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Foreword

This volume is the product of a World Bank project on macroeconomic policy that
reviewed the recent experience of eighteen countries as they attempted to maintain
economic stability in the face of intemational price, interest rate, and demand shocks
or domestic crises in the forms of investment booms and related budgetary prob-
lems. The project paid particular attention to the 1974-79 period (which included
the first and second oil price shocks), the 1980-82 period of worldwide recession
and external debt problems for many developing countries, and the 1983-90 period
of adjustment to economic difficulties and the resumption of growth.

The objective of the project was to glean instructive lessons by analyzing the
stabilization and adjustment policies pursued by these countries and assessing the
outcomes. The authors of each country study were asked to deal with a common set
of questions concerning the nature of the shocks or crises: their origin and degree of
seriousness; the fiscal, monetary, exchange rate, and trade policies adopted in hopes
of preventing permanent harm to the economy; and the results of the policies.

No single computable macroeconomic model was used in the project, but the
framework of the open-economy macroeconomic model was followed to ensure
consistency in generalizing about results. This intensive study of many episodes
generated ideas and suggested relationships showing the causes and effects behind
policies, the nature of the shocks and crises, and the governmental response to them.
The overall findings of the project are presented in a synthesis volume by 1. M. D.
Little, Richard N. Cooper, W. Max Corden, and Sarath Rajapatirana, Boom, Crisis,
and Adjustment: The Macroeconomic Experience of Developing Countries.

A decade ago it was commonly argued that Brazil's macroeconomic prob-
lems were largely due to external shocks. As a major oil importer and user of for-
eign savings, Brazil was undoubtedly highly vulnerable to the rises in oil prices
and international interest rates of the 1980s. By the early 1990s, however, other
Latin American countries began to emerge from the crises of the preceding de-
cade, oil prices and interest rates declined, and this diagnosis appeared increasing-
ly suspect. With both inflation and internal interest rates at record levels it was
hard to continue to argue that Brazil's difficulties were primarily external.

Today a more balanced consensus has emerged among many Brazilian econ-
omists and policymakers. At the heart of this view, which is shared and supported
by this study, is the recognition that the fiscal disequilibrium which has character-
ized the public sector is as much to blame for the nation's macroeconomic diffi-

ix
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culties as are extemal factors. Easy access to world capital markets before 1982,
an intemal market for public debt among the most advanced and sophisticated of
any developing country, and high rates of product growth and public sector reve-
nues permitted Brazil's policymakers to greatly expand public sector spending in
the 1970s. The closing of world capital markets to Brazil after 1982 and the in-
creasing reluctance by domestic savers to lend to the govemment except at higher
real interest rates, significantly worsened Brazil's fiscal situation. Domestic fiscal
adjustment was made even more difficult by political pressure to maintain public
sector expenditure when Brazil retumed to more democratic ways in the mid-
1980s.

The resulting cycles of credit tightening, partial monetization of the public
sector deficit, and failed price stabilization programs exacted a heavy economic
toll from Brazilians. Public and private investment fell and economic growth
slowed to a crawl, interrupted by short spurts and starts. Today many more Brazil-
ians view the public sector as the problem rather than the solution. Despite a num-
ber of liberalizing reforms under both the Collor and Franco govemments in the
1990s, the path Brazil must follow to return to higher growth is still blocked by
many obstacles, many of them political, and a few which can be plausibly blamed
on extemal shocks.

Publication of this study was made possible in part by a generous grant form
S.I.D.A., the Swedish Intemational Development Authority.

Sarath Rajapatirana
Director, "Macroeconomic Policies, Crisis, and Growth

in the Long Run" Research Project
Trade and Industry Policy Adviser

Technical Department
Latin America and the Caribbean Region
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Chapter One

Introduction

In the early 1970s the Brazilian economy was widely hailed as an enormous suc-
cess. Today, two decades later, few Brazilians or outside observers would describe
it in similarly positive terms. The two oil price shocks and the policy responses to
them produced a high rate of inflation, an external debt crisis in 1982, and a series

of failed stabilization efforts beginning in 1986. Most important, economic growth
slowed to a crawl as investment plummeted. With good reason, most Brazilians
viewed the 1980s as a "lost decade" in which the gap between their economic

well-being and that of the high-income nations ceased to narrow and by some

measures may have widened.
This study examines Brazil's economic history from the change in regime in

1964, when a populist and constitutional but economically incompetent govern-
ment was overthrown by the military, to 1992. when Brazil's first popularly elect-
ed president in more than a quarter of a century was forced from office for
corruption. Brazil's economic prospects for some time to come will be a legacy of
this period, which witnessed not only unprecedented growth, but levels of infla-
tion and external debt that would have been unimaginable in earlier decades.

Brazil's Policy Choices of the Post-1964 Period

Although Brazil shared with many other developing countries the burden of ad-

justing to external shocks in the 1970s, its policy choices in the post-1964 period
aggravated the payments crisis of the early 1980s. Brazil's experience thus raises

several questions. First, why did Brazil react as it did to the current account shocks
of increased oil prices in 1973 and 1979, and to the capital account shock of 1982?

Second, why has the public sector deficit persisted. and why did it worsen in the
1980s, further complicating Brazil's attempts to adjust to external shocks? Third,

as Brazil's external payments situation deteriorated and short-run crisis manage-
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ment superseded structural reform, what were the consequences for investment
and long-run development?

The answers to these questions are complex. The initial response of policy-
makers to the first oil shock was to finance the resulting current account deficit by
borrowing abroad instead of allowing domestic oil prices to rise. This may have
been understandable in the early stages of the shock, when a number of policy-
makers in Brazil and elsewhere saw it as a temporary departure from "business as
usual." In retrospect, however, it is surprising how long Brazil persisted in this for-
eign borrowing. Perhaps equally surprising was the willingness of world capital
markets to provide the financing. Even when attempts were made to reduce the
deficit, they took the form of commercial policies and direct administrative con-
trols on trade rather than a change in the real exchange rate. One of the central con-
cerns of this study is to determine why policymakers chose the former course and
whether an earlier move to a more competitive real exchange rate would have
made the subsequent crisis less severe.

The early years of the military government were marked by an attempt to
make far-reaching reforms in the structure and operation of goods and factor mar-
kets, and by an emphasis on long-term investment. After 1973, however, and in-
creasingly so after 1979, economic policymaking became preoccupied with short-
run problems. External debt maturities shortened, wage adjustments became more
frequent, and the investment share of public expenditure fell substantially. A par-
allel trend occurred among domestic savers, who focused their attention on the
"overnight" market.

The post-1964 regime has often been characterized as one in which the pri-
vate sector was given much freer rein than it had previously enjoyed. Supporters
of this change, including most of the foreign financial press, saw the Brazilian mi-
lagre (miracle) of the late 1960s and early 1970s as an example of market forces
at work. But the critics, who became more outspoken as political repression eased
in the mid- 1970s, saw the government's policies as a capitulation to the demands
of international capital.

Both of these views, however, were gross oversimplifications. As this study
shows, the dirigiste nature of economic policymaking in Brazil changed remark-
ably little over the 1964-92 period, despite a number of innovations. Although
conservative and antipopulist, the military regime often showed little interest in
market-oriented economic policies. Foreign trade remained subject to a variety of
administrative controls, and commercial policy was relatively protectionist de-
spite some import liberalization in 1967. The prices of numerous goods and ser-
vices were subject to government control throughout the period, and foreign
exchange controls remained in effect. Despite the development of financial mar-
kets after 1964, government intervention in these markets resulted in wide varia-
tions in interest rates. Subsidized credit became izicreasingly important, with
favored borrowers paying interest rates well below market rates. The disastrous
freeze of bank deposits by the Collor administration upon taking office in 1990
showed Brazilians how vulnerable they still were to government intervention.
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On the positive side, intervention in key industrial sectors produced a more
diversified industrial base than might otherwise have developed. On the negative
side, the government's lack of concern about allocative efficiency suggests that in-
tervention exacted a high price in welfare terms. Another negative effect of Bra-
zil's policymaking, which for much of the period was untrammeled by the
institutional checks and balances that exist in many other nations, was the in-
creased degree of uncertainty surrounding economic decisions.

In the post- 1964 period Brazil also maintained a relatively closed economy in
a goods market or trade sense, while opening the door to massive and unprece-
dented financial capital inflows. This policy had the effect of cutting the links be-
tween the prices of many potentially tradable goods in Brazil and their
corresponding world prices, thus turning them into "pseudo nontradables." The
expenditures induced by large capital inflows therefore hit nontradables harder
than they would have in an economy more open to trade and led to a real appreci-
ation, or fall in the relative price of tradables to nontradables. The resulting current
account deficit, a counterpart of the capital inflows. was largely responsible for the
severity of Brazil's external debt difficulties in the 1980s.

The reactions of Brazilian policymakers to external shocks reflected both
their preference for an interventionist style of macroeconomic management and
their perceptions of the constraints imposed by the structure of the economy. The
rapid increase in the labor force, along with the increasing concentration of work-
ers in urban areas, was one of these constraints. A high degree of regional inequal-
ity, with a long tradition of federal government involvement in the poor Nordeste
(Northeast), was another. A third was the inability of successive governments to
finance public sector expenditure in a noninflationary way. Brazil resorted to in-
dexation to treat the symptoms rather than the causes of inflation. Once developed.
the system of inflation indexation proved difficult to modify and its perpetuation
may have increased Brazil's vulnerability to external shocks. Attempts to "de-in-
dex" in the late 1980s showed how difficult that task can be.

The high degree of inequality in the Brazilian distribution of personal income,
initially given little attention by the post-1964 regime, was the underlying cause
of much of the opposition to government policies. A comparison of Brazil's expe-
rience with that of other developing countries regarded as more successful in the
past decade suggests that an inegalitarian income distribution was as much a cause
as an effect of economic instability. As this study explains. Brazil's chronic fiscal
imbalance was the consequence of the society's inability to reconcile conflicting
claims for public resources, which in turn stemmed from its inegalitarian distribu-
tion of income.

Brazil's underlying fiscal imbalance was laid bare after net foreign savings in-
flows ceased in the early 1980s. In the following years oil prices eased, Brazil's
terrns of trade improved, and international interest rates fell. Nevertheless, infla-
tion accelerated as income continued to stagnate. By 1990 Brazilians saw that they
could no longer blame their economic difficulties solely or even primarily on ex-
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ternal shocks, and that without a serious attempt to address the fiscal imbalance,
their economic problems would persist indefinitely.

The Forces at Play

As discussed in chapter 2, Brazilian economic policymaking from 1945 to 1964
was dominated by a belief in import substitution as the means to industrialization.
The military takeover in 1964 was followed by a stabilization program that, de-
spite its pain. appears in retrospect to have been far more successful than similar
programs undertaken after 1985. The period from 1968 to 1973 was characterized
by a combination of harsh political repression along with massive foreign invest-
ment and unprecedented economic growth. Economic growth then slowed, as the
Brazilian government tried to cope with the oil price shocks by financing the cur-
rent account deficit through additional external borrowing. In effect, some of the
burden of adjusting to higher oil costs was shifted to the future.

Exclusion from international capital markets, following the Mexican debt
moratorium in August 1982. marked the beginning of a new and more economi-
cally painful period for Brazil. The burdens of financing the growing public sector
deficit were transferred from external lenders to domestic taxpayers and lenders.
Brazil's limited taxing capacity and the resistance of domestic lenders to financing
the deficit except at increasingly higher interest rates, however, meant that such
policies were not viable in the long run. As Brazil's other options for financing the
deficit narrowed, the government turned increasingly to monetary financing, with
the result that inflation accelerated sharply in the late 1980s.

The restoration of civilian rule in 1985 was followed in February 1986 by the
Plano Cruzado, the first in a series of unsuccessful stabilization plans. Thus Bra-
zil's economy was still stagnant when a newly elected president took office in
1990. Two stabilization attempts during this administration had little impact, and
when the president was impeached in September 1992 Brazil's fiscal problems
still had not been seriously addressed.

Brazil's postwar economy, as chapter 3 shows, was greatly affected by a fast-
growing population and labor force, an unbalanced educational system, and wide
disparities in income, both regionally and between classes. Population growth in
the immediate postwar period produced millions of new entrants into the labor
force after 1964, increasing the pressure to sustain high rates of economic growth.
Brazilian policymakers decided to finance the oil shocks of the 1970s rather than
to raise the domestic price of tradable goods like oil in part because they were re-
luctant to permit the rate of employment and income growth to fall, even if such
a policy were not viable in the long run.

Meanwhile, a low level of investment in education, particularly at the primary
level, produced a body politic sympathetic to populist approaches to government.
With educational resources during much of the post-1964 period tilted toward
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higher education, the gap widened between the well-to-do and the rest of the pop-
ulation, which by many measures was one of the worst-educated of the major Lat-
in American nations.

Regional and personal income disparities added to the problems of economic
policymaking. Industrialization via import substitution of the earlier period had
favored the Center-South states, especially Sao Paulo, and political elites in the
poorer regions, particularly the Northeast, responded by channeling federal re-
sources to their regions. There is little evidence, however, that these resources
helped the destitute. Debate over the causes of personal income inequality inten-
sified in the 1970s, and the slowing of economic growth in the 1980s brought the
problem into sharper focus.

Another significant force in the postwar years was Brazil's political economy
(see chapter 4). Brazilian thought about the nation's economic prospects evolved
significantly during this period, particularly after 1964, when professional econo-
mists began to play a more important role in policymaking. Although at the same
time populist voices were stifled, not even the military-supported "technocracy"
could suppress popular interest in economic policy. Arguments over policy be-
came increasingly intense in the 1980s as the political system opened and
economic pressures mounted.

Despite its suspicion of populism and its conservatism, the post-1964 regime
was reluctant to liberalize Brazilian markets in any profound way. Support for
govemment intervention in the economy has traditionally come from both the
right and the left, and only in recent years has the concept of economic liberaliza-
tion received support from more than a small minority. Although populism prom-
ised much, particularly to Brazil's urban workers, the 1980s were marked by a
growing recognition that the promises were much easier to make than to keep.
Real wages show little relation to populist policies, since increases in nominal
wages were often more than offset by inflation.

Also important in the post- 1964 period was the macroeconomic effect of the
government budget on aggregate demand, not to mention the effects of financing
the public sector deficit (chapter 5). Public sector financing followed a changing
course in this period, as the government developed mechanisms that enabled it to
tap both extemal and domestic capital markets with far more success than ever be-
fore. The disappearance of the former source after 1982 shifted the financing bur-
den completely to the domestic private sector, and much of the economic
experience of the past decade has reflected the inability of domestic investors to
meet those demands.

Measures of budget financing and of fiscal deficits are difficult to define and
implement in any economy. In Brazil these problems are compounded for a num-
ber of reasons, primarily the high rates of inflation that have characterized the
economy. Chapter 5 therefore includes a discussion of measures of fiscal policy,
some of which were unclear and often misleading guides to the position of fiscal
policy in the post-1964 period.
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Yet another powerful force during this period was the course of inflation in
Brazil, as discussed in chapter 6. Only an aging minority remember the time when
the inflation rate remained in single digits. After 1964 policymakers created a
number of mechanisms to mitigate inflation's effects, the most important being a
variety of formal indexation procedures. Economic conditions worsened in the
1980s, however, and Brazilians became disillusioned with indexation. They
blamed it for creating a feedback mechanism that perpetuated inflationary shocks.
In response, the government made a number of efforts to "de-index" the economy,
beginning with the Cruzado Plan in 1986. All have proved harder to execute than
was anticipated.

Brazil's economic story would be incomplete without some details of the cap-
ital account surplus of the post-1964 period and its post-1982 reversal, which are
outlined in chapter 7. The massive capital inflow that began in the late 1960s ap-
pears in retrospect to have been less of an economic blessing than it seemed at the
time. Not only did it create the external debt that preoccupied Brazilian policy-
makers and the international financial community in the 1980s, but it also permit-
ted the real appreciation of the cruzeiro, which allowed Brazil to postpone its
adjustment to external shocks.

Crowding out then came into play. During the 1970s the expansion of public
sector spending did not crowd out private investment, because of the inflow of for-
eign savings. After 1982, however, the need to reduce the external deficit absorbed
resources that might otherwise have been invested in productive activities. In ef-
fect, Brazil suffered crowding out with a time lag.

Another important aspect of Brazil's story concems the foreign sector and the
changes forced on the economy by the adverse shocks of the 1970s. Brazil's ex-
change rate policies had changed sharply in 1968, when the nominal exchange rate
was in effect indexed through frequent small devaluations in line with the internal
inflation rate and the inflation rates of Brazil's principal trade partners, especially
the United States. Exchange rate policy through the 1970s led to overvaluation of
the cruzeiro, and the causes and consequences of this trend are of particular interest.

Tariffs, subsidies, and other forms of direct intervention in trade were the oth-
er determinants of Brazil's current account deficit. Despite the transition from im-
port substitution to export promotion after 1964, commercial policies remained
highly interventionist, providing protection to many of the same factors (now used
in export production) that had been used in import substituting production. These
commercial policies had an effect on the macroeconomic balance.

As explained in chapter 9 the 1982 halt to foreign financing and the growing
public sector deficit on the gap between Brazilian savings and investment caused
a sharp drop in investment but not in consumption. Although the available evi-
dence is far from satisfactory. it suggests that the decline in investment was ac-
companied by adverse trends in its composition. Both trends have somber
implications for the Brazilian economy, since the resumption of long-run growth
will depend on the ability to increase the level and productivity of investment.
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This book's review of Brazilian macroeconomic policy in recent decades con-
cludes with a discussion of some useful lessons from that history. The most im-
portant lesson may be that an open economy can postpone essential but unpleasant
adjustments to serious economic problems, but in doing so it may impose even
larger and more painful costs on society than it might have done with earlier ad-
justments. Because their predecessors decided to follow this course, Brazilian pol-
icymakers in the 1990s have less latitude to pursue growth-oriented strategies, as
the "lost decade" stretches on into the next one.



Chapter Two

The Postwar Brazilian Economy

The economic difficulties of contemporary Brazil have their roots in a long history
of external shocks and changes in domestic economic policies. This chapter pre-
sents a brief history of the major political and economic changes in Brazil since
the end of World War 11.

Although the primary concern in this volume is Brazilian experience after the
military takeover in 1964, the precedents for many Brazilian policies go back to
the import substitution of the early postwar period. Indeed, one prominent feature
of economic policymaking-the tradition of direct intervention in the economy,
particularly in foreign trade, can be traced back to Brazil's origins as a Portuguese
colony. I

Antecedents to Crisis, 1945-64

Brazil emerged from World 11 in a much more favorable economic position than
many of the more developed countries. Although shipping difficulties and con-
straints on supply limited imports, exports increased sharply during the war, with
coffee accorded a priority by the United States and lesser exports stimulated by
wartime demand.

The war also had important long-run political consequences for Brazil,
which sent an expeditionary force to the Mediterranean theater to fight in Italy
under General Mark Clark.2 The contacts between Brazilian officers and their
American counterparts continued after the war, and many of these officers later
were leaders in the post-1964 military government. The Allied victory discred-
ited fascism in Brazil. hastening the fall of the corporatist Vargas government
and encouraging Brazil's return to a constitutional system with an elected pres-
ident and Congress.

8
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Early Postwar Exchange Problems

The prices of many Brazilian exports, especially coffee, rose substantially during
World War 11. Brazil emerged from the war with more than half a billion dollars
in reserves and the Depression-era constraint on its import capacity effectively
eliminated. This favorable balance of payments position at war's end, however,
was short-lived. Despite a doubling of the domestic price level between 1939 and
1945, the nominal exchange rate had remained fixed at 18.7 (old) cruzeiros to the
dollar. The resulting real overvaluation, once wartime supply-side limitations end-
ed, rapidly worsened Brazil's trade balance.

Rather than confront the problem of overvaluation directly, Brazil reinstituted
exchange controls like those of the prewar period, requiring domestic banks to
transfer 30 percent of export receipts to the Banco do Brasil. The Banco do
Brasil's trade division (CEXIM) then apportioned these export revenues among im-
porters and other financial agents, giving first priority to "essential goods" and
goods of "national interest."

This policy did little to reverse reserve losses, given the continued overvalu-
ation. and in early 1948 the rules were changed to require importers and other fi-
nancial agents to forward 75 percent of their export receipts to the Banco do
Brasil. The new rules also made imports and exports subject to prior licensing by
CEXIM unless explicitly exempted. The availability of domestic counterparts, rel-
ative domestic and international prices, "essentiality," and the likelihood of earn-
ing inconvertible currencies all became factors in the granting of import licenses.
By the end of 1948 the trade balance had improved (see appendix table A.2). One
of the consequences of this system was the birth of a parallel exchange market.

In 1949, in an attempt to stimulate noncoffee exports, the government created
"linked operations" (operaf oes vinculadas), which permitted exporters to sell for-
eign currencies directly to importers approved by CEXIM. This was in effect a dis-
guised devaluation that also circumvented licensing restrictions. By 195(0 almost
one-fifth of Brazil's merchandise trade was covered by such transactions, but they
were halted in 1951 because they had led to substantial increases in unessential
imports.

In 1951 Brazil's postwar president, General Eurico Dutra. was succeeded by
Gethlio Vargas, who had earlier served as president between 1930 and 1945. Var-
gas was an astute populist politician and had succeeded in distancing himself from
the dictatorial and fascist leanings of his earlier government, returning to power
as the victorious leader of the Brazilian Workers' party (PTB).

Economic policy under the Vargas government was by and large a response
to short-term problems, particularly in the balance of payments. Although Vargas
himself was not an ideologue or one deeply committed to the specific goals of Bra-
zil's many economic nationalists, he adopted a number of their proposals. Most
notably, he created a state oil monopoly, PETROBRAS, which the government jus-
tified in part as a nationalist response to potential balance of payments problems
created by oil imports.
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The outbreak of the Korean War led to renewed concem about import short-
ages, and late in 1950 CEXIM authorized the licensing of a large number of imports
judged essential to Brazil. Overvaluation and the relaxation of import controls
caused the current account to worsen in 1952.

Direct quantitative restrictions via administered exchange allocations were
replaced in 1953 by an exchange auction system. The system consisted of five cat-
egories of import transactions in descending priority. On the export side foreign
exchange was still offered at the official rate, but premiums were added to it. At
the same time, CEXIM was transformed into a new division of the Banco do Brasil,
the Carteira de Cornmrcio Exterior (CACEX).

The auction system permitted a long overdue devaluation of the cruzeiro dur-
ing the 1953-57 period, but it did not put an end to overvaluation. Over time the
exchange premiums were extended and increased, with nontraditional exports re-
ceiving the largest premiums.

But this multiple exchange rate system was difficult to administer. Weekly
auctions had to be conducted simultaneously in several cities, and the classifica-
tion of transactions was often arbitrary. Because of problems like these, the system
was discontinued in August 1957.3

One policy change of particular significance concemed the import and capital
account. In January 1955 the monetary authorities permitted imports of capital
goods without exchange coverage, subject to official approval and the requirement
that the investment be financed extemally. This measure encouraged direct foreign
investment in Brazil and relieved some exchange market pressure.

Domestic Macroeconomic Policy under Kuhitschek

Promising "fifty years of progress in five," Juscelino Kubitschek, govemor of the
state of Minas Gerais. won the presidency by a plurality in 1955. His govemment
immediately embarked on a number of massive development projects, including
the construction of the new capital of Brasflia in the interior more than 900 kilo-
meters from Rio de Janeiro. Although nationalist in spirit, Kubitschek's Programa
de Metas (Target Program) for rapid development included incentives for foreign
investment. Private domestic investment was encouraged with subsidized credit
and tax incentives, and public expenditure for infrastructure (especially for roads
and electric production) increased sharply.

Output growth during the Kubitschek govemment (1956-61) was impressive
by many measures. Steel and machinery production more than doubled and elec-
trical and communications equipment production nearly quadrupled. From total
dependence on automobile imports in 1955, Brazil became nearly self-sufficient
in 1961. Between 1957 and 1961 the real gross domestic product (GDP) grew near-
ly 7 percent a year, and per capita income increased 4 percent.4

The Achilles heel of the program of rapid growth was its financing. Govem-
ment tax revenues were insufficient to pay for these projects, and Brazil's capital
markets at the time were too small to finance a significant part of the public sector
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borrowing requirement. Although foreign capital flows to Brazil had increased
substantially, their effect was offset in part by stagnation in export revenues.

In response to these circumstances, the government decided to expand the
monetary base. This move led to the first major inflationary surge in postwar Bra-
zil. By 1959 the rate, as measured by the general price index, exceeded 30 percent
a year. Although trivial in comparison with later Brazilian experience, this surge
had destabilizing effects because the economy had a fixed nominal exchange rate
without indexation. This fixed rate was sustained by increased foreign borrowing
from private sources after the Kubitschek government's politically popular but fi-
nancially risky break with the International Monetary Fund (IMF) in 1959, follow-
ing disagreement over the IMF'S prescfiption for combating inflation.5

Brazil's trade policy changed significantly under the Kubitschek government.
In 1957 the government set up two categories of import duties: general (most cap-
ital and intermediate goods) and special (most consumer goods). The new arrange-
ment put an end to the specific duties on many items that had prevailed silce the
1930s. Postwar inflation had reduced these duties to irrelevant nuisances.

In their place the government imposed a broad range of ad valorem tariffs,
which for the first time embodied a true industrial policy. Goods that policymakers
believed could (or should) be made in Brazil received high rates of protection,
with essential intermediate and capital good imports taxed at substantially lower
rates.

Like the exchange auction system, however, the 1957 reforms worked prima-
rily on the demand side and did little to increase exports or the supply of foreign
exchange. Both the trade balance and the balance of payments worsened over the
1957-60 period (see appendix table A.2).

Macroeconomic Disequilibriumn under Quadros and Goulart

In 1961, after winning the national election by a large margin, Janio Quadros be-
came Brazil's president. Although Quadros was the candidate of the National Dem-
ocratic Union party (UDN), which had in the past united much of the anti-Vargas
opposition, the Quadros government tended to adopt a nationalist tone in foreign
policy and a populist one in domestic economic policy. In reality its economic pol-
icies were more conservative than those of the preceding Kubitschek government.
Shortly after Quadros took office, the cruzeiro was devalued by 40 percent, and the
trade system was simplified through the creation of a unified exchange rate for most
transactions. Official capital inflows increased, and the terms of some of Brazil's
external debt were renegotiated. Monetary expansion was limited, and plans were
made to reduce government expenditures. Such measures came late, however. In-
flation in 1961 was actually higher than in the preceding year, fueled in part by the
lagged effect of past increases in the monetization of the federal deficit.

Brazil's problems were then compounded by the unexpected resignation of
Quadros in August 1961. This resignation, never adequately explained, appears to
have been a miscalculated attempt by Quadros to obtain greater political support
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for his policies and a sweeping delegation of legislative powers. The resulting
constitutional crisis, which was deepened by military attempts to prevent Vice-
President Joao Goulart from assuming power, was resolved through a constitu-
tional amendment (Ato Adicional) providing for a parliamentary regime with
greatly reduced presidential powers.

Goulart, the populist candidate of the PTB in the 1960 election, did not gain
full executive power until January 1963, following victory in a national plebi-
scite.6 His tenuous hold on authority, however, was reflected in erratic economic
policies. Continuing inflation in 1961 and 1962 led to a sharp real appreciation of
the cruzeiro. which was only partly corrected by a devaluation of 15 percent in
May 1962. Goulart's finance minister, Moreira Salles, made a brave effort to re-
store fiscal equilibrium, but this was undercut late in 1962, during the politicking
leading up to the plebiscite. In 1963 a new finance minister, San Tiago Dantas,
made another such attempt, but his program was discarded by Goulart in July.

During the Goulart period nationalist groups made strident demands for
greater restrictions on foreign investment. The remittance of profits to foreign in-
vestors was restricted late in 1962, mainly on ideological grounds although partly
because of Brazil's limited foreign exchange reserves. Direct foreign investment
in 1963 fell to less than half its 1962 level, and net loans and other financial capital
inflows fell to three-quarters of the previous year's level. As a result, the capital
account balance for 1963 was a negative $54 million. (Accelerating inflation, the
slowdown in GDP growth, and the worsening of Brazil's balance of payments in
the 1960-64 period are summarized in table 2. 1.)

Rising commodity prices and falling internal demand then gave Brazil a mod-
est improvement in the current account, but this was not sufficient to avoid a wors-
ening in the capital account. The acceleration of inflation, coupled with an
increasingly severe foreign exchange shortage. had harmful effects on Brazilian
production. particularly in the industrial sectors. By early 1964 per capita income

Table 2.1 Macroeconomic and Balance of Payments Performance, 1960-64

Indicator 1960 1961 1962 1963 1964
Growth (percent)
GDP 9.7 10.3 5.3 1.5 2.9

Per capita GDP 6.6 7.2 2.3 -1.3 0.0
Inflation 26.3 33.3 54.8 78.0 87.3
(implicit GDP deflator)
Finances (millions of U.S. dollars)
Current account -478.0 -222.0 -389.0 -114.0 40.0
Capital account 58.0 288.0 181.0 -54.0 82.0
Balance of paymentsa -410.0 115.0 -346.0 -244.0 -96.0

a. Including errors and omissions.
Source: Fundacao Getulio Vargas. Conjuntura Et on6mica and Boletim do Banco Central (vari-

ous issues).
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had begun to fall for the first time in the memory of most Brazilians, and social
tensions were rising. President Goulart was advocating structural reforms that
alarmed the conservative opposition, which was also suspicious of his possible as-
pirations for dictatorial powers. Central to his proposed changes was agrarian re-
form, which would have been compensated by government bonds, rather than
cash.

Goulart's opponents-most of the business community, the military, the ur-
ban middle class, and rural landowners-favored a reduction in government inter-
vention in the economy and greater reliance on market prices to allocate resources
as the long-term solution to Brazil's economic difficulties. Political ideology may
have been at the root of these attitudes, but there is little question that deteriorating
economic conditions cleared the way.

Stabilization and Reform, 1964-67

On March 31, 1964, the Goulart government was ousted from office by the Bra-
zilian military. The coup was a turning point in Brazilian history, for it was fol-
lowed by two decades of military rule.7 During these years the Brazilian economic
landscape changed almost unrecognizably. Popular opposition was firmly sup-
pressed in the first decade and only grudgingly and tardily accepted by the military
in the second.

The Immediate Policy Changes

The new regime's first president was Army Marshal Humberto Castelo Branco,
and its dominant economic policymaker was the economist Roberto Campos, who
was appointed planning minister. By banning political parties and restricting the
freedom of a large number of its opponents, the regime gained the power to im-
pose its agenda on the nation.

The immediate economic concerns of the new government were rising infla-
tion and a worsening external payments position. Its response, embodied in the
1964 stabilization program, included strict control of the public debt and restric-
tions on credit and wages. It would have been far more difficult to impose these
restrictions in a politically open society. Many of the businessmen who had re-
joiced at Goulart's ouster, for example, were unhappy at the credit restrictions that
soon followed.

Brazil's fiscal strategy consisted of a once-and-for-all increase in direct and
indirect taxes, the reduction of subsidies through realistic pricing of public utility
services, improvement of tax revenues through the indexing of tax rates, and fi-
nancing of government debt through the sale of bonds. The authorities established
monetary growth rates of 70 percent for 1964. 30 for 1965, and 15 for 1966, but the
actual rate was well above target in 1965. Credit expansion during the 1964-66
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period was 18.5 percent below the mean for the 1960-62 period. But an increase
in net foreign borrowing and foreign direct investment, and the fixed nominal ex-
change rate resulted in an unintended monetary expansion that was not offset by
sterilization.

Wage and price policies also received prompt attention. Under a law passed
in 1965, nominal wage adjustments could only be made at twelve-month intervals
and had to take into account the official inflation forecast, the average real wage
of the preceding twenty-four months, and an officially mandated "productivity
gain." All forms of collective bargaining and strikes were suppressed.

The government's wage and price policies functioned, in effect, as an in-
comes policy, since forecasted inflation was well below the actual cost of living
increase in the period 1965-67. The new government also moved quickly to adjust
gasoline prices, rents, interest rates, the exchange rate, and other prices. Firms
were given tax incentives not to raise prices above a predetermined ceiling, and
the allocation of subsidized credit from the Banco do Brasil was also used to give
firms an incentive to refrain from raising prices.

The Effects of the 1964-67 Stabilization Policies

The stabilization program was initially successful. Inflation fell from an annual
rate of 90 percent in 1964 to about 25 percent in 1967. Other objectives were also
attained: the federal deficit fell from 4.2 percent of GDP in 1963 to 1. I percent of
GDP in 1966, and monetary financing of the deficit fell from about 85 percent in
1963 to about 13 percent in 1966. Foreign payments arrears of $300 million in
1963 were replaced by reserves of about $400 million by 1966. The GDP results
were more modest, but the tendency toward stagnation was reversed. The real GDP

growth rate increased from 1.6 percent in 1963 to 5.1 percent in 1966 and 4.8 per-
cent in 1967.

