument can
be seen in noting that in 1964 the total national debt from the sale of
bonds was negligible but by 1971 it had reached 6.7 percent of GDP,

Yet, it is important to note that over half of the purchasers of
the ORIN paper were public sector institutions who had little choice but
to buy the bonds and commercial banks who were induced to hold a portion
of their legal reserves in the form of these bonds. More successful was the
voluntary adoption of short term bills (LTN's) by commercial banks.

Since these were highly liquid (30 to 180 day notes) and paid interast,
they represented a more praéfitable way to hold 1liquid funds instead of
using idle cash balances.

The most frequent complaint directed against the government's initiatives
to promote the bond market have been the cost (real interest paid out) to gain
the use of an additional policy instrument. Changes in legal reserve require-
ments could accomplish the same end of controlling the money supply at no
cost in interest payments. However, the government feels that this instru-
ment 18 too crude and invariably upsets the money markets, particularly
those banks working with narrow voluantary reserve margins. Open market
operationa, though costly in terms of ereating a "debt" which demands interest
payments, nevertheless is a more subtle, quicker and less upsetting device,
subject to continual "fine tuning" to changiug economic conditions.

The second area of policy concern to the post-1967 government was the
need to increase the efficiency of the local money market and lower interest
rates. The authorities were convinced that an important structural defect

of the Brazilian economy was the inadequate and inefficient money and
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capital markets. Thus, the main issue in combating inflation after 1967
was no longer the excess demand introduced into the system by deficit-
financing (that had been taken care of by the 1964-67 administration),
but rather the cost-push inflation caused by high real rates of interest
to industrialists and businessmen. Ironically, the regime, made up
of monetarists, accepted a structural argument as an important causal
factor behind inflation, though they located this cause in the "monetary
sphere” rather than in the agricultural or foreign trade areas as the
traditional structuralists had done earlier.

Basically, laws, subsidies and incentives have been employed since
1967 in the hope that these would increase savings and lower costs and so
raise the efficiency of financial intermediaries that they would lower
the real rates of interest they charged to business and industry. Laws
prohibited the continual proliferation of bank branches and stimulated
bank mergers on the theory that a smaller number of larger banks could
gain such economies of scale in their operating costs that thetr interest
charges would fall. In addition, commercial banks were subsidized, in
effect, through allowing part of their legal reserves to be held in
interest earning assets (i.e., long term bonds--ORTN). It has been
estimated that this increased the total real earnings of the banks by
eight percent a year [46].

Finance and investment banks have similarly gained higher profits
in recent years through being the intermediaries finauncing extremely high
rates of interest charged to consumers (for finance companies) and earning
commissions on marketing government bonds, and foreign portfolio capital

inflows (for investment companies). Thus, these new financial intermediaries
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(the third atea;Of interest for the government) helped to increase the
income of financial intermediaries from four to seven percent of GDP from
the eariy sixties to 1971 [46]. Financial intermediaries have been
earning rates of reported profits considerably higher than other sactors
of the economy and financial and investment companies a higher rate than
commercial banks.

Available evidence suggests that there has been a marked increase in
the amount of saving channeled through these financial intermediaries.
Total savings through these intermediaries has increased from one tu seven
percent of GNP from 1962 to 1972 while savings through the direct issue of
financial instruments absorbed by the public rose from 3.5 to 13.3 percent
of GDP in the same time period (Table 2-9), Thus, financial market reforms
have substantially allowed voluntary savings to replace earlier inflationary
forms of financing.

During this whole process, however, real rates of interest have not
fallen appreciably. What has happened is that the decline in the lower
nominal rates of interest, required by the government in order to receive
the various subsidies and commissions, ia offset by an increase in the
average balances required by the banks to be retained in their deposit
accounts by borrowers at this lower rate of nominal interest. This, in
effect, raises the rate of real interest on the account borrowed [46].
Attempts to improve the efficiency of the banking sector have largely
reflected themselves in higher profits for this sector rather than in lower
interest for their borroweré. It would appear that the convenient source
of Euro-dollars available from 1969 onward was increasingly encouraged by

the government and resorted to by local Brazilian businesses as the most
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Performance of Financial Savings, 1962-1972

Financial Savings
Through Intermediaries

Direct Issues of
Financial Instruments to

Year as a 2 of GDP Public as a 2 of GDP
1962 0.9 3.5
1963 0.8 3.9
1964 1.2 3.4
1965 1.7 3.8
1966 0.7 3.5
1967 2.6 6.2
1968 3.9 8.8
1969 2.6 7.3
1970 4.2 9.4
1971 7.3 14.0
1972 7.0 13.3
Source: Ness[68, p. 466].
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convenient way to assure lower interest rates for borrowers in the
Brazilian economy. The market was, in effect, split with the authorities
tolerating high rates of ‘inferest on the local market as an incentive to
1ncreqsa'loddi savings but, at the same ti&e. eééduraging Brazilian firms
to take advantage of the lower cost of credit £y'borrowing abroad.

The fourth area of policy interest for the government was the expansion
or creation of large trust funds. These include the Unemployment Insurance Fund
(FGTS), the Social Integration or Pension Fund for private employees (PI1S) and
public employees (PASEP), and specialized accounts of the National Development
Bank such as FINAME, and other agencies. By 1971, 6.3 billion curzeiros had
accumulated in the FGIS. These funds will clearly become large and dominating
influences on the capital markets in Brazil [6l1]). The FGTS fund is used to allo-
cate resources into long term mortgage markets that the local private market
ingores, and the PIS and PASEP funds act as large institutional investors in
the stock and bond markets. The latter two funds introduce an anti-speculative
instrument to offset unstable stock market behavior.

The authorities hope that PIS and PASEP funds can grow sufficiently
in size to affect the supply of loanable funds and lower the rates of interest
in the capital markets. Thus, the line of attack on the interest rate issue,
in addition to subsidies and incentives to private financial intermediaries, now
includes large public trust funds whose sheer size can hopefully increase the
supply of savings sufficiently to lower interest rates and, in the process, allo-
cate resourcer to neglected sectors in need of long term investment funds.

The cost of this strategy should also be studied in detail to determine

to what extent the compulsory contributions to these funds might not be
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worsening the distribution of income and compromising state government
finances through an equivalent reduction in the revenue guined from state
value added taxes [61]. One thing is clear, however; it has given the
government more power to influence the behavior of the capital markets

and resource allooation.

The Role of the Government in the Economy,
Income Inequality and Dependency

The final areas to be discussed in this section are the increasing
role of the government in the economy, income inequality and the changing
nature of economic dependency in Brazil. Earlier sections have highlighted
the way in which the post-1964 governments have centralized decision making
on economic matters, thus gaining more consistent control over income
distribution and resource allocation than pre-1964 regimes. This was
evident in the broad range of fiscal and monetary policies along with
action by tariff and price control councils, coordinated public trust
fund management and foreign exchange policy.

At the same time government economic activity has grown in real terms.
Baer underscores the increased role of the government in the capital
formation of the economy {13]. Capital formation has increased from 3.9 to
5.8 percent of GNP while private sector capital formation has declined
from 12.7 to 10.8 percent from the early sixties to the late sixties. 1f
state and federal enterprises are added to the traditional accounting of
government capital formation, their total public sector capital formation repre-
sented 60 percent of total 1;vestment in the economy in 1969 [14]). Also total
government expenditures had reached 32.2 percent of GNP by 1969, a high ratio
by international standards. Government banks in 1972 accounted for close

to 55 percent of all deposits and 60 percent of all loans to the private
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gector [14]. Public enterprises dominate in many key sectors such as
metallurgy, mining, oil, electric poﬁer, transport, etc. Seventeen of
the top twenty~five firms in the economy (in terms of assets) were
government enterprises [14]. Thus, by any measure, the state plays an
even more dominant role in the economy in the early 1970's, than it
did in the ISI period in the fifties, whether in terms of policy instru-
ments or di;ectly productive activity;

From the foregoing one might thidnk that this increased redistribution
of power and economic resources from the private to the public sector in
Brazil would be associated with a narrowing of economic inequality. In
sum the taxing powers of the state (along with its pre-emptive role in many
productive sectors) would drain off part or all of the surplus from higher
property and salary incomes in the private sector and use these resources to
subsidize socially oriented activities, increase the public bureaucracy and
public enterprises. In the process one would expect a "leveling" effect on
income distribution when compared to the earlier less state-dominated economy.
While this is a workable hypothesis for the role of government and economic
inequality in developed countries, such a pattern is not borne out in Brazil.