Two ingredients of the program contributed to this success. First, the program
was strongly aligned with anti-communist doctrines, and Brazil's demonstration of
cooperation with the United States gradually made the international community
more willing to invest in the country and to finance the current account.8 Second, a
change in the fiscal regime led to a substantial decrease in the public deficit. Indeed,
one of the orthodox aspects of the plan was the imposition of fiscal restraint. Com-
pared with the stabilization attempts of the 1980s and early 1990s, the post-1964
fiscal adjustment was clearly more credible, and as a result, more successful.9

Longer-Run Problems with the 1964-67 Stabilization

The short-term success of the program is undeniable. In the long run, though, the
economy's allocation mechanisms were deeply compromised by the economic
management of the new regime. In principle, the government's strategy was an
economic democratization carried out under government supervision. This meant



The Postwar Brazilian Economy 15

that the government would use its policy instruments to allocate resources accord-
ing to its own predetermined objectives and the demands of those interest groups
that were still allowed a voice by the govemment.

In reality, govemment supervision did not end. Instead, it multiplied. This rise
in intervention was reinforced by the increasing sophistication and complexity of
the Brazilian economy, owing in part to financial market innovations and an in-
crease in product growth after 1967.

The outcome was a simulated market economy in which the govemment in-
creasingly disregarded price mechanisms to allocate resources. The efficacy of
price mechanisms was further compromised by indexation, which was widely
praised but which proved to be damaging when extemal shocks occurred. Index-
ation sped the transmission of shocks to other sectors of the economy and in-
creased the variance of the rate of inflation (see chapter 6 and Fischer 1983).

Economic Growth and Political Repression in the Milagre Years, 1968-73

The restraints of the 1964 stabilization program began to weaken in 1967. This
was due in part to a change in the presidency from Castelo Branco to General
Arthur Costa e Silva, a former army minister. Roberto Campos, the chief architect
of the 1964-67 stabilization program, was succeeded by Helio Beltrao, a lawyer.
The center of power in economic policymaking shifted to the Finance Ministry,
where Octavio Gouvea de Bulh6es was succeeded by Antonio Delfim Netto, an
economics professor from the University of Sao Paulo. Between 1967 and 1974,
as minister of finance, Delfim became one of the most bureaucratically powerful
policymakers in post-World War 11 Brazilian history.

Delfim's Economic Policy Shift

Delfim's policies were decidedly less orthodox and restrictive than those of Cam-
pos, thanks in part to the substantial decline in the inflation rates produced by the
Campos-Bulhoes stabilization program. Delfim's move to expansionary policies
was also facilitated by considerable excess capacity in the economy, particularly
the industrial sector, and by an improvement in the balance of payments.

The main policy difference between the new govemment and the Castelo
Branco regime lay in its diagnosis of inflation. The new finance minister argued
that the sources of inflation had changed from the demand pull type to cost-push
inflation. Most significantly, he made it clear that he would tolerate a more gradual
slowing of inflation in exchange for higher growth rates of real output and
employment.

The most important element in the strategy of the new government was its
monetary policy. Delfim believed that inflation was due in part to the high interest
rates paid by producers. As a consequence, the new govemment expanded the



16 Macroeconomic Crises, Policies, and Growth in Bra:il. 1964-90

money supply at a rate exceeding the rate implied by an income-based monetary
growth rule. This was an attempt to maximize short-run growth rates while pre-
venting liquidity constraints in the private sector. To implement this policy the
govemment created credit through open-market operations, along with govem-
ment control of interest rates.

Price, Wage, and Sectoral Policies under Delfinm

The new regime also made changes in price and wage policies. The Castelo Bran-
co govemment had utilized voluntary mechanisms to control prices, but the Costa
e Silva govemment created a price control agency, the Conselho Interministerial
de Precos (CiP). The change in wage policy was a change in the formula used to
compute wage increases. The actual value of nominal wages during the previous
twelve-month period was replaced by the value that would have prevailed if the
inflation rate had been predicted correctly. Another significant change was the
adoption of a crawling peg exchange rate policy in mid- 1968 (see chapter 8).

The Costa e Silva administration also sought to improve agricultural produc-
tivity through such means as subsidies, minimum price policies and greater mech-
anization and fertilizer use. These policies had limited effects on agriculture, and
may have been more of a subsidy to companies producing agricultural inputs than
they were to farmers.

Macroeconomic Peifirmance during the Milagre

By almost any standard. Brazil's economy performed brilliantly between 1968
and 1973. Real output grew at an average 10.8 percent a year, while percapita GDP
climbed an average 7.9 percent (table A.5). The annual inflation rate was held to
an average of approximately 20 percent, and the public deficit fell from 1.2 per-
cent of GDP in 1968 to 0.2 percent of GDP in 1972. The ratio between net extemal
debt and exports fell from 1.9 in 1968 to 1.5 in 1972, leading policymakers to con-
clude that although net extemal debt had increased in absolute terms, the situation
was under control. High real income growth permitted the real money supply to
increase at an annual average rate of 14 percent without a corresponding increase
in inflation.

On the eve of the first oil shock in late 1973. the Brazilian economy appears
to have been operating at close to full capacity. Led by industrial output, real
growth in 1973 was 14 percent. a level not equaled before or since, while capacity
utilization in manufacturing rose to 90.5 percent. I° Industrial employment rose at
slightly less than 9 percent a year over the 1968-74 period, while industrial output
expanded at an average annual rate of more than II percent. Meaningful estimates
of unemployment for the period do not exist, but the tightness of labor markets in
the early 1970s was reflected by substantial gains in real wages in both industry
and agriculture. lI
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Political Repression, 1968-73

Many Brazilians remember the 1968-73 period not so much for its high rates of
economic growth, but for the increasing political repression under the hard-line
(linha dura) Costa e Silva government in 1967. The repression intensified when
General Emflio G. M6dici assumed the presidency in 1969, following the death of
Costa e Silva as the result of a stroke.

Costa e Silva's election as president in 1967 was the outcome of a bitter strug-
gle within the ranks of the military. Under Costa e Silva, the new linha dura fac-
tion was prepared to take even more drastic action to suppress dissent. In 1968,
Institutional Act Number 5, the notorious "Al-5" was promulgated. It granted the
executive branch extraordinary powers and signaled that the new leadership was
prepared to stay in power for as long as they judged necessary-possibly for many
years.

The reaction of the militant left to the new law included urban guerrilla raids
on banks and police stations and culminated in the kidnapping of the U.S. ambas-
sador in September 1969. There was a swift and brutal response by the military's
security forces, which had become one of the most efficient organizations in Bra-
zil. The major armed opposition leaders were hunted down. News of the killing by
security forces of Carlos Marighela, one of the most prominent guerrilla leaders,
in Sao Paulo was trumpeted by the govemment-controlled press. Organized sur-
veillance, wire-tapping, torture, and the recruitment of a large number of inform-
ers squelched any threat to the power of the executive. Over the next two years
almost all of the guerrillas were either killed, imprisoned, or driven into exile (see
Skidmore 1988). By the early 1970s the military's grip on Brazilian society was
unbreakable. Changes in policy in this repressive environment were far more like-
ly to come from within the govemment than from outside it.

External Shocks and Postponed Adjustment, 1973-82

Brazilian economic policymaking between 1973 and 1982 was an attempt to pro-
long the boom of the immediately preceding years. However attractive as a polit-
ical choice this was in the short run, in the long run it made the burden of adjusting
to the era's external shocks heavier than it would have been had they been dealt
with more promptly.

The First Oil Shock: An Overview

The steep rise in oil prices that began in late 1973 helped to drive Brazil's total
annual import bill from $6.2 billion to $12.2 billion and ended the milagre.'2 Bra-
zil imported about 80 percent of the crude oil consumed domestically. Demand by
then was at a substantial level because the country was large and its domestic mar-
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kets were linked by an expanding road network and a large trucking industry, with
limited rail and waterway development. Oil, in short, was a critical input with ap-
proximately zero short-run elasticity of substitution.

Less than a year after world oil prices began rising, Brazil found itself with a
new government, in March 1974. The new president, General Ernesto Geisel, and
many of the other principal figures in the new government were more allied to the
comparatively moderate Castelo Branco regime of 1964-67 than to their immedi-
ate predecessors. The new government's chief economic policymaker was Fi-
nance Minister Mario H. Simonsen, an economist from the Graduate Economics
School of Rio's Funda,cao Getulio Vargas. Joao Paulo dos Reis Velloso continued
on as planning minister, having succeeded Beltrao in 1969.

Among the objectives of the new government was a controlled political lib-
eralization, undertaken in the hope of winning support for the military rulers in the
local and legislative elections scheduled for November 1974. Despite pressure to
maintain a high rate of growth, the government initially opted for monetary ancl
fiscal restraint in order to slow output growth in the overheated economy.

Only about half of the oil price increase was immediately shifted to consum-
ers, the remainder being absorbed by government subsidies.13 As a result, the
growth rate slowed down in 1974 and 1975 (see appendix table A.5). Neverthe-
less, by world or Latin American standards. product growth still was high. Conse-
quently. aggregate demand remained unbalanced. external borrowing increased,
and Brazil's reserves decreased.

Growth after the ShIock, 1974-79

From 1975 to 1979, operating under the second Plano Nacional de Desenvolvimen-
to, Brazil achieved a 7 percent annual GDP growth rate. Long-term investments in
import substitution of intermediate and capital goods were strongly encouraged, as
was a buildup of reserves in order to diminish the country's vulnerability to balance
of payments problems. Gross private and public formation of fixed capital in 1975
represented 24.4 percent of GDP, a record for the decade (see appendix table A.6).

The Geisel government's decision to pay the import bill by "going for
growth" was influenced in part by the poor government showing in the November
1974 elections, when the opposition Brazilian Democratic Movement (MDB, or
PMDB) won by considerable margins in a number of local elections. Another factor
was the availability of foreign capital. Unlike a number of other oil-importing
countries, Brazil appeared to be well positioned to finance the current account
shock; its exports had grown at a rate of 25 percent a year over the preceding six
years. a rate well in excess of world interest rates at the time. Had these rates con-
tinued, the debt/export ratio would have declined over time and made Brazil's ex-
ternal debt quite manageable. Between 1969 and 1973, Brazil's international
reserves had grown from about $650 million to more than $6 billion, far more than
what was needed to finance likely current account deficits. 14 A further justification
for Brazil's high level of external borrowing appeared to come from world interest
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rates, since real interest rates on dollar-denominated loans to Brazil were negative
during much of the 1970s.

As monetary policy became more accommodative, however, Brazil's infla-
tion rate soared. The world economy was meanwhile experiencing a period of
stagflation, which slowed the growth of Brazilian exports. In addition, an increas-
ing share of the current account deficit was attributable to net interest payments
abroad.

The country's policymakers then tried to slow economic growth, chiefly
through a sharp increase in domestic real interest rates. Investment, measured as a
percentage of GDP. decreased and the yearly rate of growth of outpuL fell to an aver-
age 5.2 percent in 1977-78. The efforts of the policymakers were undercut, more-
over, by an internal supply shock in 1978. A drought in southern Brazil significantly
cut agricultural production, leading to increased imports and further inflation.

External Shocks and the Response of the Fig ueiredo Government, 1979-82

Geisel's successor as president was General Joao Baptista Figueiredo, who had
been head of the National Intelligence Service (SNI). With support from both the
linha dura faction of the Costa e Silva and the Medici governments and from the
liberalizing faction of the Castelo Branco and the Geisel governments, he ap-
peared to bridge a gap that had become increasingly apparent to Brazilians as the
abertura, or political opening proceeded under the Geisel government. Mario H.
Simonsen. who had been Geisel's finance minister. was appointed planning min-
ister, and the functions of this position were expanded to include control of the
budget and of the National Monetary Council.

Soon after the new government took office, foreign real interest rates in-
creased sharply, the world was shaken by a second oil price shock, and the terms
of trade deteriorated rapidly. Simonsen then proposed a set of policies intended to
keep the economy stable in the light of the new external conditions. The principal
ones were an increase in the rate of devaluation of the cruzeiro and curtailment of
the increasingly inefficient system of export subsidies. But the Figueiredo govern-
ment soon showed itself to be politically weaker than its predecessor. Five months
after taking office. Simonsen resigned, in August 1979. He was replaced by
Ant6nio Delfim Netto, the chief economic policymaker of the milagre period. His
appointment brought a burst of euphoria in many quarters, based on the hope that
Delfim could revive the milagre.

Delfim's goal was to maintain a high rate of growth while simultaneously
dealing with the problems posed by high interest rates and a rising inflation rate.
The agricultural and energy sectors were to be encouraged through substantial in-
creases in subsidized credit. Strict controls were put into place to reduce nominal
interest rates, while a number of other prices were freed. Also introduced was a
new wage policy designed to improve income distribution. Low-income people
would be granted wage increases that exceeded the inflation rate, while increases
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for high-income groups would be restricted to a rate below the inflation rate (for
details. see Macedo 1983).

Delfim also promulgated measures to correct Brazil's external imbalances: a
30 percent devaluation of the domestic currency in late 1979, new subsidies for
exports, compulsory deposits on imports. and incentives to borrow abroad. In ad-
dition., he introduced a series of prefixed indexations: a monetary correction of 45
percent yearly, an annual exchange devaluation of 40 percent. annual monetary
expansion of 50 percent. and credit expansion by commercial banks by 50 percent
of their outstanding loans. Delfim's intent in establishing these indexed figures
was to puncture the public's inflationary expectations.15

The only positive short-run result of Delfim's policies was a real GDP increase
of more than 7 percent in 1980. The negative trends in all other macroeconomic
measures persisted. The public's expectations about inflation clearly conflicted
with those implicit in Delfim's exchange rate and monetary growth targets, as
shown by a substantial shift from financial assets to physical assets.

The public's expectations were essentially correct. Inflation in 1980 grew at
an annual rate of 110 percent, the highest in Brazilian history up to that point. And
in the second half of 1980 the international commercial banks suspended the au-
tomatic rollover of Brazil's external debt, forcing a change in course.

Delfim then abandoned prefixation and adopted a policy of restrictive de-
mand management. Brazil's monetary authorities switched from targeting inter-
est rates to targeting the money supply, and the government increased its
reliance on financing its debt through the sale of exchange rate-indexecd treasury
bonds. These found a ready market, since it was evident that the current account
deficits could not be financed by external borrowing alone and that a real depre-
ciation was increasingly likely. As a consequence of these policies, real liquidity
fell and domestic real interest rates increased. Although not formally endorsed
by the TMF, the new policy package was in fact close to the stance it advocated.
Unfortunately, by then it was too late to stabilize the economy except at a high
political cost.

In 1981 the slowdown turned into a recession. For the first time in the post-
World War 11 period. Brazil's GDP growth rate was negative. with industrial output
decreasing by nearly 10 percent. Despite the severity of the recession, however,
inflation continued to be high. The trade balance became positive, but primarily
because of cuts in imports rather than export growth.

Foreign debt indicators were alarming. Between 1980 and 1982, net interest
payments accounted for at least 70 percent of the current account deficit. while the
debt/export ratio jumped from 2.5 to 3.8, as the worldwide recession cut demand
for Brazilian exports. The policies adopted. particularly the increase in domestic
real interest rates, encouraged private firms to borrow further abroad. Public en-
terprises, moreover, were used as vehicles to obtain foreign loans, given the needs
of the central government to service its external debt. and as a result, external bor-
rowing by these entities increased sharply.
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The Collapse of Foreign Lending, 1982-85

By early 1982 Brazil faced a major external payments crisis, with central bank re-
serves having fallen sharply from the levels of the late 1970s (see appendix table
A.3). Export growth ended as recession in Brazil's major trade partners cut de-
mand. The most serious external shock, however, came not through trade, but
through the international financial markets.

The 1982 Debt Crisis and Brazilian Response

In late 1982 the Brazilian economy suffered another blow. The principal cotnmer-
cial lenders suspended new credit and rollovers of expiring credits to Brazil soon
after Mexico stopped making interest payments on its external debt. Although no
single event explains this change, Brazil was viewed as a much riskier borTower
following the Mexican collapse.'6

Although Delfim's austerity measures were similar to those advocated by the
IMF. the Brazilian government resisted turning to the IMF, despite urgings of com-
mercial lenders and the high implicit cost of not doing so.17 The government
seemed to fear that such a move would be used against it in the elections of No-
vember 1983. which were to elect not only a new Congress, but also an electoral
college that in turn would choose Brazil's first civilian president since 1964.

The Figueiredo government won the election by a narrow margin, and shortly
thereafter Brazil initiated negotiations with the IMF. Although adjustment had to
take place. with or without IMF support. the signing of a formal agreement with the
IMF added credibility to the government's new program. Over the next several
years. relations between Brazil and the IMF grew turbulent, as consecutive letters
of intent, waivers, modification of targets, and suspensions followed one after the
other.

Economic Stress and the Political Decline of the Figueir-edo Goveernment, 1983-84

As the recession deepened in 1983. the government sent the first of a series of let-
ters of intent to the IMF. It planned to increase exports by 12 percent and to cut im-
ports by about $2.5 billion. It promised sharp cuts in government spending and
domestic credit as well.

These projections were soon overtaken by events. The trade balance deteriorat-
ed, and the government elected to devalue the cruzeiro by about 30 percent. To soft-
en the effect of devaluation on domestic prices. the government then eliminated the
overindexation of low wages that had begun in 1979. Exports increased by 7 percent
(rather than the projected 12 percent). while imports declined about $4 billion. From
the point of view of Brazil's creditors, the adjustment succeeded: the current account
deficit fell to less than $7 billion, its lowest level since 1977.
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The domestic adjustment to external constraints was more painful, as per capita
income fell another 3 percent in 1983, bringing the overall decline since 1980 to more
than 10 percent. This contraction, unprecedented in the memory of most Brazilians,
sharply eroded support for the Figueiredo government and sped the transition to ci-
vilian rule. From its still dominant position in Congress and in the Electoral College.
the government's Social Democratic party (PDS) began to decline under a series of
blows. President Figueiredo's unenthusiastic support for General Octavio de Me-
deiros as his successor provoked a split within both the military and the PDS. It was
in this environment that Paulo S. Maluf, an ambitious and energetic civilian politician
from Sao Paulo, won less-than-unanimous nomination as the PDS candidate for pres-
ident. With his rise and victory in the PDS convention in August, dissident PDS politi-
cians apprehensive about their electoral future increasingly turned to the opposition.

The Victory of the Opposition Democratic Alliance

Led by Tancredo Neves, the governor of Minas Gerais and a member of the Pop-
ular party (PP), the opposition incorporated the moderate Liberal Front party (PFL),

PDS dissidents, and the opposition PMDB into a coalition called the Democratic Al-
liance. 18 Tancredo shrewdly chose Jose Sarney. a one-time PDS leader as his vice-
presidential running mate. Although the opposition had failed to persuade the re-
gime to hold direct elections in 1984, an outpouring of popular support for diretas
ja (direct elections now) and the economic stress of the preceding years convinced
many that Tancredo was bound to win.

Despite the government's political decline, a modest economic recovery had
begun. Exports rose sharply in early 1984, owing to a real depreciation of the
cruzeiro and buoyant US demand, and the current account was helped by a fall in
petroleum prices. For the first time since the 1964-67 stabilization Brazil showed
a current account surplus. Industrial production began to recover, and the post-
1980 decline in per capita income was reversed.

All this came too late to have much effect on the election, however. On Janu-
ary 15, 1985, Tancredo was elected by a vote of 480 to 180 in the electoral college,
amid popular euphoria at the return of civilian rule to Brazil.

But when Tancredo was hospitalized on March 15 for an acute internal infec-
tion, the euphoria turned to gloom. Sarney was sworn in as acting president, and
for a month the govemment functioned almost in parliamentary fashion, with Sar-
ney holding extensive consultations with congressional leaders. Tancredo died on
April 21. and Sarney then became president in name as well as fact.

Stabilization Attempts and Failures after 1985

For the first time in some twenty years, Brazil had a government headed by a ci-
vilian. even if not a popularly elected one. Despite the sense of loss felt by much
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of the population at Tancredo's death, Sarney entered office with widespread pop-
ular support. Expectations of change were high, even though Samey had inherited
a coalition that had little intemal cohesion.

Economic Policy in the Early Sarney Government

The economic policy team that Sarney inherited from Tancredo reflected the late
president's efforts to draw from the wide spectrum of groups in the Democratic
Alliance. The finance minister was Francisco Dornelles, a widely respected
former Finance Ministry official with a conservative but pragmatic approach to
economic policy. The planning minister was Joao Sayad, an economist from the
University of Sao Paulo. identified by many as a '"Keynesian" or "progressive,"
with strong ties to the PMDB. The new president of the Banco Central, Ant6nio
Carlos Lemgruber, was a prominent monetarist.

Differences in philosophy among the cabinet members soon emerged. Dor-
nelles and Lemgruber resigned after disagreeing with Sayad and others over
growth and external debt policies. Dornelles was replaced by Dilson Funaro, a Sao
Paulo executive with close ties to the PMDB. Lemgruber was succeeded by Fernao
Bracher, a Sao Paulo banker. Both Funaro and Bracher advocated a more relaxed
monetary policy and a return to high rates of growth despite the risk of higher in-
flation.

Despite the government's poor financial condition, the Sarney administration
chose to increase expenditures. and rising internal demand became another source
of inflationary pressure. Although the 1985 trade balance showed a substantial
surplus, there was a net deterioration of the capital account owing to a decrease in
foreign loans-prompted by the lack of IMF support for Brazil's economic poli-
cy-and an increase in amortization payments. When Funaro called for a renego-
tiation of Brazil's debt, foreign investors grew even more skittish.

By late 1985 there was ample evidence of a strong recovery in demand as in-
dustrial output neared capacity. But the threat of an inflationary explosion loomed.
The consumer price index in Rio rose about 9 percent a month in September and
October, accelerated to 12 percent in November, and jumped to almost 16 percent
in December. The annual rate of inflation was nearing 500 percent.

The Plano Cru:ado: Initial Success

On February 28, 1986, the Sarney administration adopted a stabilization plan that
had been developed in the preceding months by Funaro. Sayad, and a small circle
of academic advisers. The Cruzado Plan, as it was commonly called, highlighted
the difficulties of achieving stabilization in an economy like that of Brazil. Faced
with an accelerating inflation rate and convinced that the inflation would repro-
duce itself through Brazil's highly indexed economy, President Sarney's advisers
convinced him that a radically different method of stabilizing prices was in order.
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Their approach, inspired in part by a growing Brazilian and international literature
on "inertial inflation" and observation of Argentina's Austral Plan, was billed as a
"heterodox" approach, quite unlike the "orthodox" stabilization programs favored
by the IMF.

The major elements of the plan were (I) a freeze on wages, accompanied by
a "bonus" of a one-time 8 percent increase: (2) a general freeze of retail prices and
rent and mortgage payments; (3) prohibition of indexation in new contracts of less
than a year's duration: (4) a gatilho (trigger), which would allow wage increases
whenever the accumulated rise in the Consumer Price Index reached 20 percent:
and (5) the replacement of the cruzeiro with a new currency. the cruzado. worth
1,000 cruzeiros.

Although some labor leaders were suspicious of the plan, it was in reality an
incomes policy with a strong bias in favor of labor. The Brazilian public and econ-
omists and business leaders initially greeted it with great enthusiasm. Thousands
of housewives volunteered to serve as fiscais do Sarne v (Sarney's price control-
lers) to enforce the freeze in supermarkets and other retail establishments. This fa-
vorable reaction appeared to be fully justified in the first few months of the plan.
the basic aim of which was to eliminate "inertial" inflationary expectations. As
measured by the general price index, prices actually declined in March and April
and rose less than I percent in May and June.1 9 Industrial production rose rapidly,
with the production of consumer durables rising at an annual rate of about 30 per-
cent. As the population began to accept the novelty of stable prices, the demand
for money rose rapidly, as had been predicted by economists familiar with Argen-
tina's earlier experience.

The Unraveling of lhe CIruzado Plan?

Proponents of the "heterodox" program emphasized the inertial nature of inflation
in a highly indexed economy. In their view, the money supply was a variable de-
termined within the system. and not subject to direct control by policymakers.
This was the result of the unwillingness of monetary authorities to let real interest
rates rise to the levels implied by a sharp monetary contraction.2 0 Hence, the cen-
terpiece of a successful stabilization program had to be a credible policy change
that reduced inflationary expectations. A price freeze might have been useful, pro-
vided other policies were consistent with it, but most economists who advocated
a heterodox shock did not view a freeze as more than a temporary aid in the ma-
nipulation of price expectations.

By June 1986 it was apparent that price controls, despite their popularity,
were beginning to have undesired allocational effects as sectors that had belatedly
made price adjustments were caught by the freeze. Among these sectors were the
state-owned public utilities, the automobile industry, and certain agricultural op-
erations, including those of meat and dairy producers. With the sharp rise in de-
mand resulting from the real wage increase, the frozen prices resulted in shortages,
rationing by suppliers, queues, and bribes. The government's attempts to enforce
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the controls were often clumsy failures-as was the case when the federal police
tried to find cattle being withheld from the market by "speculative" farmers. To
cope with the supply-side problems, the government decided to increase imports.
Although this move temporarily increased supply without raising prices, it upset
the trade balance and caused a decline in Brazil's intemational reserves.

By mid- 1986 it was clear to many in government that price controls could not
be maintained without modification. The architects of the Cruzado Plan had not
intended it to be simply a price control program, and they assumed that fiscal def-
icits would have to be eliminated if the plan were to enjoy long-term economic
success. By this time, however, Samey and Funaro were prisoners of their own
short-term political success. With elections for state governors and for Brazil's
new Constituent Assembly scheduled for November 15. Sarney resisted sugges-
tions for revising the rules.

The failure of the Cruzado Plan became clear to the public several weeks after
the government coalition swept the November elections, winning all but one of the
twenty-three state governorships. Under the government's new rules (promptly
baptized Cruzado 11), the prices of public utility services went up 30 percent, the
price of fuels rose about 60 percent, automobile prices jumped 80 percent, and the
prices of dairy products, cigarettes, and alcoholic beverages doubled. The crawl-
ing peg was restored and the financial contracts were once again permitted to be
adjusted for inflation, this time by linking the "monetary correction" to the returns
on Central Bank bills. The Brazilian economy had, in effect, returned to the sys-
tem of indexation that the Cruzado Plan had tried to end.

As the general price level rose in December 1986 and January 1987, the wage
trigger was activated. Monthly nominal adjustments in prices were reintroduced.
This state of affairs lasted only briefly. Use of the trigger mechanism to adjust
wages was curtailed, and nominal adjustments became bimonthly. There was little
improvement in the trade balance despite the return to the crawling peg.

The inflation rate accelerated again, reaching nearly 20 percent for the month
of April alone. Funaro resigned. A year and a half after the imposition of the
Cruzado Plan, Brazil was experiencing inflation at an annual rate of close to 1,000
percent.

With Brazil's rapid economic deterioration in the second half of 1986, its
foreign exchange reserves dwindled and in February 1987 the government sus-
pended payments of interest to foreign creditors, in effect declaring a unilateral
moratorium. The government said the action was designed to relieve the pres-
sure on Brazil's foreign exchange reserves and to clear the way for renegotiation
of the debt. The real purpose may have been a miscalculated attempt to rally
popular support.

Another- Stabilizationi Attemrpt: Thle Bresset- Plani of 1987

Funaro's successor was Luiz Carlos Bresser Pereira. a widely known economist
who had served as president of the state bank of Sao Paulo. Bresser was promi-
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nently identified with the PMDB and with the structuralist school of thought about
inflation (see chapter 6).

Bresser announced the government would aim for a growth rate of 3.5 per-
cent, well below that promised by his predecessor, and demonstrated a willingness
to resume talks with the IM. In May he permitted a 7.5 percent depreciation of the
cruzado. These moves were not welcomed by the more radical factions in the gov-
erning coalition.

In June a new stabilization program (the Plano Bresser) was announced. Giv-
en the history of the Cruzado Plan, the new plan contained no promises of zero
inflation and did not propose any general de-indexation of the economy. The nom-
inal exchange rate was not fixed, as had been done under the Cruzado Plan, and
was in fact devalued 9.5 percent.

In other respects, however, the Bresser Plan was like the Cruzado Plan. Wages
and salaries were frozen for a maximum of three months, as were prices, but only
after the prices of many items-including electric and telephone services, steel, fuel,
bread, and milk-were allowed to rise. The government created a new index unit (to
be adjusted on the basis of inflation for the preceding three months), allowed real in-
terest rates to increase, and announced its intention to reduce the public sector deficit
to approximately 3.5 percent of GDP. The Banco Central was barred from financing
Treasury deficits, and all government expenditures were to be budgeted.

Inflation fell significantly at the start of the Bresser plan-from more than 25
percent in June to less than 5 percent in July and August. But when the three-
month wage freeze ended in September, labor began pushing to get wage increases
lost in June. According to one analysis, these additional wage increases would
have been sufficient to raise the inflation rate to what it was before the Bresser Plan
went into effect (see Modiano 1987). Bresser's attempt to resist a generalized
wage increase was frustrated by Sarney, who authorized wage increases for public
employees. This action put upward pressure on private sector wages and eliminat-
ed the prospect of reducing the public sector deficit. In December, with the month-
ly inflation rate approaching 15 percent, Bresser resigned.

Economic Policy at the End of the Sarnttey Period, 1988-90

The next finance minister was Mailson da N6brega, a career Finance Ministry of-
ficial whose announced goals were much more modest than those of his predeces-
sors: stabilization of the inflation rate at about 15 percent per month and a gradual
reduction of the public sector deficit to about 7 percent of GDP. His plain but real-
istic approach soon gained his plan the nickname feijto com arroz (beans and
rice), the staples of the Brazilian diet.

One of N6brega's first acts was to negotiate an end to the suspension of inter-
est payments to foreign commercial banks. By then Brazil's unpaid interest on its
debt exceeded $4 billion. An accord was finally reached in June 1988, but most of
the "new money" obtained by Brazil's return to regular debt negotiations went to
pay the arrears. Although the new policies initially appeared to be succeeding, the
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inflation rate hit a new monthly record of 24 percent in July 1988 as a number of
administered prices were readjusted. After a slight fall in August (because the
government delayed a number of price increases) inflation accelerated again.

The most significant political event of 1988 was the promulgation of a new
constitution following many months of debate by the Constituent Assembly. The
document transferred many economic policymaking functions from the executive
to the Congress, in keeping with the stated aims of those who had led Brazil back
to civilian rule. But the new constitution's guarantee of continued employment to
govemment employees with five or more years of service imposed a significant
obstacle on reducing the size of the public sector. Equally significant was the
clause that transferred sizable portions of the federal govemment's revenues to
states and municipalities without a commensurate decentralization of functions.

In November 1988 an unprecedented "social pact" was signed by govem-
ment. business, and labor leaders. Among its provisions were agreements to limit
increases in both public and private sector prices in late 1988 and early 1989.21 By
December, however, it was clear the pact would bear little fruit. The inflation rate
that month was nearly 29 percent.

On January 14, 1989. the Samey govemment tried again. This plan, baptized
the Piano Verao (Summer Plan), combined orthodox measures with heterodox el-
ements of earlier plans. On the orthodox side were increases in real interest rates,
which were intended to stem speculation, and cuts in public spending. On the het-
erodox side, the plan moved to de-index the economy. A new currency unit, the
new cruzado. was created, equivalent to 1,000 of the cruzados created three years
before. Prices were to be frozen for an indefinite period, although the govemment
once again raised various administered prices just before the plan's unveiling. An
exchange rate making the new cruzado equal to the U.S. dollar was also
announced.

Once more, results in the first few months were encouraging, with monthly
inflation falling to less than 4 percent in February. But in March the rate increased
to 6 percent. and it continued to rise. The exchange rate could not hold at 1.00 and
after April was allowed to depreciate. By mid-1989 inflation was back to pre-
Verao levels of about 30 percent a month.

Meanwhile, potential successors to Samey had been jockeying for position in
the fall election, and in the first phase of the election process in mid- 1989 the field
was narrowed to two candidates. One of them was Luiz Ignacio Lula da Silva, or
"Lula," leader of the Workers' party and one of Brazil's most powerful and popu-
lar labor leaders. The other was Fernando Collor de Mello. the young and charis-
matic former govemor of the northeastem state of Alagoas. Despite the relative
unimportance of his state in Brazilian politics, Collor had attracted national atten-
tion and a favorable press with his campaign against nat-ajds (Maharajahs)-
public servants paid many times what the average Brazilian eamed.

Although Collor presented no coherent program of reform during his cam-
paign, voter frustration with the outgoing Sarney administration and its image of
laxity and profligacy on the one hand, and preoccupation with the allegedly radical
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positions of Lula and his supporters on the other gave victory in the November
runoff election to Collor. He inherited an economy in disarray, with inflation rising
to a hitherto unimaginable monthly rate of 80 percent.