Income inequality has increased from the fifties to the presént at the
same time that the role of the public sector has grown to dominant proportioms.
Moreover, this increasing inequality appears to have occurred with varying
degrees of intensity under the IS strategies of the fifties as well as outward
looking export strategies of the late sixties, under competitive party politics
as well as under authoritarian regimes; in boom periods as well as in stabi-
lization periods. In general; it appears to be an inevitable part of all the

growth strategies and politicel experiments followed in the postwar period,
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Nevertheless, some important distinctions can be made. The increasing
inequalities in the fifties grew out of the abrupt structural change
associated with the introduction of foreign capital intensive technology

in the industrial sector. Labor absorption per unit of capital was limited
in these modern sector activities and regional, sectoral and income in-
equalities widened because of the growth strategies followed. This is

the clagsic pattern associated with ISI growth with strong foreign capital
participation. This pattern was mitigated in part by the favorable minimum
wage policies followed by the Kubitcheck government, however, as da Mata
and Bacha show, the growing hierarchial division of labor within industry was
also growing during this period.

In the mid-sixties, increasing income inequality was due to the anti-
inflationary stabilization programs (1964/67). There were no technological
or structural features associated with this phenomenon. It was simply a
result of forcing the working classes (particularly the unskilled component)
to bear the brunt of austerity [30] a common feature of most stabili-
zation programs in authoritarian regimes.

By the late sixties and early seventies, the income concentrating
features of the stabilization measures had eased and "growth-induced"
patterns of inequality re-emerged. Two factors stand out here: (1) the
skill-intensive features of rapid economic growth which increase the demand
for highly educated personnel greater than their supply, thus creating a
wide salary spread between workers and administrators; and (2) the vast
array of fiscal incentives, subsidized credit and other benefits granted to
higher income groups and holders of capital. The first factor emphasizes

the widening wage differentials grewing out of a scarcity of human capital.
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,The eecond factor underacorea the fact that fiscal and other incentivea pro-
moting capital inveatnent in industrial e;porte: capital markets, agriculture,
etc. created large intreasea in productivity and profits thar did not accrue to
‘labor but to capital and owners of aesete. Again, it is necessary to point
Jout that the second explanation, emphasizing accrued increases in productivity
to the non-labor components in the production process, were not oniy doe to
technological change. They were also due to explicit poiiciee trying to build
Acapitalist institutions through incentivee, tﬁi“@tedits or exemptions to the
private eector and the institutions of4eavinge and investment in the money and
capital marﬁets; | #
| Table 2-10 highlights the most important features of the worsening distri-
bution ef income in the 1960's. Panel A shows that the top five percent of the
population increaaed their participation‘of totai income from 27 to 34 percent
from 1960 to 1970 while the lower 80 percent experienced a sharp decline from
47 to 40 percent. In panel B the rising Gini indexes show that there was in-
creased income concentration within all six major regions of the country, but
that this was more pronounced in the developed regions of Sao Paulo and the South.
The degree of inequality (or income concentration) within the agricultural sector
remained constant from 1960 to 1970, however this sector experienced a marked
relative decline in income per worker vis-a-vis the non-agricultural sector. At
the same time there was a greater degree of income concentration within the ur-
ban-industrial sector. Finally panel D points out how university graduates gained
in relative income per worker at the expense of all other education levels.
Thus the role of government in a deveioping society at Brazil's stage
of development can be an income concentrating rather than income redistributing
| role. This becomes particularly evident in an authoritarian state that

believes strongly in significant foreign capital participation, local
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TABLE 2-10

i
\

e;‘\;c;-d Data op Income Distribution in Brazil 1960-1970

nt \o! Total Income by Selected Incoms Classes
T .
i 1960 1970 X _Change
Top 12 | 9.98 10.72 +7.41
Top'5% | 26,66 33.66 +26,25
Top 102 : 37,64 44,67 +18.65
Top 202 | 82,35 59,88 +14,38
Top 80% ‘ 47,65 40,12 -18.7%
Source: Langons, C.G. (49, pp. 290-309).
B. Gini Indices of lntn-h.téu.l Inaquality 1960-1970
—_Ginl Index
Region 0 % 2 Change
Amaz+Cantral W, 44 48 +10.1
Northeast 49 35 +13,7
Minas (+ES) 52 «55 +5.1
South 40 -50 *230‘
Sao Paulo Y} 54 +24.4
Rio~Guanabara 45 33 +16.7
Brazil .50 057 ’130 7
Source: Lingoune [49, p. 172].