Stabilization Attempts in the Earlv Collor Government

A day after his inauguration on March 15, 1990, Collor announced a new stabili-
zation package, promptly dubbed the Collor Plan. In the period preceding his in-
auguration there had been much speculation about the economic policies of the
new president and his chief economic adviser, Zelia Cardoso de Mello (no relation
to the new president), who had been an economic history professor in Sao Paulo
before becoming involved early in the Collor campaign. As part of his program to
simplify and streamline the federal administration. Collor appointed her to the
combined position of minister of finance and minister of planning.

The March stabilization plan was a shock to most of the population, despite
the general recognition that drastic changes were in order. Since an increasing
share of government expenditures consisted of payments on the internal debt,
which had snowballed in the preceding years. Collor's immediate aim was to re-
duce this pressure on the budget. The means chosen were drastic. About 70 per-
cent of the economy's financial assets were frozen for eighteen months. This step
led to a sudden drop in liquidity that, it was hoped, would break the inflationary
cycle.

The government's new strategy provoked much discussion, both among
economists and the general public. Press accounts highlighted cases in which the
freeze had caused severe individual hardships.2 2 Jurists argued over the legality of
the measures, which were interpreted by some as the confiscation of private prop-
erty. Yet. despite the shock that the monetary contraction produced, initial public
reaction was supportive, possibly because widespread fear of imminent hyperin-
flation in the preceding months had convinced many that there were no other
alternatives.

The immediate effects of the plan, which also included a sharp fiscal tighten-
ing at the federal level, were favorable. Inflation dropped from more than 80 per-
cent a month in March to less than 10 percent in May and June. A number of
exceptions to the controls, however, permitted the monetary base to increase more
in subsequent months than had been announced when the plan was decreed. Crit-
ics argued that the plan confused stocks with flows. A cut in the stock of liquid
assets, in their view, would produce only a temporary drop in prices. Over the long
run, they said, the rate of growth of the stock (determined primarily by the rate of
monetization of the fiscal deficit) would determine the rate of inflation. Pastore
( 1990) argued that even if monetary authorities could control either the monetary
base or money defined narrowly as Ml, the almost perfectly liquid government
debt would undermine the stabilization attempt.23

Economic performance in the subsequent months of 1990 suggested that the
critics were right. Prices began to increase once again in late 1990. By February
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1991 the inflation rate was more than 20 percent a month, far below the rate during
the Sarney era. but far too high in a nation whose people had seen most of their
financial assets sequestered. In late January 1991 a second policy package (Collor
11) was announced. In addition to new price and wage controls, its major elements
consisted of a major increase in a number of administered prices and the institu-
tion of a "reference interest rate," which was to have many of the functions for-
merly served by indexation.24

The immediate effect once again was a temporary fall in the rate of inflation.
Public support for Collor 11 was muted, and discontent with the consequences of
Collor I continued. On May 8, 1991, the president accepted the resignation of his
economic and finance minister and replaced her with career diplomat Marcflio
Marques Moreira, who soon made it clear that there would be no further stabiliza-
tion plans during his tenure.

In contrast to the failure of its stabilization attempts, the Collor government
had some success with structural economic reforms. Brazilian trade policy, which
had been relatively protectionist, became much more outward-oriented, and tariffs
and many nontariff barriers to trade were substantially reduced. Tariff reforms an-
nounced in early 1991 reduced average tariffs to about 32 percent, with the average
projected to fall to about half that level by the end of 1994, making the Brazilian
economy more open to trade than it has been for several decades.2 5 Of equal im-
portance were the Collor government's attempts to privatize a number of state en-
terprises. Despite significant populist opposition, the privatization of a number of
state enterprises (among them the large steel company USMINAS) during the Collor
government marked a sharp change from the policies of earlier governments.

The Fall of the Collor Government

Collor's meteoric rise in postauthoritarian Brazilian politics rested in large part on
his image as an energetic crusader against corruption. Among his supporters-35
million in the presidential election-initial surprise turned to outrage in mid-1992
as denunciations in the press and a subsequent congressional investigation re-
vealed the Collor government to be mired in corruption. At the center of the scan-
dal was Paulo Cesar Farias, or PC, the treasurer of the Collor campaign and owner
of several "consulting" firms. The success of PC in setting up one of the largest in-
fluence-peddling schemes in Latin American history netted him millions of dol-
lars and ended by driving Collor from the presidency.

The system PC set up worked quite simply. It rested on the perception, care-
fully cultivated by PC himself, that he was so close to Collor and his ministers that
special favors could be obtained through him. Although hardly an innovation in
Brazilian political history, the scale of the operation shocked Brazilians. Corpora-
tions and various parties interested in federal contracts, inside information, or oth-
er favors paid large sums-conservatively estimated by congressional
investigators to total more than $50 million-to PC's two small consulting firms
for alleged advice on "tax matters" or other issues. In reality the firms, which had
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no staff competent to provide such services, were simply conduits for payments to
PC, who passed most of it on to Collor, his family, and associates.

Despite some earlier hints. the system was only revealed in May 1992. when
the president's disaffected brother, Pedro Collor de Mello, denounced the scheme
in the weekly news magazine Veja. In the next three months congressional investi-
gations prompted by his charges turned up more than 40,000 checks from PC to var-
ious accounts benefiting Collor or his close associates and family. Payments by PC

were made for such purposes as million-dollar landscaping at Collor's private res-
idence, a car and chauffeur for Collor's children, fine clothing for his wife, and doz-
ens of servants for his residence. Other payments were made to benefit some of
Collor's cabinet members, including Economy Minister Zelia Cardoso de Mello.

In the ensuing months Brazil's political system focused almost exclusively on
the growing revelations of corruption. Collor and his supporters attempted to rally
support within the House of Deputies, which under the constitution votes on any
impeachment motion made against the president. In the face of the mounting evi-
dence against Collor, much of the government's strategy centered on securing
votes in return for promises of federal spending of interest to the particular deputy.
The pro-Collor forces also argued that he was not aware of the millions of dollars
being spent in his benefit by PC and attempted to portray the impeachment pro-
ceedings as a political vendetta by the left against a conservative president who
had championed privatization. trade liberalization, and fiscal reform.

The majority of the Brazilian Chamber of Deputies was not convinced. On
September 29, 1992, by a vote of 441 in favor of impeachment to 38 against, with
one abstention, Collor was removed from office to await trial by Brazil's Senate
in late December. Among the many deputies voting in favor of impeachment were
a number of conservatives who had given full support to Collor's programs.

Itamar Franco. Collor's vice-president, became acting president on October
2. He accepted the resignations of Collor's cabinet and appointed his own minis-
ters, many of them from his home state of Minas Gerais. As finance minister, he
named Gustavo Krause. a former senator from Pernambuco, and as planning min-
ister, fellow mineiro Paulo Haddad, an economist. On December 29, shortly be-
fore the Senate was to begin his trial, Collor resigned and Franco assumed full
powers. When Franco took office. inflation was more than 20 percent a month and
Brazil's underlying fiscal problems had not been effectively tackled. Nevertheless,
many Brazilians were optimistic, as they had shown clearly that even the highest
officials were accountable to them. They had successfully removed a president
from office by constitutional means for the first time in modern Latin American
history.



Chapter Three

Special Features of the Brazilian
Economy: Population, Education,

and Income Distribution

Brazil's economic experience in the more than quarter century since 1964 was
shaped by characteristics that distinguish it from many other countries. In contrast
to countries of the Southern Cone like Argentina, Uruguay, and Chile, Brazil had
a rapidly growing population during this period and thus felt added pressure to
maintain employment growth. Unlike a number of the Asian economies, Brazil
found that higher rates of urbanization and labor force growth provided a powerful
argument for ambitious and populist-oriented growth policies.

Brazil also had an economically less homogeneous society than many other
developing countries. There were profound disparities in per capita income levels,
particularly between the impoverished Northeast and the more developed South-
east and South. Indeed, income distribution in Brazil was more unequal than in
most of the rest of the world. This inequality grew worse after 1964, and there is
evidence that it may have increased further in the 1980s. Like Brazil's demograph-
ic background, its skewed income distribution provided fertile ground for populist
solutions to economic problems. It is unlikely that Brazilian economic populism,
which appeared in the 1930s and became increasingly important in subsequent de-
cades, would have flourished in a more egalitarian society.

Postwar Brazilian Demographics

In 1990 Brazil had a population of about 150 million, which made it the world's
sixth largest nation and by far the largest in Latin America. More important from
an economic point of view, however, was the rate of population growth and the

3'
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Table 3.1 Population, Labor Force, and Growth Rates,
in Census Years, 1920-90

Iterm 1920 1940 1950 1960 1970 1980 1990
Total popula-
tion (millions) 30.6 41.2 51.9 70.2 93.1 119.1 150.4
Labor force
(millions) n.a. 14.8 17.1 22.8 29.6 43.8 63.6
Labor force/
population
(percent) - 35.8 33.0 32.4 31.7 36.8 42.2
Annual popula-
tion growth
rate (percent) 1.5 2.9 3.1 2.9 2.5 2.4
Annual labor
force growth
rate (percent) - - 1.5 2.9 2.7 4.0 3.8

Source: Population and labor force from Instituto Brasileiro de Geografia e Estatistica (IBGE).
Anudrio Estatistico do Brasil (annual). Population and labor force in 1990 estimated from IBGE pro-
jections and 1988 labor force data.

resulting demographic structure. The total population and labor force in census
years after 1940 are shown in table 3.1.

Between 1960 and 1980 the Brazilian population grew at an annual average
rate of more than 2.5 percent and then slowed to about 2.2 percent in the 1980-90
period.' Table 3.2 shows Brazil's growth rates alongside those of several Latin

Table 3.2 Annual Population Growth Rates, Selected Countries, 1965-80
and 1980-89
(percent)

(Country 1965-80 1980-89
Argentina 1.6 1.4
Brazil 2.4 2.2
Chile 1.7 1.7
Colombia 2.5 2.0
Italy 0.5 0.2
Mexico 3.1 2.1
Peru 2.8 2.3
Portugal 0.4 0.6
Spain 1.0 0.4
United States 1.0 1.0
Uruguay 0.4 0.6
Venezuela 3.5 2.8

Source. World Bank. World Development Report (199 1t.
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American and culturally related developed economies. Of the major Latin Amer-
ican countries, only Mexico, Peru, and Venezuela grew more rapidly.

In the 1965-80 period, however, Brazil entered into the second stage of the
demographic transition from high birth and low death rates to significantly lower
birth rates. The Brazilian crude death rate of 11 per thousand in 1965 was compa-
rable with that of most of the developed countries. The crude birth rate per thou-
sand in 1965 was 39, roughly double that of the developed countries and
comparable with that of many other developing countries. By 1988 the crude birth
rate had fallen to 28 per thousand. While still high by comparison with the high
income countries, this decline was largely responsible for the subsequent slowing
of the population growth rate.

Because of the fifteen- to twenty-year time lag between the fall in births and
a corresponding fall in the number of new entrants into the labor force, Brazil's
high rates of population growth in the earlier part of the 1965-90 period kept pres-
sure on labor markets throughout most of the period. The median age of the pop-
ulation was only slightly higher in 1980 than it was in 1940 (table 3.3).

According to the definition of the economically active population offered by
the Instituto Brasileiro de Geografia e Estatistica (IBGE), this group grew at an an-
nual average rate of 4.0 percent between 1970 and 1980, which exceeded the rate

Table 3.3 Age Structure of Brazilian Population, 194040
(percent)

1940 1950 1960 1970 1980
Age group Frequeney Cumulative Frequencv Frequency Frequency Frequency Cumulative
0-4 15.6 15.6 16.1 16.0 14.8 13.8 13.8

5-9 14.0 29.6 13.5 14.5 14.4 12.4 26.2

10-14 12.9 42.5 12.1 12.2 12.7 12.0 38.2

15-19 10.8 53.3 10.6 10.2 11.0 11.4 49.6

20-24 9.3 62.6 9.6 8.9 8.9 9.7 59.3

25-29 8.1 70.7 8.0 7.5 7.0 7.9 67.2

30-34 6.3 77.0 6.2 6.4 6.1 6.5 73.7

35-39 5.6 82.6 5.9 5.6 5.5 5.3 79.0

40-44 4.7 87.3 4.6 4.6 4.9 4.8 83.8

45-49 3.6 90.9 3.8 3.9 3.8 3.9 87.7

50-54 3.0 93.9 3.0 3.1 3.2 3.5 91.2

55-59 1.9 95.8 2.1 2.3 2.5 2.6 93.8

60-64 1.7 97.5 1.8 2.0 1.9 2.1 95.9

65-69 0.9 98.4 1.0 1.1 1.3 1.7 97.6

70-74 0.7 99.1 0.7 0.8 0.9 1.1 98.7

75-79 0.4 99.5 0.4 0.4 0.4 0.7 99.4

80+ 0.4 99.9 0.4 0.4 0.5 0.5 99.9

Unknown 0.1 100.0 0.2 0.1 0.2 0.1 100.0

Source: [BGE, Anmdrio Esratistico do Brasil (1986).
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in any preceding decade and was greater than the growth rate of the population it-
self. The estimated growth rate of the labor force in the 1980s (3.8 percent) also
far outstripped population growth. Despite the long-run supply-side benefits of a
large labor force in relation to the population, the immediate effect of the sharp
increase in the 1970s was to heighten the pressure to maintain a high level of em-
ployment growth. Since economic policies that slow employment growth fall
most heavily on new entrants and younger members of the labor force, the politi-
cal pressures arising from Brazil's recent demographic experience are intense.

The Education of the Brazilian Population

Although it has received little attention in discussions of economic policy. Brazil's
large population of young people and the quality of their education have had pro-
found implications for Brazilian politics. When the country retumed to democracy
in the mid- 1980s, half of its body politic was under twenty years of age. Yet ex-
penditures on education in Brazil, either as a percentage of govemment expendi-
tures or of GDgP appear to be considerably smaller than in a number of other Latin
American countries.2 Moreover, Brazilian educational policy in the 1960s and
1970s emphasized university training, often at the expense of investment in pri-
mary and secondary education.

This bias is part of the larger pattem of income distribution in Brazilian soci-
ety, which has favored elites, as discussed later in the chapter. The emphasis on
the most advanced part of the educational system is costly for society as a whole.
Brazilian university students have traditionally received free tuition, despite the
fact that many of them only enter university after taking good but expensive pre-
paratory courses that prepare them to pass college entrance examinations. Govem-
ment expenditure per university student is many times the expenditure per student
at the primary and secondary level.

The results of the low level of investment in education, particularly at the pri-
mary level, are apparent in tables 3.4 and 3.5. In 1988 more than 60 percent of the
population over ten years of age had fewer than five years of schooling. and almost
20 percent of the over-ten population had less than a year of school. Brazil's low
levels of education at all levels-particularly secondary and college-in intema-
tional terms are shown in table 3.5.

Urbanization and Political Pressures on Policymakers

Brazilian politics in the 1980s were affected not only by the relative youth and low
educational level of the population, but also by urbanization. In contrast to their
rural counterparts, the residents of Brazil's urban areas are more visible politically,
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Table 3.4 Education of Population over Ten Years of Age, 1988

Age Population (thousands) Percent Cumulative percent

Less than one year 20,458 21.2 21.2

1-3 years 14,639 15.2 36.4

4-6 years 27,152 28.2 64.6

6-8 years 8,581 8.9 73.5

more than 8 years 25,605 26.5 100.0

Total 96,435

Note: Total excludes respondents of undeclared or indeiermined status.

Source: IBGE, Anudrio Esrat'stico do Brasil ( 1990).

are under the sway of mass communications, are more affected by inflation, and
are more dependent on the smooth functioning of society. Increasing urbanization

has therefore created more intense political pressure, which can tum against poli-

cymakers who ignore it. When the political system became more open in 1974, the

pressure was increasingly evident in Brazilian voting pattems.

Despite the manipulation of election rules in the 1978 elections, the govern-

ment party ARENA received majorities nationwide only in cities of fewer than

100,000 inhabitants, and in the South and Southeast only in cities of fewer than

5,0000.
3

In the 1982 election the government imposed a series of tied-balloting

rules designed to reduce the prospects of opposition success. The 1978 pattern was

nevertheless repeated when those states with the most urbanized populations vot-

ed against the PDS, the party that had succeeded ARENA as the government party.

Splits in the left-of-center parties in the 1985 municipal elections permitted some

success for conservative candidates, but the general pattern of a more radical (in-

cluding social democrats and communists) urban vote continued. Left-of-center

candidates won in all major cities except Sao Paulo.
4

Table 3.5 Proportion of Age Group Enrolled, Selected Countries, 1987

Country Primary Secondary Higher

Argentina 110 74 39

Brazil 103 39 11

Chile 103 70 18

Italy 95 75 24

Japan 102 96 28

Mexico 118 53 16

Republic of Korea 101 88 36

United States 100 96 28

Note: US entries are for years other than 1987, usually within two years of 1987. Entries greater

than ioo percent for primary enrollment in some countries is due to enrollment of students older

or younger than the primary school age group, as defined by the respective country.

Source: World Bank, World Development Report (I 990).
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The urbanization that led to these outcomes had been taking place for de-
cades. As Brazilian industrialization advanced in the postwar period, an increas-
ing number of Brazilians moved to the cities, particularly from the Northeast to
the Southeast and South. Trade policies, which implicitly discriminated against
agriculture in favor of industry, may have reinforced the trend. The increasing
concentration of the population in these areas is shown in table 3.6. The percent-
age of the population defined as urban increased in all regions in each decade be-
tween 1950 and 1980, with the highest proportion in the Southeast.

In the Instituto Brasileiro de Geografia e Estatistica data the term "urban" re-
fers to all residents of census districts in municipalities defined to be urban. This
includes cities, smaller towns, and separate urban areas and excludes residents
outside these legally defined areas. Since "urban" simply refers to legally defined
areas, usually those of a certain size (for example 20,000 inhabitants in some clas-
sifications), natural population growth will result in increasing urbanization, even
without a single individual migrating from a rural to an urban area.

Another consequence of urbanization was the concentration of infrastructure
investment in urban areas during much of the 1970s and 1980s, with a lower pri-
ority given to investments in the countryside. As urban-oriented political groups
became stronger. the pressures for this pattern of expenditure intensified.

Regional Disparities

More so than in many countries, people in Brazil think in regional terms. They
usually identify themselves by their state or region of birth-for example, as nor-
destinos (Northeasterners), or paulistas (from Sao Paulo), or mineiros (from Mi-
nas Gerais). Brazilian politics has long reflected this regionalism, and successive
governments have had to engage in delicate political balancing among important
states and regions.5 Despite Brazil's remarkable ability to retain one political sys-

Table 3.6 Urban Population by Region, 1950-0
(thousands)

19550 /960 /970 /980

Region Numnber Percent Nurtiber Percent Nuendr Percetnt Numbere Percent

North 580.9 31.5 957.7 37.4 1,626.6 45.1 3,037.2 51.6

North-east 4.744.8 26.4 7,516.5 33.9 11,753.0 41.8 17,586.8 50.5

South-east 10.720-7 47.5 17.460.9 57.) 2,8964.6 72.7 42,840.1 82.3

South 2.313.0 29.5 4360.7 37.1 7.303.4 44.3 I t.877.8 62.4

Central-
West 423.5 30.0 1,007.2 43.4 2.437.4 48.0 5,114.6 67.8

Total
urban 18,782.9 36.2 31,303.0 44.7 52,085.0 55.9 80.436.4 67.6

Source: IBGE, Anuario Estattsti o do Brasil (1986).
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Table 3.7 Relative Per Capita Income by Region, Selected Years, 1949-80

Region 1949 1959 1970-A 1970-B 1980

North 0.48 0.56 0.55 0.56 0.63
Northeast 0.40 0.45 0.39 0.39 0.41
Southeast 1.55 1.49 1.53 1.53 1.44
South 1.01 0.98 0.97 0.94 1.06
Central-West 0.52 0.57 0.66 0.71 0.87
Brazil 1.00 1.00 1.00 1.00 1.00

Source. Data for 1949-70-A are from Conjuntura Economica (1977) and IRGE, Anuario Estatis-
tio do Brasil (1986); data for 1970-B and 1980 are from Anudrio Estaistico do Brasil.

tem in these circumstances, regional disparities have often had a strong impact on
economic policy.

In the postwar period, the greatest disparity has been between the poor Nor-
deste and the more affluent, urban, and industrial Sul and Sudeste regions. The ev-
idence indicates that the gap between these regions has not changed much, despite
many years of programs that were supposed to reduce it. Table 3.7 shows the per
capita income of the five regions in relation to the per capita income for Brazil as
a whole.6

The most striking feature of table 3.7 is the persistence of disparities in region-
al per capita income over the post-World War II period despite the frequently rapid
growth of the Brazilian economy. Per capita income in the Northeast remained at
about 40 percent of the national level over the whole period, whereas in the South-
east (which includes the industrial states of Sao Paulo, Minas Gerais, and Rio de
Janeiro) it was almost 50 percent above the national average. Only in the regions
of more recent development, especially in the states of Mato Grosso and Goias in
the Center-West region and in the Amazon Basin in the North region has there been
evidence of a narrowing of these regional per capita income disparities.

These indicators of economic disparities among the regions are corroborated
by a number of socioeconomic measures. Table 3.8 presents estimates of life ex-
pectancy at birth in six states or groups of states between 1950 and 1980. As re-
cently as 1980, life expectancy in the Northeastern states was more than ten years
below that of the other regions. Indeed, life expectancy in those states in 1980 was
close to the life expectancy in such countries as Bangladesh. Bolivia, Haiti, and
Tanzania.7 Fertility rates have also varied significantly by region (table 3.9). Since
higher fertility rates raise the dependency ratio, some of the income disparities
among regions may be explained by this demographic difference.

Conventional economic theory suggests that such substantial disparities in
per capita income are reduced or even eliminated if there is a sufficiently high de-
gree of labor mobility among regions. Labor mobility in the postwar period ap-
pears to have been substantial, but apparently not substantial enough to reduce the
regional disparities noted above. Table 3.10 shows internal migration among the
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Table 3.8 Life Expectancy at Birth by Region, Selected Years, 1950-80

Region 1950 /960 /970 /980

Rio de Janeiro 50.91 59.19 57.29 63.23
Sao Paulo 49.92 59.11 58.45 63.55
Minas Gerais and Espfrito
Santo 47.10 53.29 54.78 62.20
Parana, Santa Catarina, and
Rio Grande do Sul 53.33 60.34 60.26 66.98
Maranhao, Piauf. Ceara. Rio
Grande do Norte, Paraiba,
Pemambuco. Alagoas, Ser-
gipe and Bahia 38.69 43.51 44.38 51.57
Rond6nia, Acre. Amazonas,
Roraima, Para. Amapa, Mato
Grosso, Mato Grosso do Sul,
and Goias - - 56.57 64.30

Source: IBGE, Anudrio Estatistico do Brasil (1986).

five regions. There were net outflows of migrants from the Northeast to all four of
the other regions. Although the Central-West region has grown most rapidly in
percentage terms, migration to the more urbanized Southeast region (which in-
cludes the cities of Sao Paulo, Rio de Janeiro, and Belo Horizonte) was larger in
absolute terms between 1970 and 1980.

Table 3.9 Fertility Rates by Region, Selected Years, 1950-80

Region 1950 /960 1970 1980

Rio de Janeiro 4.38 4.53 3.80 2.94
Sao Paulo 4.65 4.87 3.94 3.24
Minas Gerais and Espirito Santo 7.50 7.68 6.21 4.31
Parana. Santa Catarina, and Rio
Grande do Sul 5.70 5.89 5.42 3.63
Maranhao, Piaui, Ceara, Rio
Grande do Norte, Parafba, Per-
nambuco, Alagoas. Sergipe and
Bahia 7.50 7.39 7.53 6.13
Rond6nia. Acre, Amazonas, Ro-
raima. Para, AmapA, Mato Gros-
so, Mato Grosso do Sul and
Goias 7.42 7.59 7.13 5.36

Note: Rate is the number of live births per woman over lifetime.
Source: IBGE, Anuario Estatistico do Brasil (1991 ).
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Table 3.10 Net Internal Migration, Selected Years, 1950O80
(percentage rate of net migration to region)

Region 1950 /960 /970 1980

North 3.63 3.00 2.69 10.81

Northeast -4.70 -8.56 -10.33 -12.97

Southeast -0.59 0.30 0.97 4.84

South 5.44 9.13 7.32 -0.41

Central-West 15.55 22.83 24.49 21.94

Note Entries correspond to net migration to the region as a percent of population. The data are
derived from the aggregation of census respondents answers to a question asking about their state
of birth.

Source. IBGE, Anudrio Estatistico do Brisil ( 1991).

Regional economic disparities had a strong influence on Brazilian politics in
the postwar period. Despite the considerable gap between expressions of' intent
and effective policy, there is a long tradition of attempts to address regional dis-
parities. The most important federal institution designed to assist regional devel-
opment was the Superintendencia do Desenvolvimento do Nordeste (SUDENE, or
the Superintendency for the Development of the Northeast), which was given high
priority in the Piano Trienal of 1962. SUDENE has established special incentives for
private investment in projects in its zone of authority. A number of other federal
agencies also have regional development objectives, among them the Banco do
Nordeste do Brasil, based in Fortaleza. the Banco Nacional de Desenvolvimento
Econ6mico e Social (BNDES, or the National Development Bank) and the Depar-
tamento Nacional de Obras Contra Secas (DNOCS, or the National Anti-Drought
Projects Department). SUDENE's regional focus became the model for the creation
of programs for the Amazon Basin (SPVEA), the Southeast Frontier area (SPVE-
SUD), and the Araguaia-Tocantins Valley (CIVAT), among others. In the 1 970s Bra-
zil set up new regional programs called "poles of development." among them
POLONORDESTE, POLAMAZONIA, and POLOCENTRO.

Regional development objectives, however, were undercut by other forms of
government intervention. This was particularly true of commercial policy, in
which the emphasis shifted from import substitution to export growth. By main-
taining high relative prices for manufactures, this policy implicitly penalized ag-
riculture and other primary activities. These relative price effects were reinforced
by real exchange rate overvaluation. As the Northeast and North were net export-
ers of primary sector products and customers of the Southeast's industrial sector,
the costs and benefits of Brazilian commercial and economic policy were not neu-
tral across regions but tended to favor the industrial Southeast. Although national
policy tended to favor the Northeast, however, the story has been different within
agriculture. Many of the more heavily subsidized crops, like sugar cane and cot-
ton. are important Northeastern crops, while nonsubsidized crops like soybeans
are grown in the South.
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Income Distribution

Few leading economies have shown as much inequality in the distribution of per-
sonal income as Brazil over the past three decades. Although absolute income rose
for all income classes during the years of high growth, relative inequality in-
creased. When external events ended this phase of high product and income
growth in the mid- 1970s. much of the burden of adjustment fell upon those least
able to bear it.

Worseninig Distribution Tretnds hetween 1960 and 1970

In 1972, when data from the 1970 census were made public, many people argued
that the milagre had left a large part of the population in poverty, despite the un-
precedented rate of growth of per capita income. Household income distribution
for 1960 and 1970 is shown in table 3.11, for which the raw census data were ad-
justed to take into account in-kind income and the existence of zero-income fam-
ilies. Although it could be argued that the absolute level of income is what really
matters, much of the debate about income trends arose from the focus on the rel-
ative distribution of income rather than absolute measures of poverty.

A comparison of income data in 1960 and 1970 leaves little doubt that there
was a worsening of relative income inequality over the 1960-70 period. The share
of total household income for the four lowest deciles fell from 9.4 to 8.1 percent,
while the highest decile s share rose from 43.6 to 46.2 percent. The Gini coeffi-
cient increased from .55 to .59 over the period, confirming this change. Fishlow

Table 3.11 Household Income Distribution, 1960 and 1970

/960 1970

Decile Percent Cumulative Perent Cumulative

First 0.5 0.5 0.65 0.65

Second 2.2 2.7 1.7 2.4

Third 2.9 5.6 2.4 4.8

Fourth 3.8 9.4 3.3 8.1

Fifth 4.9 14.3 4.3 12.4

Sixth 6.0 210.3 5.5 17.9

Seventh 8.1 2 8.4 7.5 25.4

Eighth I1.0 39.4 10.6 36.0

Ninth 17.0 56.4 17.9 53.9

Tenth 43.6 10(1.0 46.2 100.0

Gini coefficient 0.55 0.59

Source: Fikhlow (1980). tables I and 2.
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found that relative inequality had worsened (none have disputed this conclusion)
and also that the absolute number of families below the poverty line increased.8

The controversy over worsening income inequality derived less from its ex-
istence, which was indisputable, than from two related issues: why the equality of
income distribution had grown worse and whether the circumstances of the poor
had worsened in absolute terms as well as in relative terms.

The government and its supporters interpreted the relative worsening as a nat-
ural consequence of rapid growth in the late 1960s, as returns to relatively scarce
factors (particularly professionals and other skilled labor) rose more rapidly than
did the earnings of unskilled labor.9 This interpretation, based in part on studies of
long-run growth and distribution (see, for example, Kuznets 1955), in effect attrib-
uted the rise in inequality to a more rapid increase in income among the nonpoor
than among the poor.

The opposing view (discussed further in chapter 4) attributed the decline in
income equality to government wage policies. Since nominal adjustments in the
minimum wage lagged behind the inflation rate during most of the two decades
after 1964, the government's critics argued that there was no mystery why the real
minimum wage had not recovered its pre-1964 levels. Moreover, important
groups of laborers (especially in agriculture, domestic services, and the informal
sector) remained outside the coverage of minimum wage legislation. Labor orga-
nizations were discouraged and sometimes actively repressed by the post-1964
authoritarian governments. On the other hand was the fact that during the high
growth period from 1968 to 1974, and even between 1974 and 1979, the average
wage in a number of industrial sectors substantially exceeded the minimum wage.

The data pertinent to the question of whether the income of the poor also
worsened absolutely are ambiguous. Studies of this question have generally de-
fined a "poverty line" and then examined whether the number of people with in-
comes below the line increased.10 Since income was measured in both censuses
in terms of current cruzeiros, the data and the poverty line had to be adjusted by
an appropriate price index. Conclusions about the incidence of poverty in 1960
and 1970 are not always robust to the price index used, although more recent ex-
aminations of the issue suggest that the incidence of poverty changed little over
the period. 1

Income Inequality in tihe 1980s

More recent data on income distribution are based on the 1980 Census and the
IBGE's annual sample survey of households, the Pesquisa Nacional por Amostra de
Domicflios (PNAD). Although not directly comparable with the data collected for
earlier years, they provide little evidence of improvement in the relative income dis-
tribution and suggest a worsening after 1980. Using the PNAD data, Hoffman (1989)
presents four measures of relative and absolute income distribution and poverty
since 1970 (table 3.12). Hoffman's estimates show a distinct rise between 1970 and
1980 in the income earned by the poor and a very modest decline in relative income
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Table 3.12 Poverty and Income Distribution Indicators, Selected Years,
1970-85

Average Percent offam- Percenr of in-

Source and family ilies below come to elimi-
year income' Gini indea- poverty line nate poverty

Census 1970 2.56 0.608 42.2 7.7

Census 1980 4.83 0.597 21.9 1.9

PNAD 1981 4.60 0.584 20.8 2'.1

PNAD 1982 4.68 0.587 21.1 2.0

PNAD 1983 3.82 0.589 26.5 3.3

PNAD 1984 4.04 0.588 24.3 2.8

PNAD 1985 4.51 0.592 22.1 21.2

a. As a multiple of the minimum wage in August 1980.
Source. Hoffman (1989), tables 6.6, 6.8. and 6.15.

Table 3.13 Personal Income Distribution within the Economically Active
Population, 1988-89

Decile

(except as
noted) 1983 1984 /985 1986 1987 1988 1989

First 0.92 0.83 0.73 0.95 0.78 0.64 0.65

Second 1.73 1.79 1.72 2.04 1.81 1.56 1.58

Third 2.70 2.82 2.70 2.63 2.57 2.55 2.28

Fourth 3.39 3.38 3.26 3.34 3.26 3.11 2.74

Fifth 4.24 4.28 4.14 4.33 4.31 4.08 3.69

Sixth 5.50 5.66 5.48 5.65 5.65 5.30 4.92

Seventh 7.31 7.45 7.28 7.34 7.43 7.07 6.62

Eighth 10.26 10.40 10.26 10.21 10.31 10.06 9.50

Ninth 16.41 16.28 16.35 15.72 16.37 16.11 15.79

Tenth 47.53 47.10 48.08 47.80 47.51 49.52 52.23

Highest
5 percent 33.85 33.43 34.36 34.44 34.06 35.54 38.45

Highest
I percent 13.55 12.82 13.69 14.39 13.99 13.90 16.81

Gini 0.59 0.58 0.59 0.58 0.59 0.61 0.63

Adjusted
Gini 0.63 0.62 0.63 0.62 0.62 0.64

Note: The Gini coefficient is calculated directly from the sample observations of income from all
sources and not from the deciles reported in the table. The adjusted Gini includes those individuals
in the sample with no reported income. The adjusted Gini coefficient for 1989 was not reported.

Source: Bonelli and Sedlacek (1991).
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inequality as measured by the Gini index.12 After the external shock of 1982, there
was a slight worsening in both average family income and relative inequality, but
the changes are hardly as pronounced as those from 1960 to 1970. The Hoffman es-
timates suggest that even though the poor may have lost ground between 1980 and
1985, they were still much better off than they had been in 1970.

Income distribution trends for most of the 1980s have been studied by Bonelli and
Sedlacek (1991). Using the PNAD data, with samples of 100,000 or more, they tabulat-
ed the personal distribution of income (table 3.13). Their estimates are derived from
the original PNAD data and correct a number of tabulation errors they encountered.

The estimates of Bonelli and Sedlacek suggest that there was a slight relative
worsening of the personal income distribution between 1983 and 1989, the most
recent year for which data are available. Although the Cruzado Plan included a
substantial increase in real wages, its effect was temporary and within a year rel-
ative inequality appears to have been as bad as in earlier years. By 1989 relative
inequality was worse than at any other time during the decade.13

The Bonelli and Sedlacek study also addresses the question of trends in abso-
lute income between 1983 and 1989. Table 3.14 shows the level of income in real
September 1984 minimum salaries for the income groups of table 3.13.

Interpretations of Income Distribution Trends

Despite the difficulty in comparing data on income distribution, the conclusion
that relative income inequality worsened between 1960 and 1970 holds true under

Table 3.14 Real Minimum Salary by Income Group, 1983-89
(minimum salaries as of September 1984)

Decile 1983 1984 1985 /986 1987 1988 1989
First 0.285 0.253 0.258 0.465 0.296 0.227 0.288

Second 0.536 0.545 0.607 0.997 0.685 0.552 0.699
Third 0.834 0.858 0.951 1.284 0.972 0.904 1.012
Fourth 1.048 1.029 1.150 1.635 1.230 1.103 1.216

Fifth 1.310 1.302 1.460 2.115 1.628 1.447 1.636

Sixth 1.701 1.723 1.933 2.761 2.135 1.880 2.179

Seventh 2.258 2.268 2.569 3.589 2.807 2.503 2.933

Eighth 3.170 3.164 3.618 4.992 3.895 3.567 4.213

Ninth 5.072 4.952 5.796 7.685 6.187 5.711 6.998
Tenth 14.686 14.332 16.962 23.367 17.952 17.555 23.155
Highest
5 percent 20.919 20.345 24.244 33.676 25.742 25.197 .34.089
Highest
I percent 41.878 38.997 48.285 70.336 52.875 49.266 74.516

Source: Bonelli and Sedlacek (1991).
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a variety of assumptions. In welfare terms, however, it is difficult to know how to
interpret this trend, since conventional economic theory suggests that it is the ab-
solute level of income, rather than income in relation to another individual, that is
of most concern. 14 The data are less clear on the question of how much the poor
shared in the benefits of the high rates of economic growth during the milagre.
Relative inequality does not appear to have worsened further during the 1970s,
and average family income by 1980 was substantially higher than it had been in
the 1960s. The 1980s show a modest worsening of relative inequality and an un-
ambiguous increase in absolute poverty. Despite the temporary boost provided to
lower income groups by the Cruzado Plan, their situation in 1989 was worse than
in the early 1980s. l5

The data on the evolution of the Brazilian income distribution in the past
twenty-five years can be interpreted in several ways. The view that rapid econom-
ic growth inevitably leads to temporarily greater concentration, advanced in a Bra-
zilian context by Langoni (1973), receives some support from a comparison of the
data between 1960 and 1970. More detailed study of Brazilian labor markets in
this period by Morley (1983) does in fact show that earnings of more highly
skilled workers outpaced those of the less skilled.

What this interpretation does not explain very well is why the concentration
of income in Brazil has been so persistent. Despite the stagnation of economic
growth in the 1980s. there was no reversal in the concentration that had occurred
in the preceding decade, and the personal distribution of income at the end of the
1980s was as bad as ever. This view of the link between economic growth and in-
come distribution, moreover, does not explain why a number of other high-growth
economies, particularly in post-World War 11 Asia, did not have anywhere near the
concentration of inconie that occurred in Brazil.

The alternative view is that government wage policy after 1964 was largely
responsible for the greater concentration of income in the succeeding years. This
argument rests on the observation that government-mandated wage settlements
between 1964 and 1979, when the policy was modified, consistently understated
the amount of inflation that had occurred, thus reducing the real wage. In this in-
terpretation the modest improvement of labor's earnings in the late 1970s and ear-
ly 1980s is attributed in this interpretation to the distributivist wage policy that
was adopted in 1979. Although the view that government policy can be effective
in determining real wages is widely questioned in Brazil, Saboia (1991) has ar-
gued that government intervention was effective in the 1979-82 period.

Chapter 4 turns to the evolution of political and economic thinking about a
number of topics, including poverty and the distribution of income in Brazil. Like
the demographic and educational characteristics examined in preceding sections,
the specter of poverty underlay much of the populist response to Brazil's econom-
ic problems that has been so important in the making of the country's economic
policy.



Chapter Four

The Political Economy of Brazilian
Economic Policy:

Populists and Technocrats

Brazilian thought about the nation's prospects and problems evolved significantly
after World War 11. It was deeply affected by the military regime that came to pow-
er in 1964 and controlled policy debate for the next two decades. This chapter is
about two major influences on Brazilian economic policymaking after 1964: pop-
ulism and "'technocracy." In an economic context, populism may be viewed as the
attempt to redistribute income to the poor-or at least to the most politicallv orga-
nized of the poor-without regard for economic constraints. Although many other
positions may be associated with populism, including nationalism and protection-
ism, its distinguishing characteristic is its attempt to expand demand beyond eco-
nomic constraints.I

Economic populism had been strong in the pre-1964 governments, and
though it was rejected and suppressed by the new regime. populist thinking did not
disappear. Thus, after the Geisel govemment took the first steps toward political
liberalization in 1974. populist voices began to be heard again. Ironically. many
populist goals and methods were accepted by the military government itself as it
tried to develop a base of popular support in the late 1970s and early 1980s.

Although the military regime was not successful in this bid for support, it left
Brazil with a very different style of economic policymaking. One of its chief con-
tributions was its support for professional managers, engineers, and economists,
who were among the dominant policymakers not only in the 1964-85 period but
even afterward. Owing in part to the influence of these tecnocratas, debate about
economic policy became much more sophisticated. The quality of the debate was
further improved by an increase in the availability of quantitative information
about the economy.

Despite their differences, the populists and the technocrats were not two mu-
tually exclusive groups. Many of the leaders in the military government embraced

45
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populist positions at various limes, while the more sophisticated populists learned
to think (at least in private) about such things as external payments constraints and
internal budget limitations, whatever may have been the political temptations to
ignore them in public. After 1985, however. the debates over economic policy be-
came more shrill, both because of an increase in economic stress and because of
the opening of the political system to many new participants. The failures of the
Samey government reflected a fascinating mixture of Brazilian populism and the
economic sophistication of the technocracy.

As Brazil turned away from a technical approach to policymaking toward a
more populist approach in the mid- 1980s, it is fair to ask how successful economic
populism has been in helping those groups it claims to represent. The record is a
poor one. As in a number of other Latin American societies, the populists prom-
ised far more than they could deliver. Their failure was partly rooted in a refusal
to recognize that resources are limited, both internally and, ultimately, externally.
This dislike of reality may have made for good short-run politics, particularly
when the military regime provided a handy target, but the long-run economic ef-
fects have been severe, especially for wage earners.

Brazilian Economic Populism before 1985

Populism began to play an important role in Brazil in the 1930s. Getuilio Vargas's
assumption of the presidency in 1930 marked the end of the Old Republic, which
had been dominated by a small agricultural elite. More than any other Brazilian
figure in this century, Vargas was able to mobilize popular support. Unlike many
other populist leaders, Vargas was successful, because he was enough of a com-
promiser to obtain his goals without alienating the disparate groups that supported
him.2

Vargas's political base gave rise to two of the three major political parties in
Brazil before 1964, the Partido Trabalhista Brasileiro (PTB, or Brazilian Labor par-
ty) and the Partido Social Democratico (PSD, or Social Democratic Party). The re-
maining party, the Uniao Democratica Nacional (UDN, or National Democratic
Union), generally represented interests threatened by the rise of Vargas. Of the
first two, the PTB was a more genuine populist party, with a political base formed
by workers in the industrial sectors. Joao Goulart, a Vargas protege and president
of Brazil from 1961 to 1964, was a PTB politician, as was his brother-in-law, Le-
onel Brizola.

The PTB was able to survive the suspension of open political competition in
1964 and emerge again in the 1970s. Competition among the leaders on the left
produced two left-of-center parties: the Partido dos Trabalhadores (PT, or Work-
ers' Party). established in 1979; and Brizola's Partido Democratico Trabalhista
(PDT, or Democratic Labor party), founded after the Figueiredo government de-
nied him leadership of the PTB. Both the PDT and the Pr supported a number of
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populist positions. but under the leadership of the charismatic union organizer
Luiz Ignacio Lula de Silva ("Lula") the Pr was a more genuine heir of the old pre-
1964 PTB.

Although the military government tried to portray some of its populist prede-
cessors as dangerous revolutionaries, there was a considerable distance between
the hard-core Marxist left and most of the populists. Brazil's two organized com-
munist parties before 1964, the Moscow-oriented Partido Comunista Brasileiro
(PCB) and the Peking-line Partido Comunista do Brasil (PC do B), were divided by
ideological disputes and largely irrelevant after 1964. Marxists did have an impor-
tant influence among intellectuals and in universities, however, and the appeal of
their ideas went well beyond the organized left. Although the populists shared
many of the redistributive goals of the Marxist left, they did not view revolution-
ary struggle as a necessary condition for change, and most of them did not advo-
cate the socialization of production.3

The fact that the populists drew their support chiefly from urban industrial
groups and not from the rural poor helps explain some of their economic positions.
Indeed, like many Brazilians. not all of whom can be identified as populists, Var-
gas and his followers advocated industrialization as the key to modernization. In
this respect they made common cause with many in the military, who in many oth-
er respects were hostile to the populists.

Brazil's postwar success in achieving greater industrial development, induced
in part by the early stages of import substitution industrialization, was great
enough in the beginning to mute confrontation between populists and their oppo-
nents. Another factor that preserved the political peace was an avoidance of ideo-
logical approaches to problems. Unlike other Latin American countries such as
Argentina, there was little tendency to swing abruptly from textbook laissez-faire
liberalism to extensive state intervention.

After Vargas's election in 1950, however, the easy early gains from populism
and import-substitution industrialization became harder to secure. Vargas's re-
sponse was to increase the pitch of his populist rhetoric while ignoring the budget
constraints. In the end. rising ilflation combined with a political crisis and led to
Vargas's suicide in August 1954. He aligned himself definitively with populism in
his farewell note, which left a bitter taste in Brazilian political life for decades:

I always protected the people. especially the poor. I accept my fate.
After decades of domination and plunder by economic and interna-
tional financial groups. I led and won a revolution. I had to resign. I
returned to the government on the people's shoulders. The under-
ground campaign of the international groups was allied with domestic
groups opposed to our employment policy.... They do not want work-
ers to be free. They do not want the people to be independent.... There
is nothing more I can offer, except my blood.... I choose this means to
be with you always.... My sacrifice will maintain you united and my
name will be your battle flag.... I leave life to enter into History.4



48 Macroeconomic Cr-ises. Policies. and Growth in BraJii. 1964-90

The Kubitschek presidency (1956-61) avoided potential social conflict, or at
least deferred it, by using monetary expansion as one of its sources of government
finance. Although this strategy eventually proved to be inflationary by the end of
his government, it helped avoid painful choices. Kubitschek was able to reconcile
state involvement in industrialization with a high degree of foreign investment to
achieve a rising standard of living for urban workers.

Despite the UDN's reputation as an antipopulist party. its selection of Janio
Quadros as its presidential candidate in 1960 and his subsequent victory gave the
country a leader who espoused a number of populist positions and who command-
ed much support among Sao Paulo's workers. Quadros combined a relatively con-
servative (antipopulist) approach to domestic monetary and fiscal policy with a
nationalist line in international relations that pleased another part of his electorate.

The divisions between the populists and their opponents, which eventually
led to the 1964 change in government. became much more apparent after
Quadros's resignation in 1961. The elevation to the presidency of Joao Goulart,
Brazil's most important populist leader since Vargas, brought a number of populist
programs to center stage.5

Although Goulart himself came from a wealthy Rio Grande do Sul ranching
family, he had served as Vargas's labor minister and was closely identified with
the more militant wing of the PTB. Central to his approach were policies that fa-
vored urban workers, even at the cost of hurting rural ones and even if elementary
economic constraints were ignored. Price controls of different types were a part of
this approach. Under Goulart urban bus fares were controlled, as was the price of
bread. Foreign exchange to pay for the necessary wheat imports was provided to
millers at a subsidized rate so that consumers could buy price-controlled bread.

The populist programs also emphasized rapid growth. Goulart's economic
program called for a 7.5 percent annual growth rate, even while recognizing that
there might be problems of compatibility with other goals, among them price sta-
bility, correction of regional imbalances, and easing of balance of payments con-
straints (see Abreu, 1990, chap. 8).

Another element of Goulart's populism, and one shared by later populists,
was the rhetorical emphasis placed on the redistribution of income and wealth.
Since this was not accompanied by any set of concrete measures, presumably be-
cause of the opposition they would have created, the main effect was to cast doubt
on property rights. Under Goulart the distribution question centered on agrarian
reform, with a general discussion of "basic reforms," characterizing much of the
debate. Business owners and farmers were understandably concerned, and gross
fixed capital formation in Brazil fell in 1961 to 13.1 percent of GDP, its lowest level
since 1949 (see Abreu 1990, p. 202).

A third populist position, perhaps more notable in the 1960s than in the 1980s,
was a deep suspicion of foreign-especially American-capital. Under Goulart,
several U.S. investments in Brazil were expropriated. Nonetheless, Goulart's for-
eign minister, Santiago Dantas, came under attack from the left, led by Brizola, for
what it regarded as too favorable terms for the Brazilian holdings of the American
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and Foreign Power Company (AMFORP). Economic nationalism was by no means
a monopoly of the left, however, and the most vociferous criticism of the AMFORP
settlement came from Carlos Lacerda, a conservative politician who had been in-
strumental in Vargas's fall in 1954.

The populists were also overoptimistic about the capacity of the economy to
respond to the demand pressures that their programs would create. Goulart and his
advisers-and the Sarney regime much later-consistently underestimated the ef-
fects of their policies on demand, which became manifest in both an accelerating
rate of inflation and in a deterioration of the balance of payments. By the end of
1962 inflation (as measured by the Rio consumer price index, cPI) was nearing 50
percent, far beyond the govermment's earlier projections, and the balance of pay-
ments had begun to deteriorate as capital inflows disappeared and exports fell.

One feature of populism in Brazil that distinguishes it from populist ap-
proaches in other Latin American economies (for example. Argentina or Peru) is
that deliberate exchange rate overvaluation was much less frequent. Despite un-
precedented rates of inflation in the early 1960s, the real level of remuneration of
exporters appears to have been maintained over the long run by a series of nominal
devaluations. Although exchange rate overvaluation, a topic examined further in
subsequent chapters, created macroeconomic imbalances in Brazil a number of
times in the post-World War 11 period, populists were not the only offenders.

Part of the growth of populism in Brazil in the 1945-64 period may be ex-
plained by the increasing number of registered voters. Table 4.1 shows the elec-
torate in relation to population between 1945 and the 1989 general elections.
Brazil in the Old Republic (1889-1930) was run by a small elite, and the total vote
was never more than I percent of the population before 1930. Even though voting

Table 4.1 Population and Registered Voters, 194549
(millions)

Pereentage
Year Total population Registered voters registered
1945 46 7 15
1950 52 11 21
1955 60 15 25
1960 71 16 23
1966a 83 22 27
1970a 91 26 29
1974a 104 36 35
1978a 116 46 40

1982a 125 59 47
1986a 140 69 49
1989 147 82 56

a. Nonpresidential election.
Source: Conniff (1989): and Anudrio Estatistico do Brasil ( 1990).
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was made mandatory early in the Vargas period, it was only after World War 11 that
the number of voters grew rapidly.

Roberto Campos, the planning minister, and Octavio Gouvea de Bulh6es, the
finance minister, were the principal leaders of the antipopulist reaction in 1964.
Their diagnosis of the nation's problems was embodied in the 1964 Programa de
Ac,o Econ6mico do Governo (PAEG). The document suggested that inflation and
its attendant distortions were the primary obstacles to development and called for
reductions in "nonessential" expenditures, increases in the revenues of state enter-
prises, and increases in tax revenues. These measures struck directly at cherished
populist programs. Because the Campos-Bulhoes program included sharp reduc-
tions in credit, not only populists opposed it. The business community, especially
in Sao Paulo, was bitterly hostile to the program, which they blamed for many un-
necessary business failures. The persistence of the economic policymakers,
backed by the Castelo Branco government, eventually was rewarded as the infla-
tion rate fell from about 100 percent in 1964 to about 20 percent in 1967. The
Campos-Bulhoes program was characterized by a later finance and planning min-
ister, Mario H. Simonsen, as "the greatest economic reform in Brazil in this cen-
tury" (Simonsen 1990).

Populism appeared to fare little better during the milagre years under Finance
Minister Delfirn Netto in the Costa e Silva and the Medici governments. A closer
examination of Delfim's policies, however, suggests that populist views were be-
ginning a comeback. Unlike Campos and Bulhoes, Delfim argued that by 1966 do-
mestic inflation was essentially "cost push" inflation, caused in part by high
interest rates. Like the populists, he was more optimistic than his predecessors
about the capacity of the Brazilian economy to meet increasing aggregate demand.
His more expansionary policies, supported by a number of government econo-
mists in the planning ministry, were also welcomed by the business community,
which had borne many of the short-term costs of the Campos-Bulhoes stabiliza-
tion program.

Although the military regime cultivated an image of being market-oriented
(probably with more success outside Brazil than at home), government interven-
tion in the economy under the post-1964 military regimes was far-reaching. Like
the populists, Delfim and his team were quite willing to intervene in capital, labor,
and goods markets.

One would have to stretch the definition of populism, however, to cover
Delfim and his views. The principal difference between Delfim and the populists
was not in their attitude toward the role of the state in the economy, but in their
motives for intervention. Populist rationales for intervention centered on redistrib-
utive goals at best, and on serving partisan and individual special interests at
worst. Delfim's motives, however, were pragmatic, often oriented toward product
growth and other macroeconomic goals, particularly price stability. Moreover,
like Campos and Bulhoes he was hostile to the economic nationalists, since they
discouraged foreign investment and lending. And exchange rate overvaluation, an
important populist policy in some other countries, was discouraged by Delfim's
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adoption of a crawling peg in 1968, a policy analyzed further in chapter 8. In ad-
dition, the ideological and class-oriented rationale for redistribution that underlay
economic populism was entirely lacking in Delfim's pragmatic approach.

President Geisel's decision on assuming office in 1974 to broaden the base of
popular support for the government moved Brazilian policymakers closer to a
number of populist stances. Although Mario H. Simonsen, the chief economic
policymaker between 1974 and 1979, was closely identified with Campos and
Bulh6es and shared their basic views on the origins of Brazilian inflation, the first
oil shock presented the Geisel government with a difficult choice. The decision to
accommodate part of the shock through borrowing and maintain high rates of
growth, even at the cost of growing extemal indebtedness did not diverge much
from what a populist government would probably have decided to do.

By the time of the second oil shock in 1979 and the transition to the Figueire-
do government, however, Simonsen believed that accommodation could not con-
tinue and that adjustment had become a necessity. But his proposed policies met
with little support from a government that was beginning to play the populist
game.

Delfim's return to the principal economic policymaking position as planning
minister under Figueiredo marked the conversion of the military regime's eco-
nomic policies to a disguised form of populism. He again diagnosed the basic
problem as a supply-side one, which could be resolved by investment in energy
and import substitution sectors, as well as in agriculture. Like the populists,
Delfim proposed to grow out of the constraints imposed by Brazil's external pay-
ments. Another populist feature was embodied in the wage policy adopted in late
1979, which was frankly redistributive, since it established higher rates of wage
readjustment for lower income levels.

This time, however, his "supply-side" approach was much less successful
than it had been during his first ministry in 1967. The classical populist economic
cycle. in which initial demand expansion rapidly hits supply constraints, fueling
an accelerating inflation, forced Delfim to back away from the populist approach
in late 1980. By then it was already late. Much of the remainder of the Figueire-
do's term was spent attempting to cope with the consequences of what was basi-
cally a populist reaction to external shocks.

Technocracy and Economic Policymaking, 1964-85

After the military took over the government in April 1964, it delegated many areas
of policymaking to civilians whom the military considered qualified. The new re-
gime's views about the necessary qualifications for the "technocrats" reflected the
professional background and political views of the officers themselves. The edu-
cational experience of Brazilian military officers was by and large separate from
that of civilians and was in part responsible for the distance between the military
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and much of civilian society after 1964. Since the 1920s military officers had been
required to take an eight-month course for promotion to major and a three-year
course at the Command and General Staff School for promotion to general rank
(see McCann 1989). Many of the higher-ranking officers also had studied at for-
eign military schools. Courses in the Brazilian military schools included a number
of social sciences, and a central theme at the Higher War College (ESG), founded
in 1949, was that economic and political development were inseparable from na-
tional security.6

The military regime had little sympathy for the traditional civilian elites and
blamed them for having damaged the country. More technically oriented profes-
sionals, especially engineers, business managers, and economists (excluding those
suspected of harboring Marxist sympathies). were considered to be better suited
to carrying out the regime's goals.

Roberto Campos was in many ways the epitome of the civilian policymaker
approved by the military. Born to a modest family in 1917, he was an economist
who had entered Brazil's highly competitive diplomatic corps. He had served with
the U.S.-Brazil Economic Commission, studying public investment and infra-
structure policies in Brazil. Campos helped draft the 1959 stabilization program,
which, despite its subsequent abandonment by President Kubitschek, earned Cam-
pos the enmity oi the nationalist left.7 Campos advocated growth as the solution
to the country's problems and was not very sympathetic to distributive goals if
they interfered with growth:

Opting for development implies the acceptance of the idea that it is
more important to maximize the rate of economic development than
to correct social inequalities. If the rate of development is rapid, ine-
quality can be tolerated and corrected with time.... It merely implies
that, at our stage of cultural evolution, preserving incentives for the
growth of output ought to have priority over measures aimed at its re-
distribution. 8

Trained economists were in short supply in Brazil in 1964, however, and the
new regime's inclination to hire people with technical skills gave great impetus to
obtaining such skills. For more than a decade the economics profession attracted
an impressive number of talented students for whom the career offered both the
chance to play a role in policymaking (a role denied to most people by the closure
of the political system) and a high level of remuneration by Brazilian., or indeed,
by world standards.9

In many Brazilian universities in 1964 economics was still the province of the
law faculty. Students who received an undergraduate degree in economics were
frequently hired as accountants, and the field had little of the elan it was to acquire
subsequently. Several of the most talented economists who entered the profession
before the mid- 1960s, such as Mario H. Simonisen. were engineers by training and
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were largely self-taught.' 1 A few others, including Campos himself, had received
graduate training abroad.

The new regime set out to rectify this situation by providing substantial sup-
port for the training of professional economists and encouraging support from ex-
ternal sources. including the Ford Foundation and U.S. Agency for International
Development (USAID), which provided a large number of scholarships for training
in the United States. Many of those trained abroad returned to Brazilian universi-
ties, which in the late 1960s made doctoral and master's degrees mandatory for
hiring and promotion in the federal university system.

Economists and other academics in technical areas entered and returned from
the government with ease. Delfim Netto. finance minister from 1967 to 1974,
brought a number of his associates from the Economics Department of the Uni-
versity of Sao Paulo into the government. Another institution that provided a num-
ber of economists to post- 1964 governments was Rio's Fundacao Getulio Vargas,
which initiated one of Brazil's most respected graduate programs in economics in
the mid- 1960s. Bulh6es came from the Funda,co Getuflio Vargas (FGV), as did Si-
monsen, and it was the Vargas Foundation that housed one of Brazil's most impor-
tant economics journals, the Revista Bravsileira tie E(onornia. I I

Although many of the regime's economists were distinguished from an earlier
generation by having considerably more technical training. there was nonetheless
great diversity in their views, and they enjoyed a significant degree of freedom of
expression even at the height of political repression. This was partly the result of
being classed as a technocrat. Views that, if painted on a wall or aired on televi-
sion, would have drawn a quick rebuff from the military could much more safely
be stated in scholarly articles and monographs, or even in government-sponsored
studies.

The diversity of views among the technocrats became increasingly evident as
their numbers grew and as repression loosened in the 1970s. Distinct schools of
thought on economic issues became apparent and sometimes almost strident. The
faculty of the FGV acquired a reputation for its conservative position on monetary
and fiscal policy, as did part of the faculty of the University of Sao Paulo. Rio's
Catholic University, on the other hand, became known for having faculty mem-
bers who combined technical expertise with sympathy for populist goals. The
University of Campinas in the state of Sao Paulo provided even more support for
a number of populist positions. Almost alone among the graduate economics de-
partments. most of its faculty was trained either in Brazil or in Europe, and its
aversion to the quantitative style and more conservative positions of the many of
the U.S.-trained f'aculty at other institutions was well known.

Although top policymakers like Delfim sometimes professed disinterest in
some of the more scholarly products of the universities, or of IPEA/INPES (the re-
search branch of the Planning Secretariat), the increase after 1964 in the number
of professional economists in Brazil was impressive by any measure. Few devel-
oping countries could match it. Even with the rebirth of populist approaches to
economic policy in the late 1970s and their spread after 1985, the technocrats con-
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tinued to be influential. Indeed, much of the recent history of Brazilian economic
policy can be understood as the interplay of populism and technocracy.

Populism and Technocracy in the Cruzado Plan, 1985-87

The euphoria that accompanied the demise of the military government in 1985
brought populist demands back to the forefront of Brazilian politics. There was a
big difference, however, between traditional populism and the populist adventures
of the Samey government.

When Sarney assumed full presidential powers, he inherited a cabinet chosen
by Tancredo. Few of its members could be considered populists. Most Brazilians
would have identified Francisco Dornelles, the finance minister. as a technocrat,
as they would the monetarist president of the Central Bank. Antonio Carlos
Lemgruber. The planning minister, Joao Sayad. was more difficult to characterize.
He held a doctorate in economics from Yale, had good ties to the PMDB, and was
a critic of orthodox approaches to stabilization.

The struggle in the first months of the Sarney government between Sayad and
Dornelles was resolved by the resignation of the latter and the appointment of Sao
Paulo businessman Dilson Funaro. who also could not be characterized as a tradi-
tional populist. But Funaro brought with him a number of advisers, particularly
from Campinas. who were sympathetic to the idea that Brazil could expand aggre-
gate demand without worrying about constraints.

Another influential group of economists were associated with the Catholic
University of Rio de Janeiro (Puc). They argued that much of Brazil's inflation
was inertial, or expected inflation, which could be eliminated at relatively low
cost. Prominent among them was Francisco L. Lopes, a Harvard-trained econo-
mist. Since the late 1970s Lopes had called attention to inertial inflation and the
role of indexation in an influential series of articles. Others in the group were An-
dre Lara Resende and Persio Arida, both with doctorates from the Massachusetts
Institute of Technology.

The key ingredient of their argument, and the one that set their approach apart
from more traditional stabilization policies, was that government intervention in
the form of price controls or an incomes policy was necessary in order to reduce
the public's ingrained inflationary expectations. While recognizing the need for
fiscal balance, they argued that in an indexed economy like Brazil's the measures
needed to achieve such a balance would cause a recession with little immediate
effect on prices. Conventional measures to reduce the fiscal deficit (and conse-
quently to limit either money creation or debt accumulation) thus had to be sup-
plemented by government intervention to smooth the transition to an unindexed
economy.

The Puc group's arguments were persuasive, and even a majority of the econ-
omists identified with more conservative approaches to stabilization endorsed the
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idea that an incomes policy, if used judiciously, could speed the transition to a sta-
ble price level.12 The Puc argument was well received by Funaro and Sarney,
since it appeared to promise a way out of the inflationary acceleration of the 1984-
85 period without returning to the recessionary conditions of 1981-83. Even today
the arguments of the PUC group cannot be dismissed, provided one accepts their
premise that Brazilian inflation in the 1980s was essentially inertial. Working as
advisers to Funaro and Sayad. proponents of this approach developed the Cruzado
Plan, unveiled in late February 1986.

As the models had predicted. the imposition of general price controls had a
marked downward effect on inflation. This effect was reinforced by fixing the
nominal exchange rate and using reserves to cover the international payments im-
balance.

The precipitous and seemingly miraculous fall in inflation in the early months
of the Cruzado Plan quickly made heroes of Sarney and Funaro. The longer-run
constraints imposed by the domestic budget and by the balance of payments were
(in the Sarney administration's view) details for the technocrats to worry about
and not concerns of the men bringing Brazil its first experience of zero inflation in
the memory of most of its citizens. Populist magic, which delivered its benefits
long before its costs, was irresistible.

It was at this moment that populism took over from the technocrats. Two of
the central premises of the technocrats were lost in the euphoria. The first was that
price controls, if used, should be temporary and should be used only when neces-
sary to deflate expectations of high inflation. The second was that Brazilian infla-
tion in 1985 was essentially inertial, since the underlying public sector fiscal
deficit (if adjusted for interest payments that were primarily indexation payments)
was close to zero. The first assumption of the Cruzado Plan's designers was ig-
nored by the govemment. The second was probably never true.1 3

Populism also returned with the Cruzado Plan in its distributive form. Even
though the two errors cited above were probably sufficient to kill the plan eventu-
ally on their own, their effect was reinforced by the government's decision to im-
plement a 15 percent increase in the minimum wage and an 8 percent increase in
salaries. The economic reasoning behind this temporary and ultimately expensive
gift to the electorate was not clear; it was not an essential ingredient of the early
work of the economists who developed the plan. It had a clear political logic, how-
ever-combined with temporary price stability, the increase promised a substan-
tial rise in real wages.

The Cruzado Plan gave the government a choice between the short-term po-
litical logic of the populists and the long-term economic logic of the technocrats.
Even as the plan began to fail, Sarney and the political leadership decided to con-
tinue the price controls and maintain to aggregate demand even if faced with fiscal
and an external payments constraints. With elections for state governors and as-
semblies, as well as the Constitutional Assembly, scheduled for November, the
political imperative of hanging on to the populist program was dominant. Yet it is
not clear whether Sarney was simply manipulating the electorate, or whether he
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was deluding himself as well. In an article published in Foreign Affairs in the Fall
1986 issue (when the Cruzado Plan's deficiencies already were becoming appar-
ent), he wrote:

Price stability is now an everyday reality. Salaries hold their purchas-
ing power.... The reform initiated in February touched fundamental
points of our life formerly considered unassailable. We thus destroyed
the myth that civilian regimes in Latin America are necessarily weak
and incapable of coping with economic crises.... With the country's
return to democracy and its economic counterpart, the Cruzado Plan,
Brazilians have in place the necessary instrument to advance toward
that goal for launching our twenty-tirst century. (Sarney 1988)

As prices came unstuck with the so-called Cruzadinho Plan in July, Brazil's
external payments position deteriorated sharply.14 The government's next step,
announced shortly after the PMDB'S sweep of the November 1986 elections, was
to raise a large number of key prices, some of them by as much as 100 percent.
The government also fiddled with the official price index, the third such alteration
in the Sarney government, by attempting to give greater weight to components
subject to lower price increases. This led to the resignation of Edmar Bacha, the
president of the IBGE, Brazil's statistical institute. and one of the developers of the
Cruzado Plan.

By 1987 few of the technocrats who had helped design the Cruzado Plan re-
mained in the government. Funaro turned increasingly to advisers from the Uni-
versity of Campinas and to another plank of the populist platform, economic
nationalism. In February 1987, he announced the suspension of interest payments
on Brazil's debt to commercial banks. At that time even technocrats with some
sympathies for populist goals left the government. The Cruzado Plan had degen-
erated into a rather conventional populist disaster. Simonsen summed it up in these
words:

It is not worth asking whom to blame for the failure of the Cruzado
Plan. In its successful days it had many fathers and even a muse. With
its failure, all bailed out. The puliticians say they were misled by the
technocrats, who in turn claim they were not listened to when they ar-
gued for mid-course corrections. It is probable that they all were part-
ly right. l 5

Brazil's leading populist, Leonel Brizola. was critical of the Cruzado Plan
from the start. During the plan's early and successful stage, many observers
thought he had been outflanked by Sarney and the other newcomers to populism.
As the failure of the plan became obvious, however, old-style populists like Bri-
zola gained in political stature.