C. Ciant Measures of Intra-Sectoral Inequality and Relative Income Mesaurss 1960-1970

——Cint Index Balstive Incows Per Worker
Sactor 1960 1970 X Change 1350 1373 X Cﬁig
Prisary ") 44 +2.9 59 .49 -16.7
Becondary W2 «30 +20.0 1,24 1,27 +2.4
Tertiary «30 «57 +131.8 .36 1.3 +0.9
&/ Relative income measurss tho sactoral incoms divided by total income
per worker
Source: S:a3 as pansl A, .
D. Gini and lolltivc Incose Measures of Iuequality by Educational Leval 1960-1970
Gini Index uﬁ‘.lw Income Per Worker
1960 1970 3 Change 1970 X Change .
llliterate “2 39 -8.6 .54 .40 ~26.7
Primary 42 46 +10.3 1.03 .85 -17.3
;r. llg: N T +51 +17.0 2.15 1.71 -20.4
r. Hig - w20 %0 +17.,9 - 2.6 2,44 ~6,7
University w6 46 0 5,48 6.05 4104
Source: Langons, C.G. [49, p. 88], : o ' '

———— 4 e s ann s
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',;capitalistic development, modern technology and rapid industrial growth.
fﬂThis phenomenon has become widely debated in Brazil and raises important
lfquestions about the degree to which sectoral, regional and class income
Pginequalities can ‘be reduced without jeopardizing the present high rates
:;of growth.

Another related“debate is’ concerned with’the major causal factors of

Y} :,J pa cannnd o AR

increased income inequality ofwthe sixties. If the major causal factor was
‘1": w)..", # T (.‘v‘?vt’iﬂ

the severef age constraint practiced du ing the stabilization period of

the' sixties,;then presumably some form of careful, compensatory wage hikes

.'.l». ,

(greater than current productivity increases) might be in order to restore
the real income levels of the working class, since they paid an unusually
high price in permitting the authorities to control inflation. If, however,

the major cause of the growing inequalities is due to the. special incentives

offered to‘capital and asset holdera then the question arises how crucial
S S neh
these are for" the present growth performance. Can they be removed or altered

tonfee

in such a. way-to subsidize labor instead of capital in the industrial sector?
Can specific packages of technology be. developed for the- agricultural sector

that ‘hits differcnt target groups and thus benefit small farmers? How

"’-.‘""i TN

-effective have these incentives: been in promoting a domestic capital market?

\‘,. /f/

_If they have been ineffective, ahouldn t the major role. of financial capital
formation and management ‘of’ savings be’ shifted more to the major trust funds

Cof the public sector where social benefit-cost strategies would be more likely

) BT

';and appropriate in the\management of their portfolios?
Finally, tf,the major cause of inequality is due to the lack of a. suf—
i;ficient supply of human capital to narrow mage and salary differentials,,a

‘ K

,'different educational policy is called for.. In.the past decade, higher
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education.received: the lion's- share of the-limited:résources devoted to
educa;ion.;“Primary;and~sgcondary education;expetiehceﬁ much ‘less’ gsupport
‘and.cqqsiderably«smnller enrollment increases. ' Thus, any policy attempting °
to .correct fqr.huﬁan;capitalrdeficiencies«shouldrpromote' a radical shift
in‘pastHpt;oritiéafand.emphasize a greater distribution to education as a
.whole &and more, to the:lower:forms of education. However, &conomic in-
equality is due to unequal wealth distribution as much as to unequal dis-
tribution of limited educational resources. Any strategy to correct in-
equalities should recognize that a broadening of educational opportunities
is only one part of the total congerie of forces creating economic inequalities.
Similarly some recent research has noted that the current form of administra-
tive or bureaucratic control of wage ard salary income in public and private

‘sector enterprises may have led to an increased stratification of labor

force income that is relatively unrelated to human capital ddéfferentials [7,56].
Clearly, a coordinated attack on poverty and income inequality should

combine"elemenfs from each conceptual area: (1) more generous treatment

of minimum wages; (2) more instruments promoting subsidies for labor rather

than capital in certain pertinent sectors where the technological possibilities

permit this; (3) a greater emphasis on making primary education a truly

universal goal and voeational training and apprentice programs within in-

dustry more widely developed; (4) developing packages of technology in agri-

cultural research institutes that can be applied and exploited-successfully

by sﬁalllas distinct from large farmers and ;(5) mitigating the severe mal-

distribution of wealth ‘in' the society through a more socially conscious use

of subsidies; fiscal incentives ‘and 'some 'constructive measures of land reforn,
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VFOneﬁfeature thatostanda out~in the:recent’ Brazilian&experience ‘of.

'1;owing income inequality i8s: the: relative cegree of ‘tolerance”toward’"
these inequalities.) Social tensions:that:are a-part-of:this"® process ‘have
tbeen kept under control ‘by ‘authoritarianirule;:: *This* has given“Brazil’
;an_qnuaual comparative advantage:to promote ‘rapid-economic:growthivis-
'a-visfavcountryflike*Argentina,dwhere'inequalities ‘of ‘this magnitude ‘Would
not be. tolerated.“ There .the:growth: psychology is compromised by ‘the tensions
..of social conflict growing out‘of-a: more: equal balance ‘of power- ‘among’ the
,ﬂgcgkingvclass,_the employer: 'class and the state.
i The.finaljccntroveray,concerna the degree to which the Brazilian
_economy. has become more prhlqagtwdgpendenc",or vulnerable to the shocks
: of the world economy in choosing its post-1964 growth strategy. It sould
be, difficult, to imagine .a .more depéndent economy .than that of Brazil from
11961ctp»l964qj:Due~t0{in¢f6¢31n8*ﬁat¢3<°£ inflation capital outflows, political
.and adminiatrative instability and a shrinking capacity to import, Brazil
.qbecane,_moreusubject~t0,the pressures of foreign creditors. Inter-
.-national agencies and governments began to exercise various forms of
vbargaining pressure to force Brazil .to homor: her international debts.
Following the political revolution of .1964.these -pressures for the
; restructuring of domestic fiscal and monetary policy .continued. Diaz
- Alejandro documents the link between the role .of. international assis-
. tance and debt rescheduling on thegone;haﬂda?ﬂdtthﬁ/fQIﬁign:credi¥°ﬁs.
‘-Ainsistcnce‘on,aachange.in policies deaigned,to,devalua.the.currency,z .
~‘increaseataies.,lower the rate of monetary expansion and eliminate. the

- cash balance¥o£¢paymentsvdeficit.on,the,pthery[22].m_;Hhileﬁmqnyaqu1w
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these ;policies may have been necessary and -even desirable, there 1is
little doubt that Brazil's internal decision-making capacity was
severely.constrained during the:period.1964-67. .

-+ .From 1968 to 1973 policies successfully reduced many of these
features of dependency. The capacity to import was markedly improved.
Thetremarkable«increase41n:expofts,-combined with rapid economic
recuperation-and declining:inflation, permitted Brazil to acquire
.growing 1nternationa1 reserves. This increased Brazil's bargaining
position in dealing with foreign creditors and contracting new loans
or rescheduling old debts at more favorable rates. Furthermore, the
successful indexing of inflation for finmancial instruments, the growth
of a public bond market and guaranteed returns to foreign portfolio
investment in;termsvoﬁfgoreign currency promoted a massive inflow of
foreign capital from 1969 to 1973. Finally the diversification of
export markets and the growing use of public sector consortia to control
certain lines of foreign investment reflected additional measures to
qontrol the dependency syndrome. The growing role of Japanese and
European investment has also reduced to some extent the earlier
dependence on American sources of capital ‘investment in the economy.