Chapter Five

The Public Sector and Its Financing

The 1982 extemal debt crisis led many Brazilians to believe that the huge foreign debt
was at heart of their economic problems. But a decade later it was apparent that even
without foreign payments difficulties the economy would continue to falter under the
weight of the chronic domestic fiscal imbalance. Although the roots of this imbalance
lie in populist traditions, the story is not a simple one of a govemment unwilling to live
within its means. By the late 1 980s the overhang of public debt had placed a servicing
burden on public finances that would have been threatening even to govemments
whose other expenditures were less than current receipts. Brazil was certainly not in
such good company. Given its huge debt to Brazilian and foreigner creditors alike, it is
little wonder the public sector seemed close to being bankrupt. With new foreign credit
virtually eliminated after 1982 and domestic credit growing more costly, the govem-
ment's remaining recourse to finance its deficit was monetization. This led to an accel-
erating and unpredictable rate of inflation, which in tum introduced new complications
into public finances anld obscured efforts to comprehend the size of the deficit.

The finances of the public sector are the subject of this chapter. The discussion
focuses on the conceptual problems in making quantitative estimates of the public
sector's financing requirements, some of the budgetary implications arising from
the existence of public enterprises, and the predominant fiscal trends in the past two
decades. In addition, some attention is given to the relation between federal and lo-
cal govemment expenditure and receipts, which was significantly changed by the
1988 constitution; to the effects of these trends on private sector savings and invest-
ment decisions: and to some of the potential causes of the public sector deficit.

The Measurement of Fiscal Trends in Brazil

Fiscal deficits are difficult to measure in Brazil because of chronic inflation and
the absence of budget data on certain public sector expenditures. Inflation affects

57
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not only the flows of government receipts and expenditures, but also the stock of
domestic public debt. In the past two decades most of this debt has been indexed,
so that both the debt and its servicing costs vary with inflation. The lack of data
can be traced to the operations of state enterprises, which were not reflected in
budget data until the mid- 1 980s.

The Effects of Inflation on the Fiscal Deficit

Were there no inflation and no public debt, the government budget deficit (custom-
arily referred to as the public sector borrowing requirement, or PSBR) could be rep-
resented simply as the difference between nominal government expenditures G
and total taxes and other receipts T. If we then introduce existing stocks of domes-
tic debt B and external debt F, on which the government pays interest rates of i and
i* respectively, then government expenditure can be divided into its interest com-
ponent and expenditure for all other purposes. The PSBR in year t is therefore the
"primary" or non-debt-related deficit plus interest payments on domestic and for-
eign debt. or

(5.1) PSBR1 = (G, - Tt) + i,B,- + e, i,F,-

where the exchange rate e is defined as the number of cruzeiros per unit of foreign
currency.

Measuring the deficit is more complicated in the presence of inflation, since
it is necessary to distinguish between the nominal PSBR and the real or inflation-
adjusted budget deficit. RPSBR. In the Brazilian fiscal story, the effect of inflation
indexation or monetary correction of interest payments must also be considered.
This may be done by the separating the nominal domestic interest rate it into a real
interest component rt and a monetary correction factor c,. If inflation is assumed
to occur at the rate pt, where the price level at time t is Pt, then as is shown in tech-
nical appendix A, the real budget deficit can be expressed as

(5.2) RPSBR = (Gt - Tt )/P1 + [(r1 + c, - pt)A I

+ pt))(Bt IlP,- X) + [i*, + et + it et - p](et- 1F, I/ Pt, l)

where et is the rate of nominal depreciation of the cruzeiro.
Equation 5.2 has a straightforward economic interpretation. The first term on

the right-hand side (RHS) represents the real primary deficit, the second the real
cost of interest on the domestic debt, and the third the real cost of external debt.
The real primary deficit reflects all current expenditures and receipts not arising
from past public sector borrowing. In Brazil it is composed primarily of expendi-
tures for wages and salaries, purchases of goods and services, and social security
payments and revenues from taxes. The second RHS term represents the real cost
of public sector borrowing in domestic credit markets. It implies that if the nomi-
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nal interest rate exceeds the rate of inflation (rt + cI > p,), as has been the case in the
past decade in Brazil. there will be an additional domestic interest burden on the
public sector deficit. Analogously, the third RHS term implies that there also will be
an external interest burden if the sum of the foreign interest rate and the rate of de-
preciation plus their product exceeds the rate of inflation (i*,+et+i*te, > p,).

From a policy point of view, equation 5.2 shows that even if the government
were to bring its current noninterest expenditures into line with receipts, the lega-
cy of past extemal and domestic borrowing would perpetuate the deficit, which in
turn would have to be financed either by new borrowing or by monetization.
Moreover, increases in either domestic or foreign real interest rates, such as oc-
curred in the 1980s, would worseni the deficit. Escape from the vicious cycle could
only come from a sustained series of surpluses in the primary budget. However
tempting it might instead be to break the cycle through a debt repudiation or mor-
atorium, the resulting rise in the real cost of borrowing (thlat is, if it even continued
to be possible) would force policymakers to confront the primary deficit.

If indexation equaled the rate of inflation (c = 1'), the domestic real interest
component of the budget deficit would reduce to the real rate times the price-ad-
justed value of the last period's debt stock.t There is no reason, however, to sup-
pose that there was perfect indexation. In fact, it has frequently been alleged that
the government deliberately manipulated c to keep it at levels below p, thus reduc-
ing the real interest burden it carried as a borrower. As is clear from equation 5.2,
such discrepancies between monetary correction and inflation introduce an addi-
tional ambiguity into measures of the fiscal deficit.

Brazilian exchange rate policy, which is discussed in greater detail in chapter
8, often embodied an external-sector version of inflation indexation in the form of
a crawling peg, in which the rate of nominal exchange rate adjustment. e, was ap-
proximately equal to the rate of domestic price change. p. But large real depreci-
ations, such as occurred in 1979 and 1983. imply that e > p. It is clear from
equation 5.2 that in such a case the real interest burden of the external debt is sub-
stantially increased. Moreover, when the domestic debt is linked to the exchange
rate, its burden will increase with a devaluation. This was the case in 1983 when
guarantees of the dollar value of interest on government bonds required an in-
crease in domestic interest payments as a result of the devaluation.

Expression 5.2 provides a number of insights into the fiscal difficulties that
have beset Brazil's stabilization attempts. Even if the primary deficit were to
change into a surplus. the continued pressure from either or both of the other two
components of the fiscal deficit could produce a large deficit. External shocks, ei-
ther in the form of increases in the foreign interest rate (i*) or in adverse move-
ments in the terms of trade that force a real depreciation (e > p), increase the
external interest component of the real deficit. In short. policymakers are prisoners
of the past imbalances and of financial market trends beyond their control.

After 1982 Brazil was forced to turn to an even greater degree to the already
important domestic credit market to finance the public sector deficit. The domestic
component of the deficit became larger, and by the late 1980s possibly uncontrol-
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lable. When the real cost of domestic borrowing (r + c - p) exceeded the real cost
of external borrowing (i* + e + i*e - p), as tended to be the case after 1982. a switch
from external to domestic funding made the deficit even worse.

As is clear from equation 5.2, a rise in real interest rates, caused by skepticism
about the government's ability to make future payments on its intemal debt, is
likely to result in a sharp rise in the real cost of servicing the domestic debt. The
effect of a change in the rate of inflation is more complex. Were p to rise with no
change in either c or r, equation 5.2 implies that the domestic real interest compo-
nent of the deficit would fall. Brazilian indexation. however. has linked the mon-
etary correction rate c rather closely to p during most of the past two decades,
substantially reducing or even eliminating any gain to the public sector from an
acceleration of inflation.2

In light of the preceding discussion, it is apparent that the govemment deficit,
even if it is expressed as a ratio to GDP, overstates the size of the real deficit in the
presence of inflation.3 Dividing the nominal PSBR, as given by equation 5.1, by
GDPt = YAP1, where v, is real (iDP overstates the deficit by including that part of the
nominal interest payments that simply reflects inflation. In an indexed economy
such as Brazil's, most of this payment would be made explicit in the form of in-
dexation interest payments, or "monetary correction." In a nonindexed economy,
the nominal interest rate would reflect expected inflation.

Payments to holders of domestic debt to compensate them for inflation would
disappear from the nominal PSBR if inflation were eliminated. In Brazil this coni-
pensation to domestic lenders for inflation has been approximated by monetary
correction payments. For this reason, the "operational deficit" (the PSBR adjusted
for inflation) is usually reported in the Brazilian case as the PSBR minus monetary
correction payments to holders of domestic debt. As noted above, even this mea-
sure is only an approximation to the real budget deficit, since monetary correction
has not always accompanied inflation. Even more important, official national ac-
counts measures of the public sector borrowing requirement almost certainly un-
derestimate its true size.4

In view of the difficulties in measuring the real fiscal deficit using equation
5.2, it is reasonable to seek altemative approaches that may be less vulnerable to
errors in the measurement of monetary correction, real interest rates, inflation, and
official measures of public sector expenditures and receipts. An altemative meth-
od is to exploit the fact that the public sector deficit must be financed by changes
in the stocks of domestic debt and extemal debt and changes in the monetary base.
As shown in technical appendix A, the real PSBR, as defined in equation 5.2, may
also be expressed as the sum of changes in these stocks, or

(5.3) RPSBRt = Ab1 + Aht + AJf + 1.

The first RHS term is the change in the real stock of domestic debt. Although
it could change either because of price changes or because of changes in the stock
of nominal debt, the indexation of most domestic debt in Brazil in recent decades
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implies that most of the change in the real debt stock was due to new borrowing.
The second term is the increase in the real monetary base.

The change in the real external debt, represented by Af, is analogous to the
real domestic debt and the monetary base but is complicated by the fact that in-
creases in the real stock of reserves (e,IP,)Rt must be deducted from the change in
gross real external debt in calculating the contribution of external borrowing to fi-
nance the PSBR. The last term in equation 5.3 is the "inflation tax" -that is, the
loss in the purchasing power in the stock of high powered money held by the pub-
lic from one time period to another due to ilflation. Brazil's "inflation tax" is dis-
cussed in greater detail in chapter 6.

Equation 5.3 implies that in principle it should be possible to measure Brazil's
real fiscal deficit either by calculating the flows on the left-hand side (LHS) of

equation 5.3, given by expression 5.2, or by adding the changes in stocks and the
inflation tax, as given by the RHS of 5.3. But in practice there are a number of se-
rious difficulties in doing so. Not surprisingly, estimates made by the two methods
are not likely to match for a number of reasons.

Using the flow approach, the national accounts section of the Fundac,o
Getulio Vargas and the Instituto Brasileiro de Geografia e Estatistica (IBGE) have
estimated the primary deficit and the nominal PSBR, both in current cruzeiros and
as a share of GDP. Estimates of monetary correction payments permit the calcula-
tion of the "operational deficit." Although these estimates include state and mu-
nicipal government accounts as well as those ofl the federal govemment, they do
not fully reflect the off-budget operations of Brazil's publicly owned enterprises.
Since the deficits of these institutions have often been covered by borrowing and
monetization, it is possible for changes in the stock of debt and money (the RHS of

5.3) to change without a corresponding change in the flow (the LHS of 5.3).5 Re-
cent attempts to measure the real PSBR using the change in stocks (RHS of equation
5.3) rather than directly estimating the real PSBR by measuring the flows include a
pioneering effort by Carneiro (1987) and extensions by Cardoso and Dantas
(1989).6

The fundamental difficulty in reconciling the results of the stock-change ap-
proach with those of the flow approach arises from the fact that changes in the debt
and money stocks reflect actions by the monetary authorities, which in principle
should have a flow counterpart in published data on public sector expenditures but
in actuality do not. This lack of transparency has its roots in the development of
the federal budgetary process in the post-1964 period.7

Up until the mid- 1 980s, budget data were broadly grouped under three cate-
gories-the fiscal budget, the monetary budget, and the state enterprise budget.
The fiscal budget, prepared annually by the executive, showed the expected ex-
penditures of the central government. Although this budget needed legislative ap-
proval each year. it was more a statement of intent than a serious attempt to
allocate resources. As a result, published central government budgets in past de-
cades gave few indications that fiscal disequilibrium was often the reality.
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The monetary budget was far more important in practice. This budget was
created along with a central bank, supervised by the Conselho Monetario Nacional
(CMN). It was the CMN-chaired by the finance minister and composed of other
government ministers, representatives of the Banco Central and the Banco do Bra-
sil, and private sector leaders-that prepared the monetary budget each year. The
CMN did not submit the monetary budget to the Brazilian Congress and had the au-
thority to revise the budget as it thought fit. Because the council's members includ-
ed government ministers whose natural inclination was to increase the funds
allocated to their departments, the circumstances were hardly conducive to bud-
getary restraint.

The state enterprise budget was established in 1979 through consolidation of
the accounts of most of Brazil's public enterprises under the supervision of the
Secretaria Especial de Controle das Empresas Estatais (SEST). Although this reor-
ganization resulted in substantial improvement in the budgetary process, attempts
by the government itself to hold down the prices charged by state enterprises have
exacerbated the overall public sector deficit. Since these enterprises are an impor-
tant part of the public sector, their role and their relation to the public sector deficit
are of some interest.

Public Enterprises and the Public Sector Deficit

Brazil's tradition of extensive government involvement in the economy goes back
to the Vargas era, when a number of autarquias, or public agencies, were created
to coordinate production and marketing in various sectors, including coffee (Insti-
tuto Brasileiro do Cafe) and sugar (Instituto de Ac,car e Alcool). Later, during
World War 11. national security was invoked as the justification for creation of the
Companhia Siderugica Nacional as the nucleus of the steel sector. Economic na-
tionalism has also been a factor. The creation of the Companhia Vale do Rio Doce
in 1942 to mine and export iron ore was seen as an alternative to foreign control
of mineral reserves in Minas Gerais. Other state enterprises in basic industries in-
cluded the Companhia de Alcalis. a chemical producer, and the Fabrica Nacional
de Motores, which began as a producer of truck engines. The establishment in the
1 950s of the government monopoly PETROBRAS marked the end of a heated debate
over the role of foreign capital in the petroleum sector. The other major state in-
stitution created in that period, the Banco Nacional de Desenvolvimento
Economico (BNDE), eventually became the most important source of long-term fi-
nance for industry.

Public enterprises gained an even more prominent role after 1964. Despite the
antipopulist stance of the military government and its professed commitment to
private initiative, state involvement in a number of production sectors actually in-
creased. This trend continued throughout the 1970s and was only arrested in 1981,
when several laws were passed to restrict the creation of new state enterprises and
to establish guidelines for transferring them to the p.ivate sector. That did little,
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Table 5.1 Public versus Private Ownership of the Thirty Largest Brazilian
Firms, Selected Years, 1962-86

Ownership 1962 1967 197/ 1974 1979 1986

Public 12 13 17 23 28 27
Private 18 17 13 7 2 3

Note: "Public" firms are defined as those with controlling ownership by the federal. state, or mu-
nicipal govemnments. Some of these firms are open to minority private ownership.

Sources: For 1962-1979, Trebat (1983); for 1986, Conjuntura Econbmica (September 1987).

however, to change the high proportion of large corporations that were publicly
owned (see table 5.1).

The absence of any centralized control over federally owned enterprises prior
to 1979 led a number of observers to suggest that the deficits of state enterprises
were one of the principal sources of the public sector deficit. Although this argu-
ment can be challenged, given the net surplus generated by many of these enter-
prises in the 1970s, it won widespread acceptance. largely because so little fiscal
information was available. Only the budgets of the largest enterprises were fully
reviewed by the Planning Secretariat of the Presidency (SEPLAN) prior to 1979. Al-
though the state enterprises included a number of independent institutions that
may be considered typical government entities. such as the Postal Service, the ma-
jority of those that came under the control of sEsr in 1979 were expected to pro-
duce enough revenue to cover their operating expenses. During most of the 1970s
they were in fact able to do so, and Werneck (I 987a) has estimated that these en-
terprises made positive net transfers to the central government during most of the
decade.8

The debate over the role of the state enterprises since 1979 has centered on
their efficiency and their net effect on the consolidated accounts of the public sec-
tor. As noted earlier. state enterprises are treated in the national income accounts
as if they were private enterprises. Despite the widespread opinion that they were
responsible for growing public sector disequilibriLum in the 1970s and early 1980s,
careful analyses suggest that questions about their ihnpact are not easy to answer.

There is little question that the financial position of the state enterprises began
to deteriorate sharply in the late 1970s and that this trend worsened significantly
in the early 1980s. It is less easy to say whv. A popular view among private sector
critics, both in Brazil and abroad, is that they are inherently inefficient, in part be-
cause of overmanning and unwise investments. In comparison with both private
Brazilian enterprises and multinational firms, it is true that Brazil's state enterpris-
es were significantly less profitable during the 1978-87 period (table 5.2).

Low profits. however. arc not prima facie evidence of inefficiency if the pric-
es charged for goods and services were controlled by the government in an attempt
to reduce inflation. Some idea of the pressures on several of the most important
state enterprises can be seen in figure 5.1. Of the four industries shown, only pe-
troleum products maintained their real price, defined here as the price index for
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Table 5.2 Profit Rates of Large Firms by Ownership Category

Ownership Category 1978 1987

Public enterprises 7.9 -0.9

Private Brazilian enterprises 14.9 7.7

Multinationals 10.6 8.0

Note: Full comparability of the data between the two years may be compromised by varying
numbers of firms in the two studies. The profit rate is the return on reported capital in the respective
year.

Source: For 1978, Trebat (1983); for 1987, Conjunrui-a Econ5mica (August 1988).

the good or service divided by the general price index (IGP-DI). In the other three
industries there was a significant decline in the relative prices of output. This de-
terioration was particularly pronounced in the case of steel products and telecom-
munications, which were dominated by SIDERBRAS atid TELEBRAS, respectively.
Despite the apparently more favorable trend in the petroleum industry, this prima-
rily reflects the rise in international petroleum prices in the early 1980s, so that
value added may not have been any more favorably affected by government policy
than was the case in the other three industries.

The sharp and sustained fall in the real prices of the outputs of the major state
enterprises over the 1980s cannot be attributed to increased efficiency. Investment

Figure 5.1 Relative Prices of Major Public Enterprise Outputs
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by the public enterprises fell substantially over the 1980s (see chapter 9). Al-
though profitability fell in all sectors over the 1978-87 period (table 5.2), the fall
was most pronounced among the public enterprises. The principal reason for the
fall was government pricing policy: authorized readjustments lagged behind gen-
eral increases in prices.

Further insight into the efficiency issue is provided by data on the capital/out-
put ratios of important state enterprises, which show a steep climb in the 1970s
(see table 5.3). Although it is speculative to interpret these increases as an indica-
tion of falling efficiency, the fall in output per unit of capital in this period may
have contributed to the decline in the profits of the state enterprises. Much of this
investment was financed by external borrowing. but the sharp rise in the costs of
servicing external debt after 1982 exacerbated the financial problems of the state
enterprises and consequently the financial position of the entire public sector.

By themselves. the estimates in table 5.3 are not conclusive evidence of inef-
ficiency. Some of the investments involved long-gestation projects that were not
expected to yield immediate increases in output. In other cases, an increase in
price controls on output prices over the period may bias estimates of output down-
ward. The estimates are nevertheless disturbing in that they suggest that the pro-
ductivity of capital in the state enterprise sector may have begun to fall as early as
the late 1970s. Such a hypothesis, which is explained further in chapter 9. is con-
sistent with considerable anecdotal evidence.9

The Public Sector Deficit since 1970

Despite the difficulties of quantifying Brazil's fiscal trends, it is possible to iden-
tify the causes of the worsening of the fiscal situation in the 1980s.

Table 5.3 Capital to Output Ratios in Selected State Enterprise Sectors,
1970 and 1979

Enterpr-ise Sector 1970 1979

Mining 2.12 4.62

Steel 2.79 5.66

Petrochemicals 1.22 2.86

Communications 4.57 7.08

Electricity 9.56 13.86

Railroads 2.63 16.16
Average for public enterprises 3.33 6.68

Average excluding railroads 3.54 6.50
Note: Output and capital stocks are in constant 1970 cruzeiros.
Souarce Trehat I 1983 i
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Table 5.4 Public Sector National Income Accounts, 1970-90

Net re- Total Nonin-
Interest Interest ceipts nonin- Net terest

Total Net on do- on ex- of pub- terest public public
tax re- trans- mestic ternal lic sec- expen- sector sector

Year ceipts ferSa debtb debt tor diture' saving surplus

1 2 3 4 5 6 7 8

1970 26.3 8.8 0.5 0.1 17.0 11.3 5.6 6.2

1971 25.2 7.8 0.4 0.1 17.0 11.2 5.7 6.2

1972 25.9 7.8 0.3 0.2 17.7 10.7 7.0 7.5

1973 25.0 7.8 0.4 0.1 16.7 10.0 6.7 7.2

1974 25.1 8.2 0.4 0.1 16.4 9.4 7.0 7.5

1975 25.2 9.4 0.4 0.2 15.2 10.2 5.0 5.6

1976 25.1 8.8 0.5 0.2 15.7 10.5 5.2 5.9

1977 25.6 8.7 0.5 0.2 16.2 9.4 6.7 7.4

1978 25.7 10.0 0.5 0.2 15.0 9.7 5.3 6.0

1979 24.7 9.7 0.6 0.3 14.1 9.9 4.2 5.1

1980 24.7 11.6 0.8 0.4 11.9 9.2 2.7 3.9

1981 24.7 10.9 1.1 0.3 12.4 9.3 3.1 4.4

1982 25.3 11.1 1.1 1.1 12.0 10.0 1.9 4.2

1983 25.1 11.0 1.6 1.6 10.9 9.7 1.2 4.4

1984 21.8 9.4 2.4 1.8 8.3 8.3 0.0 4.2

1985 22.5 8.8 3.4 1.5 8.8 9.9 -1.0 3.8

1986 25.4 9.4 3.6 1.4 11.0 10.7 0.3 5.2

1987 23.3 9.1 3.1 1.4 9.6 12.2 -2.5 2.0

1988 21.9 8.4 3.1 1.7 8.6 12.6 -4.0 0.9

1989 21.9 9.4 6.1 2.0 4.4 14.3 -9.9 -1.8

1990 27.4 10.0 1.9 2.1 13.4 15.6 -2.2 1.8

a. Includes Social Security and other net transfers to private sector.
b. Interest on domestic debt excludes monetary correction.
c. Includes public sector spending on wages and salaries and expenditure for goods and services.
Note: Column 5 = 1-2-3-4,; column 7 = 5-6; column 8 = 1-2-6.
Source: IBGE, National Accounts Department (DECNA), 1992.

Estimates of the Budget Deficit: Flow and Stock Change Approaches

Estimates of total receipts and expenditures on govemment operations, interest
payments on the domestic and extemal public debt, and net transfers to the private
sector are given in table 5.4. They are based on national income accounts esti-
mates made by IBGE and are expressed as percentages of GDP. The accounts shown
consolidate all levels of govemment, but since Brazilian national accounting prac-
tice treats the operations of the public enterprises as part of the private sector, the
data in the table do not include them. (Brazilian national accounting procedures
are explained in more detail in technical appendix B.)
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Even with this limitation, the worsening situation of the public sector in the
1980s is apparent. The primary cause was the increase in interest payments on both
the domestic and the extemal debt (table 5.4. columns 3 and 4), which mushroomed
from less than I percent of GDP in the early 1970s to more than 8 percent in 1989.
Since the IBGE accounts report domestic interest payments net of monetary correc-
tion, these payments (column 3) approximate the domestic real interest burden on
the public sector. This burden increased rapidly after 1982, when public sector bor-
rowing was forced to tum to domestic credit markets instead of extemal ones.

As was demonstrated in the preceding section. such an increase in the real in-
terest burden on the public sector would have to be offset by larger primary budget
surpluses if fiscal equilibrium is to be attained. In Brazil the reverse happened.
This surplus, which is approximated by the difference between tax receipts net of
transfers and non-interest-related public expenditures (table 5.4, column 8). was
sufficiently large in the 1970s to permit the net savings of the public sector (col-
umn 7) to be positive throughout the decade. But after 1983 the share of tax re-
ceipts in GDP fell, while noninterest public sector expenditures rose after the
transition to democratic rule in 1985. By the late 1980s tax receipts net of transfers
were not sufficient to cover even the costs of public sector wages and salaries and
other expenditures for goods and services.

Given their focus on "traditional" govemment, which excludes public enter-
prises and other semiautonomous institutions (administra(do indireta) the esti-
mates of table 5.4 are in fact underestimates. Of greater significance than their
levels are the trends in the fiscal surpluses. Fiscal reorganization during the 1964-
67 period succeeded in increasing direct and indirect taxes. and at the beginning
of the 1970s Brazil had a comfortable budget surplus. Although this surplUs began
to decline after the first oil price shock and fell rather steadily over the rest of the
1970s, it was only after the 1982 external debt shock that the deterioration in the
fiscal position of the public sector received much notice.

Brazil's negotiations with the IMF after 1982 were often hampered by the lack
of adequate fiscal data, and both sides recognized that accounts for the public sec-
tor, defined narrowly. obscured understanding of the true situation. A further lim-
itation of the accounts was their sensitivity to the rate of inflation, even when
monetary correction payments were excluded from estimates of domestic: interest
payments, since discrepancies between inflation and monetary correction or ex-
change rate depreciation could have profound budgetary effects. as was shown in
the preceding section.

In 1983 the Central Bank began to publish more extensive accounts of the PSBR,

which included not only federal, state, and local finances, but also state enterprises,
social security operations, and activities of semiautonomous institutions. These es-
timates were made both for the nominal PSBR and for the operational PSBR, which
adjusted for the effect of monetary correction payments. Estimates of the operational
PSBR back to 1981 were published subsequently. Table 5.5 summarizes these broad-
er measures of fiscal disequilibrium, showing them as percentages of GDP for the
consolidated public sector and for the principal categories of the public sector.
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Table 5.5 Public Sector Borrowing Requirements, 1981-90
(perc entage of c;tP)

State and
Central local State Decentralized Social

Year Total government government enterprises institutions security

Nominal

1983 19.8 5.0 4.9 11.0 0.5 -0.1
1984 20.8 7.9 4.9 9.2 0.6 0.1
1985 28.6 12.9 6.4 9.3 0.4 -0.4
1986 11.3 6.2 2.7 2.7 0.1 -0.4
1987 32.3 17.8 7.8 7.1 0.3 -0.7
1988 53.0 26.6 11.4 13.4 1.7 -0.1
1989 83.1 49.3 16.6 15.5 1.8 -0.1
1990 29.6 11.5 8.6 8.7 0.8 0.0
Operational

1981 6.2 1.9 1.4 2.9 -0.1 0.2
1982 7.7 3.2 1.6 3.8 0.3 -0.3
1983 4.4 1.1 0.3 2.9 0.0 -0.1
1984 2.7 1.7 -0.4 1.1 -0.1 (3.1
1985 4.3 1.4 1.0 2.3 -0.2 -0.2
1986 3.6 1.6 1.0 1.4 0.0 -0.3
1987 5.5 3.0 1.6 0.9 -0.1 0.3
1988 4.3 3.4 0.2 0.4 0.0 0.4
1989 6.9 3.8 0.6 2.4 0.0 0.1
1990 -1.2 -2.4 0.4 0.6 0.0 0.2

Note: Total includes some residual items not included in subcategories shown in the table.
'Source: Calculated from Banco Central do Brasil, Programa Econ6mico (various issues) and

IBGE, Contas Nacionais Consolidadas (1991).

Inclusion of the operations of the state enterprises and other activities outside
the traditionally defined public sector clearly worsens the measures of Brazil's fis-
cal imbalance in the 1980s, as is apparent in a comparison of the data of tables 5.4
and 5.5. The latter table also makes evident the effect of inflation on the nominal
PSBR. Exclusion of monetary correction payments from the budget deficit, as is
done to estimate the operational budget. substantially reduces this effect. It should
be noted, however, that even with this adjustment Brazil's public sector was far
from balance in the 1980s.

Had the deterioration of Brazil's public finances been limited to the nominal
PSBR, inflation alone might have been blamed. What is clear from table 5.5. how-
ever, is that the operational deficit (which comes much closer to being an inflation-
adjusted budget deficit) also worsened in the 1980s. The data for the narrowly de-
fined public sector (table 5.4) suggest that a modest deterioration began in the late
1 970s, and the broader measures available after 1981 (table 5.5) show that it wors-
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ened significantly after 1986. Yet as late as 1986, many observers of Brazil's fiscal
situation were arguing that if inflation were taken into account (as is done with the
operational deficit), Brazil did not have any fiscal deficit at all.t 0

It is clear in hindsight that much more attention should have been paid to
the trend in the operational deficit, rather than to its level in the early 1980s.
Inflation alone was not responsible for Brazil's fiscal disequilibrium. Despite
the gain in insight provided by general acceptance of the operational deficit as
a better measure of the fiscal deficit, the accompanying argument-that if in-
flation were eliminated the budget deficit would be negligible-was simply
wrong. The operational deficit began to worsen even before the 1982 debt cri-
sis. Although the Cruzado Plan appeared to reverse the trend, this reversal was
temporary.

These estimates are in fact cautious and incomplete characterizations of fiscal
trends in the past two decades. An altemative approach, as already pointed out, at-
tempts to quantify the real deficit using changes in reported stocks of public sector
financial liabilities, rather than the national income account flow data reported by
IBGE. Using equation 5.3, the real PSBR may be measured as the sum of the chang-
es in the real domestic and extemal debt, plus the seigniorage obtained by the gov-
ernment from money creation.

Table 5.6 shows the sources of financing of the real public sector deficit over
the 1970-90 period, using the stock change method summarized by equation 5.3,
which is explained in more detail in technical appendix A. The nominal stocks for
each year are those reported at the end of the year; these were deflated using the
general price index.

The first two columns of table 5.6 show the part of the public sector deficit
financed respectively by borrowing in the domestic or the extemal financial mar-
ket. The change in domestic debt (column 1) includes both state and municipal
debt as well as federal debt. In its early years, such borrowing was composed al-
most exclusively of indexed federal treasury obligations (ORTN) and federal trea-
sury notes (LTN). After the 1986 Cruzado Plan, other federally issued financial
assets- among them nonindexed federal treasury obligations and notes, Central
Bank notes, and federal treasury bonds-accounted for most of the federal debt.
Although there was some state and local debt in the 1970s, this component of the
public sector debt only became significant after 1983.

The net change in the real external debt (column 2) is the change in the gross
real extemal debt, converted into local currency by the exchange rate and deflated
by the price index, minus the change in real official reserves, also expressed in lo-
cal currency terms." Since a nominal depreciation increases the local currency
equivalent of the extemal debt, while domestic inflation (with no corresponding
exchange rate adjustment) decreases it, sharp changes in Brazil's real exchange
rate made this series quite volatile in the 1980s.

The federal govemment also can finance some of its deficit with seigniorage,
which is the income it earns as the issuer of money. This is divided in table 5.6 into
the change in the real money base (column 3) and the inflation tax (column 4). Any
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Table 5.6 Sources of Financing of the Public Sector, 1970-90
(percentage of GDP)

Net change in real deht Seigniorage

Domestic External Monetary Base Inflation Tax
Year (Ah) (4/) (Al)I (0) Total

1970 1.1 -0.5 --0.1 1.0 1.5

1971 1.0 0.4 0.8 0.9 3.0

1972 2.1 -1.4 0.1 0.8 1.6

1973 1.4 -2.4 1.4 0.7 1.2

1974 -0.3 2.0 41.1 1.5 3.1

1975 3.4 2.6 (.3 1.3 7.6

1976 0.7 0.0 0.1 1.7 2.5

1977 0.9 1.5 0.4 1.5 4.3

1978 0.5 1.0 0.2 1.6 3.2

1979 -1.3 6.2 0.2 2.3 7.3

1980 -1.4 -1.9 -1.3 2.7 -1.9

1981 4.4 1.4 -0.5 1.9 7.3

1982 2.7 2.9 -0.6 1.7 6.7

1983 0.2 10.6 -1.2 2.0 11.5

1984 1.1 1.5 0.2 1.1 4.0

1985 4.0 2.5 0.1 1.2 7.8

1986 9.8 -1.6 2.3 0.6 11.2

1987 0.0 1.0 -1.7 3.0 2.3

1988 -3.0 -2.0 -0.8 1.9 -3.9

1989 8.1 -4.0 0.0 1.2 5.4

1ggoa -9.0 -1.6 0.9 1.3 -8.4

a. Estimates for 1990 based on preliminary data for real GDP and some components of domestic
debt.