- One. . of the more impressive signs of this decreased dependency is
the relative decline of coffee as a major source of foreign exchange.
At .present (1974) .coffee accounts. for less than 20;percent‘qf total
export earnings.. In.contrast, manufactured or semi-manufactured goods
account: for:about -30:percent of:total export.earnings, a remarkable
change from:the: 1950 s when. industrial .exports wererelatively non-.

gxiq;gn;”gndngoffepgacqbunted:oveqahalﬁao£¢3t3211!spexports:;"
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At the same timo the output of other agricultural crops ‘such as
5cotton, sugar, soybeano, and food cropsﬂin geueral (1nc1ud1ng beef)
have 1ncreased ‘at-an. annual rote ‘of about’five percent {95], :Exports
-of agricultural products, other ‘than : coffee, ‘have increased three-fold
betwgen~1964‘and~1972;«wThe 1ncteaoe~tn:wor1d prices for these proﬂucts,
oloﬁé”ﬁitﬁﬁouﬁéidlzodfrurél”ctédit»forJnooerniinputa and e‘mote realis-
tically dévalued exchange rate have 'all ‘contributed -to the ‘increase in
this moféédiﬁﬁréﬂ‘énd*otahleiétructure?of’oﬁgiéﬁitural output and “exports.
One négétive*éonaéquenco of ‘this: otherwise improved agriculturallsituation
-has-Been the undue bias favoring large over small farmers 1u.the subsidy
packages offered. More attention will be devoted to this later in the
report.  :

Deopite;theseavariouo:mensureonreducing the degree of economic de-
pendoncywoutlioodwabove,zseveral important forms of dapendency exist and
will likely remain:so for sometime into the future. We are of course
refétring:toitheaunusal.dependence on foreign capital inflows to maintain
a surplus-:in -the balance -of payments. Another way to express the same
phenomonon:iaat0<state that -it has been impossible for Brazil to earn
sufficientoforeign exchange from her growing exports to cover her import
‘needs “for increased intermediate and capital goods in an ecooomy growing
at 10 percent a year, It has been necessary to reaort to foreign capital
inflows  (mostly portfolio) to.cover this .gap. -

Doapiturthevextensiﬂewbackward:linkage industrialization into ‘capital
goodsaproduction-diacussed'1n earlier sections .of this chapter, it has -
not been sufficient to remove this continued dependency on imported -

: capital*oquipment.--ln part thisnia-due=to<the:uousually high:rates:.of *

‘1nduatrio1 growthagenotating%domaodﬁboyondtthefcapacity:ofﬁlooalféopithI%
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ugﬁﬁds‘prbHuCers. and in paté dﬁe to the rapia rate of modernization in
some sectors which demand the latest technology from abroad. Fortunately,
in contrast to the 1950'9, industrial exports, as a whole, are and can
be expected to make substantial contributions to the pool of foreign
exchangé needed to cover these import needs. However this contribution
is insufficient to eliminate the foreign exchange gap in question, and
it would appeér that the subsectors and product lines causing the
greateat foreign exchange drain for imported inputs are the industrial
subsectors contributing the least to the recent growth of industrial
exports [82] .

The degree to which Brazil can maintain this heretofor productive
link of high growth and dependence on foreign capital inflows will
depend upon her‘confiuuins capacity to increase the growth of exports,
increase local capital goods production, reduce the need for expensive
energy (oil imports) and promote local energy substitutes (hydroelectric
pcwer). In the meantime it is undeniable that the current pattern of
dependency has created an extensive and modern industrial structure

capable of generating high rates if ecomomic growth.

Summary
In closing this chapter it is useful to consider the four views ex-
plaining the Brazilian economic "miracle" and, in so doing, clarify the
accomplishments and limitations of the govermment's recent policies and
the economy's performance. Furtado,and Tavares and Serra argue that the
capitalist model.of export-led development has led to greater concentra-

tion of income through wage constraints on the working class. and undue
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‘fiscal favors and subsidies for the upper classes [35, 97]

ks \;'f.',‘ff,,f AR FoomoERy o I

In short, the
structural stagnation of the early sixties has been averted through

,authoritarian.and‘antidemocratic policies deliberately increasing
aggregate demand of high income goods and services for the npner:middle‘
class elements in societg at the expense of the lower classes. Canital
msrket legislation, its associated fiscal incentives and extensively
financed consumer credit have been the motive forces for the boom

through their favorable impact in increasing consumer durable production.
Without these'artificial devices, which in effect worsen the distri-
bution of income, the current profile of demand would not have naturally
supported‘the current rates of growth. In time, the process leads to
over-concentration and increased political instability.