Source: Calculated using the methodology of technical appendix A. based on series in the Bo-
letini do Banco Central (domestic and extemal debt). Conjunnura Econornica (prices, exchange
rate, and monelary base), and IHGE, Contas Nacionao (real GDP).

govemment with the authority to issue money would eam income by increasing
the monetary base. This would be the case even without inflation. if the new mon-
ey simply accompanied the real growth of the economy. In addition to this source
of revenue, in an inflationary economy the govemment may also finance some of
its deficit from the "inflation tax," which is the loss in the real value of the mone-
tary base. Government income from money creation and the inflation tax are dis-
cussed further in chapter 6.

Figure 5.2 provides a graphic comparison of the three measures of fiscal dis-
equilibrium discussed in this section. The national income accounts measure of
public sector saving (column 6 of table 5.4) shows a gradually falling surplus over
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Figure 5.2 Alternative Measures of Fiscal Disequilibrium, 1970-90
Percentage of GDP
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most of the 1970-90 period, with this measure only becoming a deficit in the late
1980s. The operational deficit (column 1 of table 5.5), for which data are available
only from 1981, shows a much larger deficit. Our indirect measure of the deficit,
based on changes in the real stocks of debt and on money creation (column 5 of
table 5.6), suggests that there was a real deficit in the 1970s and that it worsened
after 1982. Finally, all three measures show a sharp tightening of fiscal policy in
1990.

The large difference between the national accounts measure of net public sec-
tor saving and the other two measures underlines the importance of off-budget ex-
penditures by the public sector financed by credit creation or monetary expansion.
Such unrecorded expenditures change the stock of assets, implying that the results
of the stock change approach, as well as the broader measures of the operational
deficit, would exceed those of the national accounts approach, as indeed appears
to be the case. The volatility of the stock change measure in comparison with the
other two measures, is primarily due to the influence of sharp changes in the real
exchange rate, which does not directly affect the other two measures.

Given the difficulties in measuring all three series, their absolute level is less
informative than are the changes in each one. Despite their differences, all three
series provide unmistakable evidence of a worsening of Brazil' s real fiscal dise-
quilibrium in the 1980s. Both the national income accounts measure and the stock
change measure show a worsening between 1973 and 1975 as a result of the first
petroleum shock and a gradual increase in the deficit (or fall in net public sector
savings) after the second oil shock. Accelerating inflation, unaccompanied by a
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corresponding adjustment in the exchange rate, resulted in a real appreciation and
temporarily reduced the stock change measure of the deficit, as occurred in 1980
and 1988. But this apparent improvement was unsustainable and was quickly re-
versed. Allowing for this transitory effect, it is clear from all three measures that
Brazil's fiscal situation deteriorated significantly in the late 1980s. Although the
effects of the fiscal tightening in the first year of the Collor government are clear
in all three measures, the ability of Brazil's public sector, especially the federal
government, to maintain fiscal balance in the 1990s is much less clear.

Pressures on Public SectoLr Expenditure in the 1980s

Despite the popular image of Brazil's public sector as a profligate spender and in-
tense consumer of resources, public expenditures as a share of national product re-
mained relatively stable until the mid-1980s. The containment of federal public
spending under the Figueiredo government (1979-85) included limitations on hir-
ing, expenditure on goods and services, and especially cuts in public investment.
Spending by state and local governments was limited by reductions in the reve-
nues transferred to them by the federal government.

Total spending for public sector wages and salaries, which had actually de-
clined as a share of national product between the early 1970s and 1984 only began
to increase when the Samey government took over, reaching almost a tenth of GDP

in 1989. Public sector spending on goods and services as a share of Gt)P also in-
creased under Sarney. Despite a fall in net subsidies to the private sector and a sta-
ble level of social security spending. these were not sufficient to offset a sharp rise
in government spending on wages and salaries. Figure 5.3 shows the distribution
of public spending among these four categories for the 1970-90 period.

The expansion of public spending between 1985 and 1990 occurred at all
three levels of government. At the federal level it was due in part to the efforts of
the Sarney government to secure political support for a full mandate of five
years. 12 The lack of concern with budget balance may also have been encouraged
by the misperception, noted earlier, that Brazil's budget deficit would be negligi-
ble if the effects of inflation on it were discounted. At the state and local level the
increase in expenditure after 1985 was facilitated by an increase in the share of
public revenues transferred to them by the federal government. Unfortunately for
future growth, most of this increase in state and local spending went for increases
in current expenses, especially personnel. rather than for investment. Even with
the expansion in state and local spending that occurred after 1985 the federal gov-
ernment remained responsible for about two thirds of the total. State spending was
more important only in the areas of education and health. Local government
spending focused on housing and urban development. but nearly a third of local
spending was for personnel and administrative costs.t 3 The functional distribution
of spending by the three levels of government over the 1985-90 period is shown
in table 5.7.
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Figure 5.3 Public Sector Noninterest Spending, 1970-90
(percentage of GDP)
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Source: IBGE, National Accounts Department (DECNA). 1991

Much of the deterioration of Brazil's public finances during the 1980s can be
seen as the consequence of the political and administrative decentralization that
occurred with the return to civilian rule in 1985. This decentralization was made
explicit in the 1988 constitution. which transferred to state and local governments
a substantial part of the revenues formerly received by the federal government.
There was not a parallel decentralization of expenditure responsibilities. As a re-
sult, the federal government was forced to maintain most of its expenditures, while
the constraints on state and local spending were weakened. We turn next to the
revenue side of Brazilian fiscal trends in the 1980s, which were profoundly altered
by this decentralization.

Tax Revenues and the Fiscal Deficit

Even more serious than the rise in noninterest expenditures was the trend in tax
revenues after 1983. Total tax receipts as a share of GDP (see table 5.4) fell sharply
after 1983, after averaging 25.7 percent of GDP in the 1970s. With the exception
of 1986 (the year of the Cruzado Plan). tax receipts did not regain their levels of
the preceding decade until 1990. Under the new Collor government, increases in
income taxes, taxes on manufactured goods, financial operations taxes, and social
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Table 5.7 Functional Distribution of Spending by Government Level from
1985 to 1990
(percentage oj GDP)

Branch of

government Federal State Local Total

Legislative 0.14 0.17 0.05 0.35
Judicial 0.20 0.49 0.01 0.69
Administration 4.41 2.15 0.23 6.79
Agriculture 1.42 0.23 0.01 1.65
Communications 0.05 0.02 0.00 0.06
Defense and
public security 1.38 0.74 0.00 2.13
Regional
development 0.49 0.37 0.00 0.86
Education and
culture 1.54 1.97 0.25 3.75
Energy and
minerals 0.46 0.11 0.00 0.57
Housing and
urban affairs 0.13 0.13 0.25 0.51
Industry and
commerce 0.76 0.12 0.01 0.89
Foreign relations 0.07 0.00 0.00 0.07
Health and
sanitation 0.53 1.06 0.17 1.75
Labor 0.27 0.02 0.00 0.29
Social security
and assistance 6.81 1.17 0.15 8.13
Transportation 2.70 1.22 0.17 4.09
Total 21.33 9.94 1.30 32.57
Note: Items may not add up to totals because of rounding. Local expenditures are for capital cities.
Source: Ohana, Guedes. and Mussi (1992).

security contributions arrested the decline at the federal level. At the state level
substantial increases in value added tax collections raised revenues substantially
in 1990. Figure 5.4 shows trends in direct and indirect tax collections as a share of
product from 1970 to 1990.

Several factors led to the post-1983 decline in indirect tax revenues, which
come primarily from a value added tax federal tax on manufactures (Imposto so-
bre Produtos Industrializados, or IPI) and a parallel state value tax on a broader
range of goods and services (Imposto sobre Circula,ao de Mercadorias. or ICM). 14

One was imperfect indexation. Another was outright evasion of taxes. Many
goods and services are available at either a legal or illegal price. The legal price
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Figure 5.4 Direct and Indirect Tax Revenues, 1970-90
(percentage of GDP)
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includes indirect taxes and is the price paid when a sales receipt is issued. But for
those who are willing to acquiesce in tax evasion by foregoing a receipt, the price
is reduced. Attempts to estimate the extent of tax evasion in Brazil suggest that the
problem is particularly severe for indirect taxes.t5

The evasion of direct taxes also may have increased significantly in the
1980s. Although there is little firm evidence on the extent of tax evasion, much
anecdotal information suggests that many Brazilians have found a variety of
methods of evasion, ranging from understatement of income from professional
activities to the use of fictitious receipts to support nonexistent expenses. Many
Brazilians sought to shelter income from financial assets by transferring them
abroad, particularly to the United States, even when before-tax returns in Brazil
were substantially higher. Brazilian law requires that income tax be paid on all
income wherever it is earned, but little effort is made to enforce collection. A
close friend of the author, trying in 1985 to resolve some questions arising from
his payment of Brazilian income tax on earnings in the United States, was told by
a tax agent that his real problem was um excesso de elo em pagar impostos (too

much zeal in paying taxes).
The prospects for greater tax compliance received another blow from the Col-

lor administration. Despite its attempts to increase enforcement and collection as
part of its two stabilization packages. the ultimate effect of Collor's impeachment
and removal from office for involvement in the largest influence-peddling scheme
in Brazilian history was to reinforce the widespread belief among many Brazilians
that corruption in the public sector justified tax evasion.
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The Fiscal Effects of the 1988 Constitution

The new Brazilian constitution adopted in October 1988 profoundly changed the
relative fiscal positions of the federal and the state and local govemments. For
many Brazilians in the mid- 1980s, the new charter appeared to be the ideal vehicle
to redress what they considered the errors of the preceding two decades of author-
itarian rule. Since one of the policies of the military had been to concentrate power
in the executive branch of the federal government, the constituent assembly that
framed the 1988 constitution strongly supported decentralization of govemment
and a shift in power from the presidency to congress. The new constitution was
also viewed by many as a way to secure permanent support not only for civil
rights, but also for specific economic rights in the areas of health, social security,
education, and employment.

The result was a document that is far lengthier and more specific than previ-
ous Brazilian constitutions or those of many other nations. In the area of public
finances, there were some advances. These included the prohibition of off-budget
spending by the executive branch without the approval of Congress and explicit
requirements for the preparation and passage of an annual budget. Other positive
features of the new charter included restrictions on the borrowing operations of the
executive and the requirement that the executive present annually to Congress full
accounts for the social security system.

In many other respects, however, the 1988 constitution made potential fis-
cai deterioration, particularly at the federal level, even more likely. It dramati-
cally reduced the revenues that went to the federal government through
substantial increases in the share of tax collections transferred to the states and
municipalities. In addition, it linked many revenue sources to specific objec-
tives or levels of government, making the finances of the federal government
even more precarious.

In principle there is no incompatibility between decentralization and fiscal
equilibrium. Had the 1988 constitution transferred to states and municipalities
not only revenues but also expenditure responsibilities, the overall fiscal impact
might have been slight. Instead, the new charter not only maintained federal re-
sponsibilities but increased them by setting expenditure floors for certain func-
tional areas (such as law enforcement, cultural affairs, and education) and by
granting tenure to public employees after two years of service.16 One provision
requires the employing government to maintain a tenured employee at full pay
until an "adequate" new position is available if a public sector position is elim-
inated. Another provision of the 1988 constitution that has profound budgetary
consequences for the public sector is that pensions and retirements are to be
based on service-thirty-five years for men and thirty years for women-with-
out regard to age.17

The increase in the revenues of state and local governments was secured in the
new constitution in two ways. First, the federal govemment lost its share of a num-
ber of specific taxes-among them taxes on fuels and lubricants, on communica-
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Table 5.8 Distribution of Tax Revenues by Level of Government, Selected
Years, 1975-90
(perc entage of GDP)

Gross tax receipts Net after- transfers

Year Total Federal State Local Federal State Local

1975 25.28 18.59 5.99 0.77 17.20 5.91 2.17
1980 24.77 18.60 5.44 0.73 17.14 5.49 2.14
1987 23.45 16.87 5.99 0.59 14.90 6.08 2.48
1989 22.10 14.80 6.69 0.61 13.12 6.30 2.68
1990 28.15 18.87 8.33 0.95 16.05 7.88 4.22

Note* Net revenues after transfers are gross collections by each level of govemment plus trans-
fers received and minus transfers to other levels.

Source. For 1975-89, Afonso and Villela (1991 ); for 1990. Villella ( 1991).

tions, and on electricity-which were subsumed under the state value added tax
(ICMS).18 Second. even though the federal government continued to collect the in-
come tax (IR), a value added tax on selected manufactures (IPI), tax on financial op-
erations (IOF), and tariffs on imports (11), the new constitution required that a greater
share of the proceeds of these taxes be passed on to state and local government.

The effects of the new constitution on the distribution of public finances
among the three levels of government were clear soon after its adoption. Table 5.8
shows estimates by Afonso and Villela ( 1991 ) of the distribution of tax revenue
before and after intergovernmental transfers.

The federal government's own estimates of the distribution of total revenue
among the three levels of government (table 5.9), although not directly compara-
ble with those of table 5.8, corroborate the Afonso and Villela estimates. Although
a modest fall in the federal government's share of total tax revenue began before
the adoption of the new constitution, it fell much more sharply after 1988.

The stabilization program of the new Collor government in March 1990 tem-
porarily arrested the decline in federal government revenue, but at a very high
long-term cost. In addition to freezing most financial assets for eighteen months
and reducing payments on the federal debt, the Financial Operations Tax (IOF) was

Table 5.9 Division of Government Revenue by Level of Government,
Selected Years, 1975-90
(percentage of total revenIue)

Level 1975 1980 1985 1990

Federal 50 49 46 35

State 36 35 36 42

Local 14 16 18 23

Source Secretaria da Receita Federal, Ministerio da Fazenda. as cited by Longo (1990), table
5.1.
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Figure 5.5 Revenue by Level of Government, 1980-90
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increased and extended to a wider range of transactions, resulting in an eightfold
increase in revenue from this source. Such measures were stop-gap policies, how-
ever, since they did not change in any fundamental way the fiscal disequilibrium
created by the new constitution. Figure 5.5 shows trends in revenues by level of
government between 1980 and 1990. State and municipal revenues as a share of
GDP increased significantly after 1988. and despite the federal government's at-
tempts to shore up its precarious financial position, its share of GDP did not attain
the levels of the early 1980s.

The dramatic freezing of most Brazilians' financial wealth by the first Collor
Plan, moreover, raised basic legal and constitutional questions about the fiscal poli-
cies of the new government. Many Brazilian legal scholars questioned the right of
the government to impose what they argued was an unconstitutional tax, assuming
the real value of financial assets would decline during the period they were frozen.19

By the early 1990s a consensus had emerged that successful economic stabi-
lization required profound changes in the fiscal system and, if necessary, amend-
ments to the 1988 constitution. In October 1991 the Collor government submitted
to Congress a series of proposals aimed at reducing the fiscal pressures on the fed-
eral government. Among the proposed changes were reductions in the constitu-
tional obstacles to administrative reforrn. limitations in the constitutional
guarantees for social security, and the authority to create new sources of federal
tax revenue. With the erosion of support for the Collor government during 1992,
however, they had little chance of passage, and the year ended with Brazil's fiscal
problems far from any real solution.
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Fiscal Disequilibrium: Does It Matter and Why Does It Persist?

There is little question that Brazil's public sector finances deteriorated over the
1980s, despite the complexities involved in trying to quantify this trend. The fall
in public sector savings raises two more fundamental questions: First, did the ris-
ing deficit have real effects on the economy, by displacing investment and slowing
Brazil's future growth? Second, if the public sector deficit did have a negative ef-
fect, why are continued deficits tolerated by the political system?

The Budget Deficit and "Crowding Out"

One widespread view of budget deficits is that they compete with private investors
for a limited supply of savings, and as they grow, crowd it out. In this view it is as-
sumed that the supply of private savings is fixed, so that more for the public sector
implies less for the private sector. An important question raised by the deterioration
of Brazil's public sector finances over the 1980s is how private Brazilians responded
as savers. Economic theorists have had much to say about this issue in recent years,
and much of their discussion has revolved around "Ricardian equivalence."

The argument is named for David Ricardo's suggestion that individuals will
understand that government spending not financed by current taxes implies a need
for higher taxes in the future, which suggests that the decrease in public saving
(the budget deficit) will be offset by an increase in private saving.2 0 Although
Ricardo himself expressed skepticism about the proposition that debt finance and
tax finance of government spending were thus equivalent over the long run, the
proposition was revived and developed by Robert Barro (1974).21 The relevance
of the Ricardian equivalence argument in a developing economy context has been
noted by Corden (1987), who suggests that it should be "properly adjusted and
broadened" to reflect the idea that private sector savings are based in part on the
expectations created by fiscal policies.

The Ricardian equivalence proposition stems from the idea that rational indi-
viduals base their consumption plans on lifetime disposable income, rather than
myopically on current income. Choosing between tax or debt financing is thus ir-
relevant, since a deficit now inevitably implies a commensurate rise in taxes in the
future. The increase in future taxes, which includes both repayment of the princi-
pal and interest, when discounted by the same interest rate will equal this period's
deficit.

In extreme form, the proposition implies that an increase in the public sector
deficit would have no crowding out effect on private investment, since private sav-
ings would rise sufficiently to maintain the real interest rate. When applied to an
open economy, the argument implies that the rise in the public sector deficit, which
in conventional models is said to be financed by a current account deficit, will in-
stead be financed by the increase in domestic private savings, leaving the current
account unchanged.



80 Macroeconomic Crises. Policies, and Growth in Bra:il, 1964-90

Few economists, including those who have called attention to the implications
of the equivalence proposition, take the argument seriously in this extreme form,
since there are a number of plausible theoretical and empirical objections to it.
Prominent among them is the possibility that individuals do not care about a future
increase in tax burdens if it occurs beyond their lifetimes.22 The age and educational
characteristics of the Brazilian population noted in chapter 3 make it reasonable to
conclude that private Brazilians do not fully integrate future fiscal developments
into their current behavior. Even if they were motivated to do so, the difficulty noted
earlier in obtaining accurate information about the fiscal position of the Brazilian
public sector would make it nearly impossible to estimate likely future tax burdens.

Another objection to the Ricardian proposition is that capital markets make it
impossible for private individuals to lend or borrow at the interest rate assumed by
the argument. In this view, individuals with foresight may be aware of future tax
obligations but are prevented from transferring income from the present to the fu-
ture (that is, saving) by inadequate capital markets. This is a telling point in the
case of Brazil. Although its capital markets are among the most sophisticated ones
in the developing world, savers have seldom been able to earn a return comparable
with what it costs the public sector to borrow.

Finally, when individuals can escape future taxation by moving financial as-
sets abroad or by investing in assets that are more difficult to tax, they may not
need to increase their savings in proportion to the public sector's dissaving. In nei-
ther case would official measures of domestic savings be likely to register an in-
crease. The possible link between growing deficits and capital flight from Brazil,
which appears to have increased significantly in the second half of the 1980s, is
examined further in chapter 7.

Given the strength of these objections, there is a presumption that Ricardian
equivalence is unlikely. But the empirical evidence on this point, based primarily
on data from high-income economies, is surprisingly mixed and does not over-
whelmingly reject the proposition.2 3 In a Brazilian context, the proposition is of
more interest in a "kinder and gentler"' forn, if we interpret it as a prediction that
a fall in saving by the public sector will induce private individuals to alter their
consumption and savings to accommodate the expected future consequences of
current public dissaving. even if the offset in private savings is only partial.

Brazilian data permit us to reject the extreme fonm of the Ricardian argu-
ment--that changes in private savings will fully offset changes in public savings.
It is less clear, however, if there is some degree of partial offset. Table 5. 10 shows
trends in gross fixed investment and the sources of its financing over the past twen-
ty years. divided into subperiods of five years.

Brazilian public sector savings fell by about 7 percent of GDP between the ear-
ly 1 970s and the late 1 980s, while the savings of the private sector rose by nearly
6 percent. If the net savings of the state enterprises, which in table 5. 10 are includ-
ed in the private sector, were transferred to the public sector, the fall in public sav-
ings and the rise in private savings would be even larger, since the net savings of
the state enterprises changed from a surplus to a deficit in this period.2 4
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Table 5.10 Public, Private, and External Savings by Period, 1971-90
(perc entage of GDP)

Net Public Private Gross
Domestic transfers National sector sector Erternal domestic

Period savings abroada savings savingsh savings savings investmenf

I 2 3 4 5 6 7

1971-75 18.7 0.1 18.S 6.2 12.6 5.6 24.4

1976-80 18.0 1.0 19.0 4.9 14.1 5.8 24.8

1981-85 21.9 -6.3 15.6 1.6 14.0 3.2 18.8

1986-90 24.0 -6.3 17.7 -0.8 18.5 0.3 18.0

a. Net transfers abroad includes terms of trade effect.
b. The public sector is the traditional IBGE definition (federal, state, and local government, with the

operations of state enterprises included in the private sector).
c. Gross domestic investment includes inventory change.
Note Column 3 = (column I + column 2) = (column 4 + column 5), column 7 = (column 3 + column

6). Calculated from data in constant 1980 dollars.
Source: Fontenele e Silva and Mussi ( 1992), based on IBGE national income accounts and ECLAc data.

Full Ricardian equivalence, however, would require that Brazilians not only
increase their savings to cover the costs of paying back the debt of the public sec-
tor, but that their savings also increase to cover the extemnal debt. This clearly did
not happen: the loss in external savings of about 5 percent of GDP after 1980 was
not offset by increased private savings. As a result, Brazilian investment dropped
by more than 6 percent of GDP between the early 1970s and the late 1980s.

Given the limitations of the national accounts data on which a direct test of
Ricardian equivalence in Brazil would be based, indirect ways should be sought
to test it. If full equivalence held, the fall in public saving would be offset by an
increase in private saving sufficient to keep real interest rates constant. This im-
plication of the equivalence proposition has recently been tested with Brazilian
data by Pastore (1992). Contrary to what would be implied by full Ricardian
equivalence, he found that the real interest rate over the 1976-86 period was sig-
nificantly affected by changes in the federal debt.

Rejection of the Ricardian equivalence argument in its extreme form does not
imply that private savers' behavior was not affected by the rising public sector def-
icit in the past two decades. From a policy point of view, however, the fact that
equivalence did not hold in Brazil is of fundamental importance. The rising public
sector deficit deprived the economy of savings badly needed to maintain economic
growth. Even if private savings partly offset the fall, the costs to Brazil in terms of
future growth forgone were still enormous. Budget deficits do matter.

Why Does the Political System Support Budget Deficits?

Were the deficit of the Brazilian public sector simply a statistical artifact created
by the effects of inflation on expenditures and receipts, as some of the proponents
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of "inertial inflation" argued in the mid-1980s, it would be easier to understand
Brazil's tolerance for the budget deficit. As already pointed out, however, even
when adjusted for the effects of inflation, the deficit worsened in the 1980s, with
this trend accelerating after Brazil's return to more democratic ways after 1985.
Since the rise in private savings fell far short of the drop in public savings, a fall
in investment was the inevitable result. Given the negative long-run consequences
of this decline in investment, one must ask why greater efforts were not made to
restore fiscal equilibrium.

The worsening of the deficit, which was particularly pronounced under the
Samey govemment, raises the uncomfortable possibility that some in Brazil may
prefer a continued deficit to its alternatives, even if this compromises future eco-
nomic growth. In a more open political system like that of Brazil after 1985, po-
litical logic may even encourage a public sector deficit.

This possibility has been noted by a number of observers. The structuralist
school of thought about the causes of inflation (see chapter 6) has long maintained
that the political economy of inflation rests on a "fight for shares" of national prod-
uct. Imperfect competition, it is argued, permits powerful firms and unions to in-
crease their shares by passing on their costs through price markups. In the
structuralist view, attempts to lower inflation through restrictive monetary and fis-
cal policy fail when these agents maintain their shares by increasing prices as de-
mand falls.2 5 The public sector deficit and the accompanying increase in either
government debt or the money' supply' are seen by the structuralists as a result rath-
er than a cause of inflation. The policy implication of this approach is that fiscal
and monetary' equilibrium can only be attained by reducing the distributive strug-
gle or "fight for shares" through an incomes policy or a social pact. In an economy
with income distributed as unequally as is Brazil's, attaining this kind of social
consensus is extraordinarily difficult.

Although based on a very different set of premises, another school of eco-
nomic thought also associates fiscal disequilibrium with distributional inequity.
This view, which builds on earlier work by both political scientists and econo-
mists, has been developed recently by Cukierman and Meltzer (I1989).26 They see
debt financing of govemment expenditure as a way of redistributing income from
the future to the present. Some members of society-whom they characterize as
"bequest constrained" -would leave negative bequests but are prevented from
doing so since there is no way to obligate future generations to honor one's per-
sonal debts. Such individuals, however, will support any fiscal policy change
(such as a govemment spending increase, tax cut, or social security benefit in-
crease) that increases their lifetime income, even when such a policy change has
a present value of zero.

Under majority rule, a sufficient number of bequest- constrained individuals
will persuade the govemment to choose financing via debt rather than taxes. If this
debt is acquired by the other members of society, real interest rates are driven up,
increasing the return to capital and lowering real wages. These effects create win-
ners and losers among the non-bequest-constrained as well: those whose income
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comes mainly from their labor lose, while capital owners earn more. A political
coalition favoring greater deficits thus consists of the direct beneficiaries of the re-
allocation of consumption from the future to the present-among them social se-
curity and welfare recipients-and rentiers. Those likely to vote against deficits
are primarily individuals whose real income from labor would fall, a group that
can be identified as middle-class.2 7

In a Brazilian context, the economy-wide conditions that Cukierman and
Meltzer identify as conducive to deficits are of particular interest. An increase in
the expected rate of growth of the economy, for example, would raise future in-
comes in relation to those of the present, inducing more people to vote for a trans-
fer of income to the present. In an intuitive way, the common Brazilian expression
este e o pais dofuituro (this is the country of the future) captures the view that the
high growth in the future will solve many of the nation's economic problems.

In a parallel fashion, an increase in the proportion of the population that is
considered poor would increase the ranks of the bequest-constrained, thus increas-
ing political support for a deficit. Other things equal, an increase in life expectan-
cy. which would extend the number of years spent in retirement (that is, not
working), would also induce more people to support a deficit increase.

A greater spread in the distribution of income increases support for deficits in
two ways. First, it implies that a larger number of people are further below the
mean income, increasing the likelihood that they will be bequest constrained. At
the other end of the income distribution, it increases the number of people who
earn their income from capital (both physical and human), rather than labor. Both
groups increase in relation to the middle class, and this makes it more likely that
the majority will support debt financing of public expenditure. Table 5.11 summa-
rizes the conditions whose increase would lead to an increase in public sector def-
icits under majority rule, together with an assessment of the degree to which the
conditions held in Brazil in the 1980s.

Although it would be speculative to explain the growth in Brazil's fiscal dis-
equilibrium in the past decade solely in terms of such a model, it is clear that a

Table 5.11 Conditions Whose Increase Favors Greater Deficits

General condition Brazilian condition

Expected growth rate of economy Increased in 1970s and early 1980s, prob-
ably falling in the late 1980s.

Fraction of individuals below a certain Apparently increased in 1980s
level of income or wealth

Fraction of individuals whose main source Appears to have increased moderately in
of income is not from wages (rentiers) 1970s as capital markets developed.

Spread in the distribution of income Increased after 1960. with temporary and
incomplete reversals in 1970s and 1980s.

Expected longevity Increased over past two decades.
Source: Cukienran and Meltzer (1989).
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number of the conditions that it suggests favor an increase in the public sector def-
icit probably obtained. Euphoric estimates of Brazil's future growth potential,
which were common in the 1970s and even in the 1980s, may have weakened the
case for fiscal reform. Although the fall in growth rates in the 1980s was a sober-
ing experience for Brazilians, the assumption that the country could grow its way
out of its difficulties was widespread.

Demographic changes have also favored an increase in the deficit. Life ex-
pectancy increased significantly in the past several decades, and with a more re-
cent fall in birth rates the proportion of older people in the population has
increased. As a result, Brazil's social security and retirement benefits, most of
which are based on years of service rather than age, now place an increasing bur-
den on public expenditures.2 8 Finally, the large gap between rich and poor, which
is considerably greater in Brazil than most nations, appears to have worsened after
1965, with no evidence of a reversal in the 1980s. The strain that this has placed
on the political system and on public finances became even more evident with the
slowing of economic growth in the 1980s.



Chapter Six

Money, Inflation, and Indexation

Most of Brazil's population has had no firsthand experience of a stable price level,
apart from a period of several months while the Cruzado Plan was new. Inflation-
ary expectations are consequently ingrained in Brazilian life, and attempts to low-
er these expectations have proved far more difficult than simple economic models
might suggest.

The root of Brazilian inflation has been monetization of part of the govern-
ment's deficit. Acknowledging this fact does not make one a monetarist, as might
have been argued a decade ago. Few economists in Brazil today would deny the
close relation of monetary growth to the rate of inflation. The more interesting
question is to what extent the money supply process is endogenous in an economy
with both an inflationary tradition and institutional mechanisms to deal with infla-
tion, and whether inflation can be adequately explained by concurrent increases in
the money supply. However important the monetization of the deficit may have
been in initiating or accelerating inflation, the reinforcement of the inflationary
process by recent past inflation is now the central part of the story.

Brazil has developed a variety of indexation mechanisms to mitigate the real
effects of inflation. This system of indexation. or "monetary correction" (correqdo
monetdria), was extended to most domestic markets between 1964 and 1970. The
result was an economy in which apparently modest shocks can easily be trans-
formed into high and continuing inflation. The course of inflation. the institutional
mechanisms that evolved after 1964 to deal with it, and some of the principal
trends in money stocks are the subject of this chapter.

There has been considerable debate over the causes of inflation, primarily
over the question of the endogeneity of the money supply process. Brazil's expe-
rience has produced a body of econometric evidence addressing this question,
some of which is reviewed here. Although most of the evidence rejects a simple
monetarist model, it can be interpreted to support a "neoclassical" monetary ex-
planation of the link between money and inflation. In such models the price level
may be affected not only by current changes in the money supply, but also by ex-
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pectations of future money supply increases. The effects of indexation on inflation

are also examined.

Inflation and the Rise of Indexation in Brazil

Brazilian inflation was both a cause and an effect of the extensive indexation that

developed after 1964. Inflation took its first substantial leap in the period after

World War 11.

Brazilian Inflation: A Long View

Annual inflation rates in Brazil, as measured by the general price index (Indice

Geral de Pre,os-Disponibilidade Interna, or IGP-DI) have never gone below dou-

ble-digit levels since the late 1950s. That was when the country's first major infla-

tionary surge began; it continued until 1964. A second surge began in the mid-

1970s and, despite several temporary easings and a sharp worsening after 1986, it

persisted into the 1990s. These trends are evident in figure 6.1. While the annual

rate of inflation may be a more familiar figure for most non-Brazilians, the ex-

treme heights reached by inflation in Brazil in the late 1980s make such a measure

Figure 6.1 Monthly Rate of Inflation, 1946-90
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almost incomprehensible. Hence, Brazilians themselves now routinely character-
ize inflation by its monthly rate. Measured at an annual rate, inflation in late 1989
and early 1990 exceeded 5,000 percent. Over the entire period represented in fig-
ure 6.1, the price level increased more than 50 billion times.

The acceleration of inflation in the 1959-64 period was largely due to the fed-
eral government's inability to finance an expanding level of expenditure except
through expansion of the monetary base. On an annualized basis, Brazil's inflation
rate in the first quarter of 1964 exceeded 100 percent.

Not only did inflation accelerate again in the late 1970s, but the rate became
much more variable, particularly after 1985. This increasing variability height-
ened the public's uncertainty and forced firms and labor to make more frequent
price adjustments to avoid severe distortions in relative prices. The shortening of
the intervals between price adjustments that is typical of accelerating inflations
was increasingly evident in Brazilian markets in the 1980s.t

Brazil's 1959-64 episode of high inflation might have been alleviated or at
least postponed if there had been a larger market for public debt. The financial sys-
tem at that time was limited to commercial banks and a fewfinanceiras (finance
companies) that had appeared in the late 1950s. primarily to finance purchases of
consumer durables. There was little long-term finance available for industrial in-
vestment other than the resources available through the national development
bank (BNDE), founded in 1952. Housing finance was largely unavailable.

Policymakers in the military government clearly recognized the negative ef-
fect of inflation on the development of long-term capital markets. One of their re-
sponses was the orthodox one: they tightened fiscal policy, increased prices for
public services to levels that would cover costs, and reduced the growth of govem-
ment services. in order to reduce the deficit that underlay money supply increases.

These policies were reinforced by an increase in the government's ability to
finance its deficit. The development of indexed financial assets after 1964 permit-
ted the government to tap private savings on a scale that would have been impos-
sible before. For more than a decade the expansion of the public's holdings of
government debt financed a substantial part of the deficit, reducing the pressure
for increases in the money supply.

The reduction in inflation after 1964 was not sufficient, however, to allow
capital markets with nonindexed assets to function at a level that would have per-
mitted adequate financing for both public and private long-term borrowers. Annu-
al inflation rates in the late ] 960s had fallen to less than 40 percent a year, but that
was still far too high to encourage long-term nonindexed financial transactions.

7The Rise of Indexation

T'he second and less orthodox response of the post-1964 government to inflation
was to institute an extensive system of indexation, or "monetary correction." The
cornerstone of this policy was Law 4357, which legalized the revision of nominal
financial values to reflect inflation, in effect permitting financial contracts to be
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made in real terms, or at least in termns much closer to real terms. One of the main
effects of this move was a significant increase in the govemment's ability to sell
indexed government obligations to the public. Private sector absorption of the

debt, which had been negligible before 1964, was large enough by the late 1960s
to permit a decrease in the stock of debt held by the monetary authorities (table
6.1).2 The shift from monetization to public debt financing in the decade after
1964 was one of the reasons for the drop in inflation rates between 1964 and 1974.

The first indexed asset was the indexed treasury bond (Obrigac,o Reajustavel
do Tesouro Nacional. or ORTN), which had a maturity of two to five years. At first,

ORTNs were supposed to pay an ex post or revised rate, based on change in the
wholesale price index plus 7 percent interest. Later, the interest component
changed to 4 percent or 8 percent fixed ex ante depending on the maturity of the
bond, with correction continuing to be set ex post. In 1975, the govemment aban-
doned its fixed price auction for ORTNs, replacing it with competitive discounts. A

parallel measure, the Unidade Padrao de Capital (UPc), was initially equal to one
ORTN and was intended to be a financial asset of constant purchasing power for use
in housing finance. Indexed savings deposits also were introduced in the mid-
1960s and became the most popular nonmonetary financial asset in the 1970s and
1980s.3 Unlike the ORTN, they were held by a much larger number of Brazilians.
including many low-income savers.

One feature of the Brazilian capital markets has been that indexed assets have
coexisted with traditional nonindexed assets such as demand and time deposits,
bills of exchange and the Letras do Tesouro Nacional (LTNs), which are govem-
ment obligations of variable maturity auctioned at competitive discounts. 4 The
LTNs have been a highly liquid asset in the Brazilian financial spectrum, forning
the basis of the open market. The growth in the importance of the highly liquid
LTNs in the 1970s was one of the factors behind the change in the composition of

Table 6.1 Public and Private Financing of the Federal Deficit
(millions of current cruzeiros)

Monetary authoiritv Puirchases by
Year Deficit purchases public

1961 76.6 69.4 7.2

1964 728.2 736.4 -8.2

1965 592.9 269.7 323.2

1966 586.6 -19.4 606.3

1967 1,224.7 699.0 525.7

1968 1,226.7 1,0)78.9 147.8

1969 755.8 -1,025.6 1,781.4

1970 738.3 -832.5 1,570.8

1971 672.3 -3,363.8 4,036.1
Source: Conjuntura Econ6mica (March 1976).
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Brazilian financial assets and the decline in the importance of more narrowly de-
fined monetary aggregates.

Outside the financial sector. the development of indexation proceeded more
slowly. Wage readjustment was less frequent and less automatic than was mone-
tary correction. Only in 1979, for example, was the adjustment in the minimum
salary (saldrio mininio) changed from an annual to a semiannual increase.

Monetary correction in the external sector also lagged behind financial mar-
ket indexation. Brazil adhered to a fixed nominal exchange rate policy until 1968,
and adjustments were made only at infrequent intervals, despite large disparities
between Brazil's inflation rate and the lower rates of its major trade partners.
Then, in August 1968, Brazil adopted a crawling peg or "minidevaluations"
(minidesvalorizaq6es). which in effect indexed the exchange rate.

Financial Strainis in the Indexed Economy

Indexation in Brazil was extensive and far-reaching after 1964, but it was never as
automatic as textbook models of indexation might suggest. A number of mecha-
nisms permitted the govemment to manage monetary correction, including the
price index to be used. A number of changes in the indexation system occurred in
the 1970s and 1980s, owing to the government's desire to reduce what it perceived
to be inflationary feedback generated by indexation.

The oil shocks of the 1970s, for example, led the govemment to try to purge
the oil shock component from price indices. The introduction of the concept of
acidentalidade (randomness or exogenous shocks) was intended to insulate the
domestic inflation rate from supply shocks beyond the govemment's control. This
change had a multiplier effect on all assets corrected by the ORTN, since it resulted
in gains and losses according to the composition of agents' portfolios. Those who
held compulsory and savings deposits took a loss, which was in effect an exten-
sion of the inflation tax.i

The arbitrary nature of govemment decisions about the price indices that un-
derlay the indexation system increased the uncertainty caused by inflation. The in-
dexation process is dependent on the behavior of the specific price index chosen.
In any modem economy, no single price index reflects the entire inflationary pro-
cess. From the point of view of company management. for example, wages should
be readjusted according to the price index of the product it sells, while from the
workers' point of view wages should be adjusted by the cost of living index. Bra-
zil's policymakers were never able to resolve these tensions fully, and indexation
was never more than a second-best solution to the price distortions that inflation
created.

Govemment influence in financial markets led to distortions that opened up
profitable opportunities for those positioned to exploit them. The expansion of the
public sector between 1974 and 1978 was followed by an increase in open market
operations in an attempt to control excess liquidity resulting from subsidized cred-
it and a net inflow of foreign resources. This was done mainly through the issuance
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of LTNs. It therefore became profitable to obtain subsidized credit, which for some
favored activities-such as agricultural production. exporting of manufactures, or
regional development-was often available at negative real rates. The funds freed
by obtaining such credit could then be loaned to the public sector at much higher
real rates through the purchase of ORTNs or LTNs.

The same public sector was also the main source of upward shifts in the de-
mand for credit in other domestic markets, thus pressuring domestic interest rates
upward for activities that did not receive special treatment. Higher domestic inter-
est rates had two consequences. First, they made foreign borrowing more attrac-
tive. thus increasing official and nonofficial foreign indebtedness. Second, the
differential between market interest rates and the subsidized interest rates became
extremely large. This gave subsidized creditholders an incentive to divert funds
from their intended applications to the purchase of treasury bonds and bills.6 This
combination of government-subsidization of some activities and market-deter-
mined interest rates in effect created what was popularly known as a "financial
merry-go-round" (ciranda financeira) in which some private savers could eam
very high profits. Thus, the period was notable for substantial portfolio switches
among official and nonofficial obligations as well as domestic and foreign assets.
As a result, the foreign indebtedness of both the private and public sectors in-
creased substantially. as did the amount of domestic public debt held by the private
sector. Table 6.2 shows some of the major categories of financial assets as a per-
centage of GDP over the 1974-78 period.

As new debt instruments and financial innovations widened the choice of
available assets, money in a narrow sense became an increasingly less important
part of the total stock of financial assets. This change was reinforced by the high
liquidity of many of the new debt instruments that became available to savers after
1964. Since these assets often served as both a store of wealth and as a means of
exchange, M I (currency plus demand deposits) became less attractive. This trend
accelerated in the 1980s as the implicit tax on nonindexed and non-interest-bear-
ing money was increased by rising inflation. The effects of financial (leepening
and the growth of domestic alternatives to narrowly defined money are evident in

Table 6.2 Major Financial Assets, 1974-78
(per c entage of ;DP)

Asset 1974 1975 1976 1977 1978

Total financial assets 47.5 53.9 52.7 53.3 52.5

Indexed assets 17.5 21.7 23.3 24.3 24.3
Nonindexed assets 30.0 32.2 29.4 29.0 28.2
Cash and demand
deposits 17.4 17.7 15.9 14.5 12.8

Federal debt 6.6 9.7 9.9 10.2 10.2
Net foreign debt 11.4 13.8 12.8 14.1 15.2

Source. Knight, Growe, and Gelb (1984): and Batista (1987).
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Table 6.3 Money and Debt Shares of GDP, 1964-90
(end-of-year stocks)

Paper money Federal
Year held by publie Monetary base Ml government debt

1964 4.4 11.0 18.6 0.2

1965 4.1 11.7 20.5 1.0

1966 3.7 9.8 15.9 2.2

1967 3.6 9.7 17.5 3.0

1968 3.5 9.9 17.5 3.0

1969 3.6 9.7 17.6 3.9

1970 3.5 8.8 17.3 5.2

1971 3.3 9.0 17.1 6.0

1972 3.3 8.0 17.7 7.6

1973 3.4 8.4 18.6 7.9

1974 2.9 7.6 16.9 6.7

1975 3.1 7.4 17.2 9.7

1976 2.8 6.8 14.5 9.4

1977 2.6 6.7 14.1 9.7

1978 2.6 6.7 13.8 9.9

1979 2.8 7.4 14.4 8.6

1980 2.3 5.6 11.4 6.9

1981 2.1 4.8 11.4 12.6

1982 2.0 3.8 9.2 15.6

1983 1.6 3.0 7.8 21.7

1984 1.6 3.3 7.2 23.5

1985 1.7 3.3 X.1 29.1

1986 2.3 4.9 12.4 30.2

1987 2.1 4.4 9.0 48.8

1988 3.3 4.2 8.1 65.3

1989 3.2 5.3 8.l 107.9

1990 3.0 5.0 7.8 43.0

Source: IGBE. Estatisticas Historicas do Brasit (1990): and Conjuntura Econ6mica (various issues).

table 6.3, which shows monetary aggregates and public debt as a percentage of
nominal GDP over the 1964-90 period.

Although the oil price and foreign interest rate shocks and the worsening of
the terms of trade in the 1970s made adjustment paramount, the government that
came into office in 1979 switched the economy onto a path that could not be sus-
tained for very long. One of the basic strategies of the new policymakers was to
create further inducements to borrowers (especially in the public sector) to borrow
abroad. This was done through a reduction in rural credit and sharp restrictions on
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commercial lending by domestic institutions. A direct consequence was greater
sales of ORTNs with exchange correction, which provided a hedge against the risk
of devaluation. The exchange-corrected bond introduced another unit of account
for financial assets-one more option in agents' portfolio choices.

Hence, the 30 percent devaluation in December 1979 gave windfall gains to
persons with exchange-corrected treasury bonds in their portfolios. Undertaken to
correct for increasing overvaluation, the devaluation also partly offset the effects
of a reduction in export subsidies. It also ended a long period of real exchange rate
stability (see chapter 8).

The most controversial measures of the new govemment, however, were the
prefixing of monetary correction at 45 percent a year, the nominal exchange rate
depreciation at 40 percent a year, and monetary expansion at 50 percent a year.
This set of measures inaugurated a new era, in which the time horizon shortened
substantially and all the principal macroeconomic series and indicators started to
escape government control. The year 1980 was marked by an unprecedented in-
flation rate of 110 percent, and prices rapidly diverged from the preset targets.

Risk and uncertainty became endemic in the capital markets in the 1980s.
Risk-averse agents increased their holdings of nonmonetary indexed assets. The
financing of domestic and foreign debt through the current account became in-
creasingly difficult until-in 1982-it became impossible. An important charac-
teristic of this period was the dolarizagdo (dollarization) of financial assets. It
consisted of an increase in the share of foreign-denominated assets in the total do-
mestic and foreign debt. On the internal debt side, the exchange-corrected ORTN
was the principal asset.

The mechanisms on the external debt side were more complicated. Resolu-
tion 432 of the Central Bank permitted public and private firms to pay their foreign
debts to the Central Bank in domestic currency at the current exchange rate, thus
transferring exchange risk to the monetary authority, which also assumed service
payments.7 Second, funds borrowed abroad by commercial banks and not re-
loaned domestically could be deposited at the Central Bank, which then assumed
debt-service payments (Circular 230, Central Bank).8 The result was substantial
growth of the foreign-denominated liabilities of the monetary authorities. They, in
turn, bore the losses due to devaluation. The arrangement was, in effect, an implic-
it mechanism providing the private sector with a hedge against the exchange risk.
As a result, the public sector became responsible for some 80 percent of the coun-
try's foreign debt.9 The strategy of implementing a positive domestic-to-foreign
interest rate differential with fixed real exchange rates, along with growing insta-
bility in foreign financial markets, caused the exchange rate to come under con-
stant speculative attack.10

Financial Innov ation and Liquid Debt

Conventional macroeconomic theory draws a sharp distinction between money
and interest-bearing assets, which it usually aggregates as "bonds." Brazilian fi-
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nancial development in the past two decades suggests that this distinction may be
overdrawn.

As inflation accelerated after the retreat from the attempt in 1980 to prefix in-
flationary correction of government bonds, the exchange rate, and other prices,
banks and private investors sought ways to protect themselves from future in-
creases in inflation. The answer for some was to use repurchasing agreements,
which were contracts to buy and then sell back a govemment bond at an agreed-
upon date. Both the purchase and sales price were negotiated at the time of the
contract, which was usually drawn up through a commercial bank. As the volume
of business in this market increased, such agreements came to dominate bank ac-
tivity in the bond market. Although banks held most of the positions in this mar-
ket, it was also used by some wealthy individuals.

The consequence of this institutional development was that as inflation accel-
erated in the early 1980s it was possible for banks and individual investors to main-
tain both a high rate of return and liquidity. Maturities shortened drastically,
eventually converging to twenty-four-hour repurchase agreements. This market,
which became universally known as the "ovemight" market, created a kind of high-
ly liquid financial asset that could be viewed either as interest-bearing money or as
almost perfectly liquid bonds. The distinction between money and bonds, which
dominated much of the discussion of appropriate monetary policies to deal with in-
flation, became increasingly less relevant to Brazil in the 1980s. Some of the diffi-
culties in quantifying the link between money and inflation are are due to the
increase in the importance of the "near money" provided by the overnight market.

Did Increases in the Money Supply Cause Inflation?

The changes in Brazilian financial asset markets that began shortly after 1964 and
continued through the 1970s created a system in which money defined in a narrow
sense became relatively less important. Highly liquid "near money," such as the
LTNs, came to blur the distinction-perhaps only a sharp one in the textbooks-
between "money" and "bonds." By the 1980s the Brazilian financial system in-
cluded assets that might be considered to be interest-bearing money. In these cir-
cumstances, traditional models of money supply increase and inflation must be
reexamined.

At the heart of the debate about which policies should be adopted to stabilize
the price level is the question of why prices rise. Any Brazilian economist would
agree that inflation in the 1980s was associated with rapid increases in the money
supply. There is much less agreement as to whether increases in monetary aggre-
gates actually "cause" inflation.

In the classical monetarist model of inflation, increases in the money supply
are treated as exogenous in the sense that they are predetermined and not affected
by the price level or other variables. In this sense, monetary growth does "cause"
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inflation, and the policy prescription is obvious: reduce the growth of the money
supply.

Modern variations on this theme in a Brazilian context recognize that the
money supply process is not exogenous but is the result of the way in which the
public sector deficit is financed. In the short run the monetary authorities may
choose not to monetize the government's borrowing requirement, thus making it
necessary to finance the deficit by borrowing from some source. The assumption
here continues to be that the money supply is an exogenous variable in the short
run. In the long run, however, an intertemporal budget constraint means that any
public debt must be paid. Thus a decision not to monetize a deficit will be only a
temporary one if the deficit exceeds the willingness of private savers to finance it.
This is the essential point of the "unpleasant monetarist arithmetic" of Sargent and
Wallace ( 1981). They show that for a given public sector deficit that exceeds the
finite demand for government debt, the money supply must eventually increase.
This argument has been extended in a number of modern monetarist models,
which maintain that the price level is affected not only by current changes in the
money supply, but also by anticipated future money growth.

Even modern monetarist models of the inflation process assume that the mon-
ey supply ultimately determines the price level, so that stabilization programs
must operate by reducing monetary growth. Whether this requires a fiscal adjust-
ment (as in the modem view) or whether monetary policy can be treated as an ex-
ogenous and directly controllable variable (as in the older paradigm), it is still
assumed that the causal relation between money and prices runs from the former
to the latter.

Although they have rarely presented a simple model of the inflationary pro-
cess, the structuralist opponents of monetarism have often argued that the money
supply in Brazil is in fact endogenous-that is, determined as a function of other
economic variables, among them the price level. In this view, supply constraints
or excess demand raises specific prices. Agents in other sectors of the economy
then react by raising their own prices in an attempt to maintain their share of na-
tional income. Even though the money prices of some other goods and services
should then fall so as to clear markets if the money stock were not changed, the
structuralists argue that the monetary authorities instead accommodate these price
increases by adding to the money supply in order to avoid unemployment, losses
of output, and the other costs that would be incurred in the short run as a result of
monetary restraint. l In other words, they argue that monetary growth is the con-
sequence-and not the cause-of inflation.

Although the positions of the monetarists and the structuralists would appear
to be mutually exclusive, it is also possible to argue that there is a feedback pro-
cess and that causation runs in both directions. The direction of causation between
several economic variables such as the money supply and the price level has re-
ceived some attention in the econometrics literature. Several related and widely
used approaches originate from work of Granger (1969). In addition to Granger's
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Table 6.4 Causalitv Tests of Money-Price Causation

Explanatrv Dependent
variable variable F-statisti(a Significance

I General price index Monetary base 2.127 0.069

2 General price index Mlb 1.782 0.124

3 General price index M2c 0.467 0.829

4 General price index M3d 2.006 0.085

5 Monetary base General price index 1.280 0.285

6 MIb General price index 0.782 0.588
7 M2' General price index 3.454 0.007

8 M3d General price index 5.317 0.000
a. The F-statistic is based on a model with six monthly lags and leads and 83 observations be-

tween February 1983 and December 1990. High values of F imply that the hypothesis of no causa-
tion in the Granger sense may be rejected.

b. M I is currency plus demand deposits.
c. M2 is equal to MI plus negotiable federal notes.
d. M3 is equal to M2 plus passbook savings.
Soure - Estimated by author.

own test for causal direction, a test has been proposed by Sims (1972) and modi-
fied by Geweke, Meese, and Dent (1983).12

These approaches may be used to study the question of money growth and its
relation to inflation in Brazil, since monthly time series data for a number of price
indices and monetary aggregates are available for much of the 1980s. Such tests, un-
dertaken for this study. do not show a clear-cut causal direction between various
monetary aggregates and the IGP-DI. Table 6.4 summarizes the results of the
Geweke, Meese, and Dent (GMD) modification of the Granger test, which is less vul-
nerable to potential problems caused by serial correlation than is the original test.

In none of the first four tests can we reject the null hypothesis of no causation
from the price level to any of the four monetary aggregates. In other words, there
is no strong statistical support for the argument that inflation "caused" money sup-
ply changes in the econometric (Granger) sense. The results of the tests of the re-
verse relationship are mixed. Money defined narrowly as either the monetary base
or Ml did not have a statistically significant causal effect on the price level. For
the two broader monetary aggregates, however, the null hypothesis of no causa-
tion is decisively rejected.

Several conclusions about Brazil emerge from this econometric evaluation.
One is that the causal link from narrowly defined monetary aggregates to the price
level is at best tenuous. Indeed, there is some suggestion from tests I and 2 that
the causal link may run from the price level to the monetary base and to Ml, as
the structuralists would argue. For the more broadly defined monetary aggregates,
however, the monetarist assumption that money "causes" prices appears to rest on
firmer ground. Although much macroeconomic theory has traditionally focused
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on the monetary base and on Ml, these results suggest that the monetary aggre-
gates important in price stabilization may be considerably broader. This conclu-
sion is consistent with financial developments in Brazil, where the increasing
liquidity of near-money (such as negotiable public debt and indexed and interest-
paying accounts) has blurred and possibly even erased the traditional textbook de-
marcation between money and bonds.

Although the preceding results suggest that broad monetary aggregates are
more relevant to price change in Brazil than are the narrow ones, the use of the
broader aggregates to explain price change is not without problems. If there is a
shift in the composition of M3. for example, because of an increase in demand de-
posits and an offsetting fall in savings deposits, total M3 would be unchanged, but
it would be reasonable to argue that total liquidity in the economy had increased.
This issue has recently been examined by Rossi and Silva (1991), who constructed
an index of the money supply in which the most heavily weighted components are
those that are most liquid. Rossi shows that this index is more closely associated
with the general price index over the 1974-91 period than are any of the conven-
tional unweighted monetary aggregates.'3 Rossi also shows that money multipli-
ers, or ratios of the broader aggregates to the monetary base, are more stable for
the liquidity-weighted measures than for corresponding unweighted aggregates.

The monetarist explanation of inflation rests on the assumption that the de-
mand for money is stable, implying that an excess supply of money can only be
eliminated by a rise in the price level. Critics of monetarist explanations of Bra-
zilian inflation have noted that prices have at times increased rapidly without a
concurrent increase in the money supply. They have also pointed to apparent in-
stability in estimates of money demand in Brazil. They interpret this evidence to
mean that a monetarist model of inflation is inappropriate for Brazil. 14 Such cases
appear to provide telling counterexamples to the traditional monetarist proposition
of Friedman and others that increases in the aggregate price level are always asso-
ciated with increases in the money supply.

Several recent works suggest that the monetarist explanation of Brazilian in-
flation cannot be dismissed so easily. Calomiris and Domowitz (1989) have rees-
timated money demand using a more complete specification of the demand
function than was employed in earlier estimates. Their approach allows for short-
run deviations from a long-run equilibrium relation. They found that real money
demand in Brazil was in fact stable over the period from March 1972 through De-
cember 1981 and argue that earlier conclusions of instability failed to consider ad-
equately the existence of other financial assets.

More modern monetarist models accommodate short-run divergences be-
tween price changes and money supply changes. Informed agents recognize that
the public sector has a long-run budget constraint, so that current borrowing must
eventually be repaid. For a given deficit, greater current bond financing would im-
ply greater money financing in the future. If prices respond not only to current
changes in the money supply but also to expectations of future money supply
changes, it is then perfectly possible for money supply changes and price changes
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to be only loosely associated in the short run, even if they are much more strongly
linked in the long run.

Relationships of this type, in which two variables may show considerable
variation and independence in the short run but tend to move together in the long
run, may be interpreted statistically as being "co-integrated." Formal tests of such
relationships, based on the work of Engle and Granger (1987) and extensions by
Johansen and Juselius (1990) and others, permit us to test the hypothesis that mon-
ey and the price level are associated in the long run, even if they diverge sharply
in the short run. Such tests have recently been performed for a number of Latin
American economies by Feliz and Welch (1992), using monthly data from the
1970s and 1980s. For Brazil, the data are consistent with the hypothesis that prices
respond both to current changes in the money supply and to anticipated future
changes. l 5

Deficit Financing through the Inflation Tax

Despite the importance of debt financing of the public sector deficit since 1964,
Brazil's high level of inflation indicates that a significant proportion of the deficit
was monetized. In a growing economy, in which demand for real balances grows
with income, some monetization of the deficit is possible without creating infla-
tionary pressure. This may have been the case in Brazil, particularly after 1968,
when real product growth was at unprecedented levels. But at low or negative
rates of growth, as was the case after 1982, the same level of monetization may
have been much more inflationary. We analyze here the revenue obtained by mon-
etization of the deficit, which can be divided into an income-related, noninflation-
ary component and a component extracted from the private sector's holdings of
money via the inflation tax.

Estimates of the Inflation Tax

Under the assumption that the residual financing of the public sector deficit after
debt creation is obtained by money creation, technical appendix C shows that rev-
enue from money creation. d, is a nonlinear function of the rate of inflation p, or

(6.1) d = oy(c-')[i + xy1exp-PlE(n)

With the simplifying assumption that the income elasticity of demand for
money a is equal to one, this may be estimated in log-linear form as

(6.2) In d = bo + b, n[T + y]- b27T.

where bo = ln 0b = I, and b, = < 0.
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Table 6.5 Money Creation Revenue-Inflation Regression Estimates for
1948-65 and 1966-89

Suhperiod Coefficient Value Standard Error T-stat

1948-65 bo (constant) -1.9781 0.0778 25.420
b2 (inflation) -1.4385 0.2057 6.992

rho -0.2912 0.0915 3.1815
R2 = 0.732 D.W.= 1.439 d.f. = 14

1966-89 b0 (constant) -4.3738 0.8547 5.1007
h2 (inflation) -0.1424 0.0381 3.7392

rho 0.9191 0.0999 9.1941
R2 = 0.918 D.W. = 1.945 d.f. = 20

Sour(e. Estimated by author.

Table 6.5 summarizes the estimates of equation 6.2 for the subperiods 1948-
65 and 1966-89. They confirm the theoretical prediction of a significant relation
between the level of inflation and the amount of revenue generated by money cre-
ation, which in both subperiods first rises and then falls with the inflation rate. Of
more empirical interest, however, is the difference between the two estimates. The
estimated constant shows a significant drop between the two subperiods, suggest-
ing that there was a downward shift in money demand after 1965. The elasticity
of demand with respect to expected inflation also fell sharply. although it remained
negative and significant. The conclusion that there was a significant shift between
the two periods was confirmned by a Chow test for equality of the two estimates.16

The implications of the estimates of table 6.5 appear graphically in figure 6.2.
Since revenue from monetary base expansion is a function of income growth as well
as inflation, there is in reality a curve relating inflation revenue to the inflation rate
for each rate of real income growth. This is approximated in figure 6.2 by assuming
a constant rate of income growth in each subperiod equal to the average GDP growth
rate in each period. Figure 6.2 shows the resulting revenue curves for each period,
using the estimated parameters for ho and b3 from table 6.5 and average income
growth rates, which were 6.7 and 5.8 percent a year for the two subperiods.

Comparison of the two curves confirms the sharp difference between the pe-
riods. In the earlier period monetary base expansion could produce a maximum
revenue of about 3.9 percent of GDP at an inflation rate of approximately 60 per-
cent. At higher rates of inflation the theoretically attainable revenue from the in-
flation tax drops off sharply owing to the high elasticity of money demand. After
1965 the maximum that could in principle be extracted from monetary base ex-
pansion fell to about 3.2 percent of GDP. Most significantly, this maximum was
only attainable at a much higher rate of inflation (about 700 percent a year).

It would be speculative to assign the whole downward shift in the monetary
base expansion revenue curve after 1965 to indexation. The results above are sug-
gestive. however, since indexation (particularly of financial assets like ORTNs and
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Figure 6.2 Revenue from Monetary Expansion, 1948-65 and 1966-89
Government revenue (percentage of GDP)
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savings accounts) provided an attractive but still liquid alternative to holding mon-
ey. In such circumstances we would expect the demand for nonindexed money to
fall, as in fact appears to have been the case.

The mechanism through which indexation affects the revenue obtainable
from inflation is the shift in the demand for money. If indexation were perfect and
applied to all financial assets, including money, the revenue curve would be flat-
tened to lie along the horizontal axis, since no real income could then be obtained
by the government. This would also be the case with perfect foresight if private
agents could predict and consequently escape the implicit inflation tax on holdings
of domestic money by holding another currency. "Dollarization," or flight from
the domestic currency, is an alternative interpretation of the results suggested here,
but it was not significant in Brazil during most of the period under consideration.

Extensive but partial indexation significantly flattened the monetary revenue
curve but did not eliminate this source of revenue, since holdings of nonindexed
domestic currency were necessary even at high rates of inflation. What is interest-
ing is the possibility that as Brazil reaches the limits of debt financing of the public
sector deficit, the amount of revenue it can raise by turning to the inflation tax may
be lower in the presence of indexation than it would otherwise be. If the total deficit
to be financed via monetary base expansion exceeds the maximum possible at any
inflation rate, there is no stable solution. In this case the system explodes into hy-
perinflation. The stability conditions in a model like the one developed here have
been analyzed by Bruno and Fischer (1990), who show that the speed of adjustment
of inflation expectations is critical in determining if the economy becomes trapped
at a high but stable inflation rate, or if it explodes on a hyperinflationary path.



/00 Macroeconomic Crises. Policies, and Growth in Brazil, 1964-90

Limitations and Extensions

Despite the insights that it offers, the model developed here has a number of lim-
itations. The principal one is the lack of an explicit bond market. Prior to 1964, the
government's ability to borrow from the private sector in Brazil was limited by the
persistence of inflation and the large capital loss that this imposed on bondholders.
Indexation was a second-best solution compared with the elimination of inflation
itself, but it did permit the government to tap a growing market for government
debt. The fact that indexation may have curtailed the government's potential rev-
enues from money creation must therefore be weighed against the increase in the
amount of the deficit it could finance through bond sales.

A second limitation is the assumption that the deficit to be financed through
monetization is independent of the inflation rate. Despite the efforts made by the
government after 1964 to index tax bills and speed the collection of taxes, it is
likely that tax revenues were adversely affected. This effect, part of the Olivera-
Tanzi effect, can be included in the model by making the deficit an increasing
function of the inflation rate. In this case the probability that an unstable equilib-
rium, or point of no return, beyond which the economy enters a hyperinflationary
path, is greater for any given rate of inflation. 17

Third, the use of discrete (annual) intervals to measure the revenues resulting
from a continuous process like inflation may underestimate inflation tax revenues,
especially at high rates of inflation. This possible bias, noted by Lerda (1986), Lon-
go (1986), and Toledo (1986), was estimated in a study by Welch, Braga, and Andr6
(1987). They showed that a continuous-time estimate of the revenue collected from
inflation may have been as much as 50 percent higher in the early 1980s than esti-
mates that calculate the revenue on a discrete year-to-year basis. With the acceler-
ation of inflation in the late 1980s. the divergence between the two methods of
estimating the inflation tax would increase further. Table 6.6 presents three esti-
mates of the inflation tax. The first, which is taken from chapter 5, uses an annual
approximation, based on the general price index and Banco Central data on the
monetary base. The second, made by Cysne, is also a discrete-time annual approx-
imation and differs from the preceding estimate in part because of the use of earlier
data series. The continuous time estimate by Welch also uses the general price in-
dex and Banco Central data on the monetary base but is substantially higher than
discrete estimates since the revenue from the inflation tax is earned continuously.18

Finally, the model does not address the problem of intertemporal consistency
in the financing of the budget deficit. To the extent that the deficit net of bond sales
that is to be financed by monetary base expansion is reduced by debt financing, the
equilibrium rate of inflation may be reduced. Over time, however, the accumula-
tion of principal and interest payments on past deficits financed in this way will
grow. If there is a limit to the government's capacity to finance the deficit through
debt expansion, the amount to be financed via money creation will not be reduced
but simply postponed. This "unpleasant monetarist arithmetic" may be applicable
to the Brazilian case.
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Table 6.6 Alternative Estimates of the Infiation Tax, 1965-90
(percentage of GDP)

Year Discrete time intervals Discrete time intervals Continuous time

1965 - 2.5 2.9

1966 - 2.7 3.3

1967 - 1.9 2.0

1968 - 1.9 2.0

1969 - 1.4 1.3

1970 1.0 1.3 1.4

1971 0.9 1.3 1.4

1972 0.8 1.0 1.1

1973 0.7 1.0 0.9

1974 1.5 1.9 1.9

1975 1.3 1.4 1.6

1976 1.7 1.8 2.1

1977 1.5 1.7 1.8

1978 1.6 1.8 1.7

1979 2.3 2.8 2.9

1980 2.7 3.0 3.9

1981 1.9 2.3 3.1

1982 1.7 2.2 2.5

1983 2.0 3.0 4.1

1984 1.1 2.2 3.2

1985 1.2 2.1 2.8

1986 0.6 1.2 -

1987 3.0 3.5

1988 1.9 -

1989 1.2 -

1990 1.3
Source: Column 1, chapter 5. table 5; column 2, Cysne (1989)k and column 3. Welch (1993).

Conclusion: How Inevitable Is Inflation?

Brazil's inflationary experience in the 1970s and 1980s was not the typical expe-
rience of most developing economies, nor even of most Latin American ones.19

The inability of successive governments, both authoritarian and democratic, to
come to grips with it, however, raises a disturbing question.

In preceding sections. a number of the special features of the Brazilian infla-
tionary experience have been examined. They provide a variety of hints about the
difficulties faced by Brazil in the late 1980s and in the 1990s in bringing down
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high rates of inflation. They also suggest why recent stabilization attempts have
generally ended in failure. The "neoclassical" model of inflation, which argues
that inflation is basically the consequence of monetization of a fiscal deficit, pro-
vides helpful but incomplete insight into the Brazilian experience. Two conclu-
sions emerge from this view.

First, for a given public sector deficit, a switch from monetary financing to
bond financing will reduce the rate of inflation, at least in the short run. Brazilian
experience in the 1965-69 period supports this view. As the development of in-
dexed domestic debt induced the public to hold it in greater amounts, monetary
base growth could be slowed. The decline in inflation in Brazil in this period,
which is clear in figure 6.1, was in large part explicable in terms of the way in
which the public sector deficit was financed. In the long run, however, this debt
must be repaid with interest, so that failure to attack the underlying budget deficit
guarantees that inflation will again reemerge. For this reason the successful 1964-
66 stabilization does not provide a fully adequate model after several decades of
public debt accumulation. The policies that brought down inflation in the late
1960s worked in part by transferring the burden of financing the public sector def-
icit from money creation to debt. In the Brazil of the 1990s, that option is no longer
available.