Fishlow takes a separate cyclical interpretation which dovetails
into the cyclical analysis of the decline in the early sixties. He
argues that the economy was'ripe for recuperation in the mid-sixties and
only failed to do so due to the simplistic, tight money policy of Campos
and Bulhoes [30]., The successor regime saw the error of these policies
and relaxed credit policy so as to let the natural forces of recuperation
take hold. Up until the early 1970's no serious bottlenecks appeared
since the expansion was primarily using up excess capacity. After
achieving 10 percent growth rates, however, expansion of capacity was
cdlled for and-increased  savings (or-taxes) necessary. The serious
bottleneck underscored by Fishlow's scheme is the ‘apparent inability of
the ﬁra;ilian“econony‘to raise its savings ratio much bejond 18 percent,
1&*‘&‘{8%:6%1@1-;-iéva:‘ Continued expansion demands additional’savings and

taies “on"consumption’ and ‘neéw’ political Will is.necessary to bridge the
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gap. One should recognizé, however, that the savings constraint can be
exagéefated in that the national income savings data upon which these
arguments resﬁ are highly'suspect. One author's flow-of-funds savings
rate has increased significantly from the early to the late sixties
ldhile the national accounts savings ratio remained constant [68] . Also,
it would appear that the inéreased use of fiscal incentives may be over-

looked or unrecorded in the national account investment data.

A third view emphasizes the role of public sector capital formation
and increasing state control and domination of the infrastructure,
banking and key manufacturing sectors(13] . The economic boom is
credited largely to the behavior of public sector investment activity
triggering off expansion in other sectors. This view would argue that
the increased control the state has gained over the economy gives it
additional degrees of freedom in averting cyclical declines due to
internal causes. However, exogenous variables in the form of new balance
of payments crises (such as the energy crunch) could upset the growth
pattern,

The final view is the official view, which feels proud of the
achievements to date, and confident that the many new fiscal and monetary
instruments can see the government through any future crises and maintain
growth. Whereas, the first post-1964 regime focused on lowering infla-
tion through controlling the budgetary deficits, the second regime has
focused on initiating and maintaining high growth rates and accepting
tolerable r#teé of infl#tion. fhe maintenance of one of the highest growth

rates in the world givte the regime an aura of ligitimacy (much mdré so than



2-76
1lower inflation with lower rates of grouth), hence, it is not surprising
to note the strong emphasis on increasing the capacity to import (through
increased éxports and foreign capital inflows) This strategy allows the
gimportation of vital raw materials and capital goods to msintain rapid
,Eeconomie‘growth. Similarly, it is not difficult to understand their favorable
~4ftit“d?::°wéFd foreign capital participation in this process, since this
inflow has helped them to expand their tecggg#ggical horizons and stretch
their local savings capacity.

Nevertheless, .the opening up of the economy and increased depen-
dence on foreign capital have created problems as outlined in the previous
section. The importation of-inflation from the outside world 48 an
additional concern, as is the growing weight of the foreign debt.

The probable decline in the supply of Euro-dollars could create
problems to service this debt. Similarly, it would appear unlikely
that future rates of increase of export income can maintain past
performance in the unstable world trade unvironment of 1974. Un-
fortunately, this comes at a time when the "oil crunch" represents a
serious potential weakness in Brazil's future balance of payments. From
1973 to 1974 the cost of oil imports increased from 800 million dollars
to three billion dollars, causing a marked decline in Brazil's foreign
reserves. Also, the role of the multi-nationsl corporations in the
industrial structure could limit some of the policy options available

to a government which needs to discipline its economy to changing

' conditions. Finally, the increasing concentration of income could lead
Hto unacceptable social tensions which could even upset an authoritarian
regime once the engine of growth falters. Desbite the favorable growth
record to date, sufficient structural problems remain in the economy

‘to cause concern for future policy makers.
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