Second, the neoclassical view is essentially correct in arguing that a success-
ful stabilization in the long run will necessarily require fiscal adjustment. There
are no examples of a successful stabilization without fiscal adjustment. Brazil's
series of failed "heterodox" stabilization plans since 1986, which relied in large
part on wage and price controls, underline this point.2 0 Experiments with one of
the world's large economies to establish this point were tragically unnecessary-
this lesson can be learned far more cheaply from a wide variety of macroeconomic
models that incorporate a long-run government budget constraint.

The major shortcoming of the neoclassical or monetarist model in a Brazilian
context is its neglect of the feedback effect of recent inflation and of inflationary
expectations on the inflationary process and on the public sector deficit. The pro-
cess through which inflation feeds on itself has been strengthened in Brazil
through indexation. Widespread indexation of payments by the public sector to
both labor and capital in effect make a large part of the government budget endog-
enous. In such circumstances, the cuts in expenditure necessary to create a budget
surplus will fall primarily on public investment, as explained in chapter 9. On the
revenue side, Brazil's real tax revenues were already being eroded by the early
1980s, as inflation accelerated. This fiscal deterioration was aggravated by the lags
in public sector pricing examined in the chapter 5. The neoclassical emphasis on
the necessity of fiscal adjustment in stabilization, while correct, begs the question
of how to create the political consensus needed to support large-scale changes in
the public sector's budget.

If one accepts the argument that a significant share of the budget deficit is not
directly set by a government, especially by a fragile democratic government like
that of Brazil after 1985, then the budget financing process also becomes partly
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endogenous. This analysis of the relation between price change and various mon-
etary aggregates suggests that the evidence for a strong causal link from these
money stocks to inflation is weak. After several decades of indexation and high
inflation, the Brazilian money supply must be regarded as partly endogenous.

The fact that the government can obtain some of the revenue necessary to fi-
nance its deficit was the starting point for our examination of the relation between
inflation and revenue from monetary base expansion. Although it is commonly re-
ferred to as the "inflation tax," this term is misleading in several respects. Despite
our identification of a level of inflation that produces a maximum level of revenue
from the issue of money. it would be grossly inaccurate to portray this process as
some kind of optimizing behavior by the public sector. Rather, it is a tax of last
resort, available even to the weakest of governments.2 1 Moreover, a comparison
of the pre- and post-indexation periods in Brazil suggests that the introduction of
indexation and the general flight from money in a narrow sense severely reduced
the ability of government to collect even much of the inflation tax. Although in-
flation indexation in Brazil was far from perfect, the flattening of the monetary
revenue curve after 1966 in effect guaranteed that a budgetary shock, such as the
loss of the ability to finance deficits via external borrowing after 1982, would have
sharp inflationary consequences.

The flight from money, which is one of the key features of recent Brazilian
experience, has had profound consequences. As the money stock as a share of GDP

has fallen, even small levels of deficit financing via monetization become severely
inflationary. Debt itself became increasingly liquid and short-term, and in the later
stages of high inflation the distinction between money and debt grew blurred and
ultimately disappeared. In the end, variations in the composition of government
financing of its deficit-sometimes monetizing, and at other times increasing,
debt-may have important short-run effects on prices and interest rates but in the
end will have little effect on the long-run level of inflation. For inflation to cease,
Brazil must address the problem of fiscal disequilibrium.



Chapter Seven

External Shocks and Brazil's Adjustment:
The Boom and Bust in Brazilian

Foreign Borrowing

The past two decades have taught Brazilians just how vulnerable their economy is
to changes in the world's capital markets. Much of the country's economic pain in
the 1980s can be understood as the natural sequel to more than a decade of growth
without apparent external constraints. Constraints did exist, however, and the
abrupt closing of international capital markets to Brazil in 1982 forced a wrench-
ing adjustment.

Even in the absence of such an external shock, the growing imbalance be-
tween domestic savings and investment in Brazil was not sustainable in the long
run. Easy access to international capital markets before 1982 permitted policy-
makers to postpone necessary domestic adjustments. But it did not eliminate the
long-run constraint, which eventually had to be faced. The sharp rise in world in-
terest rates in the early 1980s forced an adjustment in Brazil's extemal payments
that came much sooner and weighed more heavily on the economy than anyone
had imagined a few years before. Our focus in this chapter is the cycle of boom
and bust in external borrowing, which had profound consequences for Brazilian
economic growth.

International capital flows to Brazil between 1968 and 1982 were unprece-
dented in its history and were huge even by comparison with most other borrowers
in the 1970s. Aggregate capital flows are only a part of the story, however, and
changes in their composition and destinations had important effects that also need
to be taken into account. Equally important were the 1982 external debt crisis and
the adjustments that it forced on Brazil. Much of Brazil's macroeconomic experi-
ence in the 1980s was the outcome of the sudden closing of foreign capital mar-
kets. The link between external borrowing and the financing of investment is yet
another important detail in Brazil's story.

104



External Shocks and Brazil's Adjustment: The Boom and Bust in Brazilian Foreign Borrowing 105

The Boom: Capital Inflows, 1964-82

The massive flow of external capital to Brazil that ended in 1982 had its roots in
a number of institutional changes that go back twenty years. In 1962, during the
populist government of Joao Goulart, a profit remittance law was passed that sub-
stantially restricted direct foreign investment. From the standpoint of foreign in-
vestors, the new law was a disincentive to invest in Brazil. The law made no
allowance for adding reinvested profits to the registered capital base that was used
to determine profit remittances, and those remittances were limited to 10 percent
of the registered capital base. Capital repatriation was limited to 20 percent of the
base. Given the political and economic uncertainties of the 1962-64 period, it is
likely that foreign investment would have fallen in any case, but this 1962 law
guaranteed a sharp drop.

The military government that took over in 1964 eased these restrictions sub-
stantially. The liberalized law made it possible to add reinvested profits to the reg-
istered capital base (which could be registered as either currency or capital goods),
and the limits on remittances were replaced by a corporate income tax surcharge
on remittances exceeding 12 percent.

Despite this reversal in policy toward direct investment, foreign bank loans
and other financial capital flows dwarfed foreign direct investment over the next
fifteen years. The reason was a shortcoming of the revised remittance rules: they
contained no provision to consider inflation in the home country of the foreign in-
vestor. As a result, the real return on a direct foreign investment in Brazil was in-
versely related to the rate of inflation in the currency in which the investment was
registered. A million-dollar investment in 1964, for example, would still be regis-
tered as a million-dollar investment in 1974. Higher nominal dollar profits in 1974
would then result in a substantially higher nominal profit rate and a heftier Brazil-
ian tax, thus lowering the real return. This problem did not arise with foreign bank
loans or other financial capital flows because inflation in the foreign country was
incorporated into the nominal interest rate, particularly by way of the variable in-
terest rate loans that became standard for borrowers like Brazil in the 1960s. The
asymmetry in the treatment of direct investment as opposed to financial capital
probably helps explain the preponderance of the latter in Brazil's capital account.
After 1968 foreign direct investment rarely exceeded more than 12 percent of all
capital flows from abroad.

Compared with foreign direct investments. the post-1964 regulations for for-
eign loans were minimal, although the interest rate and amortization schedule of
loans were often monitored by the Banco Central. Long-term foreign borrowing,
as well as trade financing for two or more years, was subject to Banco Central ap-
proval, but approval was rarely denied. Private citizens of Brazil. however, were
not allowed to borrow abroad, nor could the proceeds of a loan be used by a cor-
poration or a business firm to buy Brazilian equities.

The main legal vehicle for financial capital inflows was Law 4131, passed in
1962 and amended in August 1964. Under this law, final borrowers were allowed
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to deal directly with foreign lenders after approval by the Banco Central. The loan
principal was deposited in a commercial bank, which then transferred the proceeds
to the final borrower, who then bore the risk of any change in the exchange rate.

In 1967 a new instrument was added with the passage of Resolution 63 of the
Banco Central. Under this regulation. a Brazilian bank or an authorized domestic
subsidiary of a foreign bank was allowed to obtain a loan abroad and to reloan the
proceeds to one or more domestic borrowers, after registering the loan with the
Banco Central. Like the Law 4131 loans, exchange risk was borne by the final bor-
rower. The availability of exchange cover for these registered loans was guaran-
teed by the Banco Central.

Capital inflows contracted under Law 4131 and Resolution 63 were the most im-
portant part of Brazil's capital account from the boom years of the late 1960s to the
1982 debt crisis. Brazilian foreign borrowing (public and private) under Law 4131
between 1972 and 1981 is summarized in table 7.1, which also shows total Resolu-
tion 63 borrowing as a percentage of total financial capital flows during this period.,

Together, Law 4131 and Resolution 63 capital inflows accounted for most of
the capital flows to Brazil before 1982. As the public sector's financing needs in-
creased in the late 1970s, an increasing share of the Law 4131 flows went to the
public sector. Whether a similar trend obtained with Resolution 63 borrowing is
not clear, since such borrowing was registered with the Banco Central by the bank
intermediary, rather than the final borrower. Other data presented by Cruz, how-
ever, indicate that the government-owned Banco do Brasil was the most important
Resolution 63 borrower.

The reasons for the massive increase in capital flows to Brazil in the late
1960s have been the subject of considerable debate (see, for example, Nogueira

Table 7.1 Law 4131 and Resolution 63 Capital Inflows, 1972-81
(percentage oj totalftinancial capital inflows)

Law 4131 Law 4131 Total law 4131
borr-owing borrowing Resolution 63 and resolution

Year private public borriowing total 63 borrowing

1972 43.4 14.4 33.9 91.7

1973 40.0 26.3 24.9 9 1.2

1974 27.3 14.9 21.9 64.1

1975 25.0 25.4 12.4 62.8

1976 23.6 24.7 19.9 68.2

1977 27.0 28.7 15.1 70.8

1978 22.8 34.6 19.8 77.2

1979 17.8 58.8 13.9 90.6
1980 8.4 27.7 26.3 62.4

1981 13.8 31.5 32.6 77.8
Source. Cruz (1984): and Boletim do Banco Cenitral, various issues.
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Batista, Jr., 1983). In the early 1980s, Brazil's large foreign debt was often attrib-
uted to the need to finance the current account deficit resulting from the oil price
shocks. But this interpretation ignores earlier trends. Brazil's entrance into inter-
national capital markets on a large scale substantially predated the oil shock, hav-
ing begun around 1967.

Why did the capital flows not begin earlier, given the revision of Law 4131 in
1964? There are several reasons. First, in the mid- 1960s Brazil was widely regard-
ed as a country still recovering from a period of considerable political uncertainty.
Hence, most capital inflows between 1964 and 1967 were loans from public sourc-
es, particularly the U.S. Agency for International Development. Private investors
were cautious about resuming lending to Brazil, despite the efforts of the new gov-
ernment to alter perceptions about the economic climate.2

Second, borrowing needs were relatively modest in the immediate post-1964
period, owing to the stabilization program of the new Castelo Branco government.
In 1967. however, monetary and fiscal austerity was relaxed after a new regime
took charge, and Brazil's current account became negative for the first time in
three years. As growth resumed, both the demand for capital and the willingness
of the international financial community to supply it increased.

The third and possibly most important factor in the inflow was on the supply
side. The variable rate loan, in which borrower and lender agree to reset the loan
rate at specified intervals, usually six months, on the basis of a rate that neither
control (usually the London interbank offered rate. LIBOR, or the U.S. prime rate),
was not perfected and widely accepted until the late 1960s. Its development
cleared the way for large-scale lending to borrowers like Brazil. Brazilian policy-
makers, as well as the financial community. appeared to view the variable rate loan
as a kind of international counterpart to the indexed loans that had been instituted
domestically in Brazil after 1964. Assuming that the nominal LIBOR or prime rate
incorporates an expected inflation premium for the currency in which the loan is
denominated, variations in the rate were expected to reflect inflation in the lending
countries and the price trends of Brazilian tradables. As long as these two price
trends accompanied each other, both borrower and lender were largely protected
from variations in inflation rates in the principal creditor countries. Since the loans
were denominated in the creditor country's currency, Brazilian inflation did not af-
fect the risk. The perceived reduction in interest rate risk, under the assumption of
roughly constant terms of trade, opened the gate to a volume of lending to Brazil
that would have been unimaginable a decade before.3

Some evidence for the importance of supply-side factors in the capital inflow
is provided by changes in Brazilian capital account policy in the early 1970s. As
the capital inflow increased well beyond the government's expectations, nearly tri-
pling between 1970 and 1973, the government took steps to reduce it. Among
them was a requirement that a percentage of the investment be deposited with the
Central Bank. This was set at 25 percent and was later raised to 40 percent. An-
other was the establishment of a minimum time period (at first six years, subse-
quently ten) for the foreign capital loan to be kept in Brazil before being
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amortized. What motivated the government was the expansionary effect of the in-
flows on the monetary base. Under the crawling peg policy established in 1968,
the real exchange rate was virtually fixed, eliminating real appreciation as a re-
sponse to the capital inflow. The monetary authorities were thus forced to mone-
tize the capital inflow if the exchange rate were to be maintained. The fact that
restrictions on capital inflows were considered necessary indicates that by the ear-
ly 1970s the capital inflow to Brazil was as much a supply-side shift as an increase
on the demand side.

A fourth factor was the large increase in "full faith and credit" backing in the
form of guarantees by the Brazilian government. Such guarantees, whether undertak-
en directly by the central govemment or by public enterprises, were seen favorably
by intemational creditors, since the loan was made to a sovereign borrower that in
principle could tax to service the loan. By the mid-1970s more than half of Brazil's
extemal debt was owed by the public sector, most of it contracted under Law 4131.

A supply-side explanation of the large capital inflow is also supported by an
examination of the conditions that Brazil faced in extemal markets. During the
1970s, when net capital inflows reached their peak, borrowers like Brazil could ob-
tain extemal financing at extremely attractive terms. When inflation in the lending
countries is subtracted from the nominal interest rates charged by the major inter-
national banks, real interest rates in the mid-1970s were in fact negative. Table 7.2
shows nominal and real interest rates in world financial markets since 1972.

The low-or even negative-real interest rates that were available in interna-
tional financial markets in the 1970s were a temptation that few borrowers could
ignore. Brazil was no exception. Within a year of the first oil shock, international
bank lending had expanded significantly, permitting borrowers like Brazil to fi-
nance not only their growing current account deficits but also a variety of non-oil-
related expenditures. Figure 7.1 shows the low real interest rates of the 1970s and
the large net inflows of capital to Brazil that soon followed.

Real interest rates in intemational markets like those given in table 7.2 do not
always reflect the real interest that a borrower like Brazil paid on its extemal debt.
Among the reasons for this is the spread between the LIBOR or prime rate and the
actual nominal rate charged to Brazil. Before its borrowing in world financial mar-
kets was curtailed in 1982, Brazil had paid spreads between I and 2 percent.
Another reason was the presence of a number of official credits extended at below-
market interest rates. For these reasons, an alternative calculation of Brazil's real
external borrowing costs over the 1965-90 period is given in appendix table A.4.4

Brazil's actual ex post nominal interest rate paid on its external debt is defined
there as the flow of interest payments divided by the external debt. An approxima-
tion for the real extemal interest rate for Brazil is given by this rate minus the per-
centage change in the U.S. wholesale price index.

From a macroeconomic perspective, the consequences of the sharp rise in Bra-
zilian external borrowing in the post-1967 period are of greater interest than its
causes. In preceding chapters it was suggested that the public sector deficit was at
the heart of much of Brazil's macroeconomic disequilibrium. This raises the ques-
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Table 7.2 Nominal and Real Interest Rates in International Markets,
1970-91
(percent)

Nominal
Nominal U.S. prime wp/ industrial Real U.S.

Year LIBOR rate countries Real LIBOR prime rate

1970 8.9 7.7 4.1 4.8 3.6

1971 7.1 5.7 3.3 3.8 2.4

1972 6.0 5.3 4.0 2.0 1.3

1973 9.4 8.0 12.4 -3.0 -4.4

1974 10.8 10.8 21.0 -10.2 -10.2

1975 7.8 7.9 8.3 -0.6 -0.4

1976 6.1 6.8 7.1 -1.0 -0.3

1977 6.4 6.8 7.2 -0.8 -0.4

1978 9.2 9.1 5.7 3.5 3.4

1979 12.2 12.7 10.9 1.3 1.8

1980 14.0 15.3 13.8 0.2 1.5

1981 16.7 18.9 9.0 7.7 9.9

1982 13.6 14.9 5.4 8.2 9.5

1983 9.9 10.8 3.3 6.6 7.5

1984 11.3 12.0 3.6 7.7 8.4

1985 8.6 9.9 1.5 7.1 8.4

1986 6.9 8.4 -3.3 10.2 11.7

1987 7.3 8.2 0.9 6.4 7.3

1988 8.1 9.3 3.0 5.1 6.3

1989 9.3 10.9 4.4 4.9 6.5

1990 8.4 10.0 2.7 5.7 7.3

1991 6.1 8.5 0.6 5.5 7.9

Note: Interest rates are averages for the year. The LIBOR is the rate on six-month deposits in U.S.
dollars. The wpi is a weighted average for 22 industrial countries.

Source: IMF. International Financial Statistics. various issues.

tion of which way the causal relationship ran between the massive capital flows of

the post- 1967 period and the expansion of expenditures by the public sector.

In a simple open-economy model, an autonomous increase in the public sec-

tor deficit would be financed by an increase in external borrowing, as well as by

domestic borrowing or monetization of the deficit. With imperfect international

capital mobility (an assumption that appears appropriate in the Brazilian case), an

increase in the public sector borrowing requirement would lead both to an increase

in home interest rates and to a capital inflow. In this scenario, the fiscal expansion

leads to the capital inflow.5
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Figure 7.1 Real International Interest Rates and Net Capital Flows, 1970-90
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Note: The real interest rate is the nominal six-month L18OR rate on US dollars minus the change in the
wholesale price index in the industrialized countries.

Source: Table 7.2 (real interest rate) and table 7.7 (net capital inflow).

The Brazilian experience between 1967 and 1974 does not follow this script

very closely. Brazil's current account was in surplus from 1964 through 1966, and
the deficit between 1967 and 1974 fell well short of either the net financial capital
inflow or the total capital account. Over the 1968-7 3 period, annual financial cap-
ital inflows averaged about $2.4 billion a year.. or about two and a half times the
total current account deficit. Brazil's reserves increased by about $6 billion over
the period, creating pressures on the monetary base.

It is consequently difficult to view the capital inflows as simply a response to
Brazil's current account deficit. The great increase in external borrowing that be-
gan in the late 1960s was an autonomous external shock, however positive a
"~shock" it may have appeared at the time, induced in part by innovations in inter-
national capital markets and facilitated by institutional reforms in Brazil.

To the extent that the public sector deficit and the capital inflow were somehow
coninected, the causal relation may have run in the opposite direction. Brazil's suc-
cess in tapping international capital markets after 1967 was at first a welcome but
surprising development for policymakers. Although capital flows early in the peri-
od were mainly to private borrowers, public borrowing grew more rapidly. partic-
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ularly after 1973. External borrowing to finance public sector borrowing became
even more important after the first oil shock. It was in the 1967-74 period, howev-
er, that the government began using this source of financing on a large scale.

A second consequence of the capital inflow was its effect on the real exchange
rate, which is examined in more detail in chapter 8. Had the capital inflow not oc-
curred, Brazil would not have been able to maintain a constant real exchange rate
during the 1968-73 boom. The increase in openness to imports, however modest it
may have been, would have been translated into a real depreciation of the cruzeiro,
thus stimulating exports. In actuality, any potential benefit in terms of exchange rate
competitiveness was wiped out by the financial capital inflow. The expansion of
Brazilian exports in this period occurred despite exchange rate trends, not because
of them, and was due both to the extensive system of export incentives and related
commercial policies, and to the greater degree of real exchange rate stability.

The absence of any real depreciation of the cruzeiro in the boom period im-
plies that the growth of Brazil's imports was financed through the capital account
rather than via exports. Despite growing complaints that government policies in
the 1970s were leaning toward an "export-led" model (rnodelo exportador). Brazil
was in reality far from any such regime. The legacy of the external capital change
was debt-led growth, and not the niodelo exportador-.

Where It Went: Capital Flow Patterns during the Boom

During most of the post-World War II period, Brazil had a current account deficit.
This deficit was financed by capital inflows, which with several interruptions,
were maintained over most of the period. Table 7.3 shows the principal compo-
nents in the Brazilian balance of payments over the 1964-81 period.

Although Brazil's merchandise trade balance was usually in surplus during
the 1960s, a large deficit in net service payments produced a current account def-
icit over most of the period from 1964 to 1981. The only significant departure
from this pattern occurred between 1964 and 1966 as a result of the stabilization
program of the new military government. A fall in internal demand and a conse-
quent reduction in imports, as well as a significant increase in exports by firms
with excess capacity. resulted in large trade surpluses in these three years. suffi-
cient to produce modest current account surpluses.

With the resumption of growth after 1967 and the subsequent boom from
1968 to 1973, the current account began to worsen, and in 1971 it reached an un-
precedented deficit of $ 1.3 billion. The 1973 oil shock aggravated this trend. Bra-
zil's first response was to finance the trade deficit rather than to adjust the
imbalance through changes in relative prices and domestic expenditures.

This strategy was only possible because of the opening of Brazil's capital ac-
count. Although the response of international lenders was slow in coming, it was
more than enough to finance the current account deficit. The enormous capital
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Table 7.3 Principal Components of the Balance of Payments, 1964-81
(millions of U.S. dollars)

Trade Interest Current Capital
Year balance Net services payments account account

1964 344 -359 -131 40 82

1965 655 -362 -156 368 -6

1966 438 -463 -155 54 124

1967 213 -527 -184 -237 27

1968 26 -556 -144 -508 541

1969 318 -630 -182 -281 871

1970 232 -815 -234 -562 1,015

1971 -341 -980 -302 -1,307 1,846

1972 -244 -1,250 -359 -1,489 3,492

1973 7 -1,722 -514 -1,688 3,512

1974 -4,690 -2,433 -652 -7.122 6,254

1975 -3,540 -3,162 -1,498 -6.700 6.189

1976 -2.147 -3.919 -1,810 -6,062 6,867

1977 97 -4,134 -2, 1 Q4 -4,037 5,269

1978 -1,024 -6.037 -2,696 -6,990 11,891

1979 -2,840 -7,920 -4,186 -10,742 7,717

1980 -2,823 -10,152 -6,311 -12,807 9,679

1981 1,202 -13,135 -9.161 -11,734 12.773

Note: Interest payments do not include dividends.

Source. IBGE. Esratisticas Hist6ricas do Brasil. 1990 section 11.6.

flows, which had no precedent either in Brazil's past or in other developing coun-
tries in the 1 960s, far exceeded the current account deficit, so that Brazil's reserves
increased rapidly between 1969 and 1974.

The willingness of the Brazilian govemment to tum to intemational capital
markets rather than slow the growth of domestic expenditure and promote a real
depreciation had both a political and economic logic. The administration of Gen-
eral Emesto Geisel, which was inaugurated in March 1974, regarded the contin-
ued growth of aggregate demand and employment as an essential underpinning for
its strategy of abertura, or gradual political opening, after the repression of the re-
gime of General Emflio Medici. From an economic point of view, the availability
of intemational loans at interest rates that were lower than expectations of inflation
in the currencies of the loans was a powerful argument to borrow. However erro-
neous this argument may appear more than a decade later, there was little discus-
sion of the risks of this strategy in the early 1970s. Since most of the loans were
made at variable interest rates, however, Brazil was highly vulnerable to rises in
nominal interest rates, to a decline in inflation in the creditor countries, or to a de-
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terioration in its terms of trade. All of these potentially negative developments
subsequently became realities.

Brazil's strategy led to a near doubling of the capital inflow between 1973 and
1974. This inflow. supplemented by a decline in Brazil's reserves, was sufficient
to finance the sharp deterioration in Brazil's terms of trade without any significant
adjustment in the real exchange rate. Had the first oil shock been the only one, or
had it been smaller, the strategy of financing the resulting deficit might appear in
retrospect as acceptable, as it did to policymakers at the time.

The second oil shock, as well as the rise in international interest rates, made
the problems of continuing the borrowing strategy obvious to most observers by
the late 1970s. Interest payments on Brazil's extemal debt more than doubled be-
tween 1977 and 1980, both because of the rise in rates and increase in the out-
standing debt, and because there was no offsetting improvement in the trade
balance. The resulting current account deficit was financed by a near tripling of
capital inflows between 1977 and 1980 (see table 7.3).

What is remarkable about Brazil's experience in the late 1970s was its ability
to maintain large capital inflows despite the increasingly apparent long-run invia-
bility of this policy. In 198 1 on the eve of the Mexican debt crisis and the closing
of international asset markets to major Latin American borrowers, net capital in-
flows to Brazil reached a record $12.7 billion, sufficient to finance the current ac-
count deficit and provide a modest payments surplus.

This accounlt, however, masks a variety of issues that only become clear when
different types of borrowing are distinguished. Although there are methodological
issues in accurately distinguishing capital inflows that finance investment from
those that finance a government deficit, the evidence suggests that by the mid-
1980s public sector debt had largely displaced privale external debt (see, for ex-
ample, Brandao Cavalcanti 1988: or Cruz 1984).

Direct investment and financial capital flows to Brazil must be registered with
the Banco Central. In addition to the legal necessity of registration, there are strong
economic incentives for registration. since the foreign exchange required to service
external loans may only be acquired at a favorable official rate by borrowers who
have registered the loans. For this reason, Banco Central estimates of private exter-
nal debt provide a reasonably complete picture of private capital flows to Brazil.

Borrowing reported by the Banco Central as 'public" external debt raises
greater difficulties in interpretation. During the 1970s and 1980s, and especially
before the 1982-83 paymenits crisis, some categories of official borrowing reflect-
ed the government's role as a financial intermediary rather than as the final user of
the loan proceeds. This was the case, for example, with external borrowing to fi-
nance the National Development Bank (BNDE), which in turn reloaned some of the
proceeds to private Brazilian borrowers. Apparent "public" borrowing was also
increased substantially by the assumption of some of the existing external debt of
private borrowers, particularly after 1980. Even when allowance is made for this
upward bias, the increase in the public component of external debt over the 1970s
and 1980s is striking. Table 7.4 summarizes the external debt position after 1973.
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Table 7.4 Registered External Debt at Year End, Selected Years, 1973-90

Law4131 Resolutiot Impor t Official Other
Year loans 63 loans credits credits debt Total debt

Millions of U.S. dollars
1973 5.379 2,398 3,487 960 347 12,572

1976 13,438 4,715 6.578 981 274 25,985

1979 26,883 7,724 11,572 3.516 211 49,904

1982 36,763 16,145 13,520 3.623 146 70,198

1985 54,809 11.379 22,630 6,937 102 95,857

1988 60,133 4.317 33,031 5,009 65 102,555

1990 55,812 2,036 34,952 3,693 53 96,546

Percent

1973 42.8 19.1 27.7 7.6 2.8 100.0

1976 51.7 18.1 25.3 3.8 1.1 100.0

1979 53.9 15.5 23.2 7.0 0.4 100.0

1982 52.4 23.0 19.3 5.2 0.2 100.0

1985 57.2 11.9 2'3.6 7.2 0.1 100.0

1988 58.6 4.2 32.2 4.9 0.1 100.0

1990 57.8 2.1 36.2 3.8 0.0 100.0
Source: Aggregated from data in the Boletin do Banco Central, vafious issues.

Debt incurred by both private and public borrowers under Law 4131 and Res-
olution 63 was responsible for most of Brazil's external debt. Among the former
borrowers were both domestic Brazilian and multinational firms, while public sec-
tor borrowing was primarily incurred by state enterprises. Import credits were next
in importance as a form of borrowing and became relatively more important after
1982 as bank lending was restricted. Official credits, which were important in the
1960s, were not too important in the following decades.

The registered debt data reported in table 7.4 are also classified by the Banco
Central by whether the borrower is a public or private sector entity. Public borrow-
ers included a number of public enterprises. as well as state and local govern-
ments. Table 7.5 shows the change in the registered external debt in relation to the
preceding year for the 1974-90 period. These data represent Brazil's gross exter-
nal debt, however, and do not reflect changes in Brazilian assets abroad.6 They
nevertheless provide insight into the changes in the composition of Brazilian bor-
rowing that began in the late 1970s.

The rise in the share of public debt in total external debt cannot necessarily
be interpreted as an indication of public borrowing crowding out private demands.
Some of the rise is accounted for by the role of the Brazilian government as finan-
cial intermediary rather than final borrower. Later in the period, a significant cause
of the rise in the public share was the government's assumption of private debt.
This was motivated in part by the sharp rise in interest and amortization costs in
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cruzeiro terms caused by the '-maxidevaluations" of December 1979 and February
1983. Many private Brazilian borrowers, once eager to tap intemational capital
markets, were now anxious to relieve themselves of their extemal debt burdens.

Brazil's external debt crisis is usually thought to have appeared in 1982. Al-
though this may be an appropriate view if one looks only at the pattem of aggre-
gate lending, the trend in private borrowing shown in table 7.5 suggests that the
boom in private borrowing was interrupted by the December 1979 devaluation.
Private borrowers, who bore the risk of such an exchange rate change, were forced
to absorb a large increase in the real cost of their debts, as both principal and in-
terest costs rose. Despite the temporary recovery of private borrowing in the early
1980s, the conditions that encouraged private borrowing in the 1970s were gone.

The Closure of External Capital Markets to Brazilian Borrowing

Mexico's declaration of a moratorium on extemal debt in August 1982 had an al-
most immediate impact on the ability of other Latin American borrowers to main-
tain capital inflows. Even though Brazil's trade balance and current account had

Table 7.5 Change in Registered External Debt by Borrower, 1974-90
(millions of U.S. dollars)

Year Public Private Total

1974 2,037 2,558 4,595

1975 2,928 1.077 4,005

1976 3,391 1.423 4.814

1977 4,457 1,595 6,052

1978 8,248 3.226 11,474
1979 6.479 -86 6,393

1980 3,235 708 3,943

1981 4,518 3.045 7.563

1982 5,614 3.173 8.787

1983 12,889 -1.768 11,122

1984 11.464 -1.692 9,772

1985 6.924 -2,159 4,766

1986 8,438 -2,535 5,902
1987 5,963 -209 5.754

1988 -3,565 -1.394 -4,959
1989a -722 -2.548 -3,270

1990a -2,371 -368 -2,739
a. Preliminary estimate.
Source: Boletim do Banto Cetitral. various issues.
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improved slightly in 1981, loans from international lenders became increasingly
scarce after the Mexican moratorium. Interest on new loans increased, and most
lenders refused to roll over expiring loans on existing terms.7 The drying-up of
new lending in the second half of 1982 reduced the capital inflow (which had
reached a peak in 198 1) by more than a third. Private borrowers in Brazil encoun-
tered a total cutoff of loans from foreign lenders, while official borrowing dropped
sharply. By 1984 net capital inflows (public and private) were negligible by com-
parison with earlier years, and by 1986 the country was experiencing a net capital
outflow of $7.3 billion, a sum nearly equal to Brazil's trade balance (table 7.6).

The 1986 outflow was exacerbated by the Cruzado stabilization plan. Real ex-
change rate overvaluation, with increasing expectations of a future adjustment,
was one factor.X A second factor was the increase in uncertainty about future fiscal
and monetary policy, as the shortages and informal markets produced by the price
controls undercut the euphoria of the first few months.

The 1982 crisis marked the end of private Brazilian external borrowing. Pri-
vate loans contracted under Law 4131 had leveled off in the late 1970s, and after
1982 net private borrowing under this law became negative. The fall in private
borrowing under Resolution 63 was even more pronounced. After a rapid rise in
such borrowing between 1979 and the 1982 debt crisis, this source of financing
virtually collapsed, as the level of outstanding Resolution 63 debt was more than
cut in half between 1982 and the end of 1987.

Public borrowing after 1982 became increasingly dependent on import cred-
its. Such credits, which were generally of a shorter duration than other types of
capital inflows, lowered the average maturity of Brazil's debt. In earlier periods
the Banco Central had often required relatively long maturity periods of lenders.
but after 1982 that became impossible. Greater reliance on import credits was not

Table 7.6 Principal Components of the Balance of Payments, 1981-90
(millions of '.S. dollars)

Trade Interest Cuirent Capital
Year balance Net setrvices payments atccount acc ount

1981 1,202 -13,135 -9,161 -11.734 12,773

1982 780 -17.083 -13,494 -16,311 7,851

1983 6,470 -13.415 -11,008 -6,837 2,103

1984 13,090 -13,215 -11,471 45 253

1985 12,486 -12.877 -11,259 -241 -2,554

1986 8,304 -13.694 -11,126 -5.304 -7,108

1987 11,172 -12.678 -10,318 -1.436 -7,986

1988 19,184 -15.104 -12,085 4.174 -8,685

1989 16,120 -14,800 -12,016 1,564 -4.179

1990 -1,797 -13.753 -10,323 11,008 -4.818

Source: For BG981-86, RE, Esttaticias Histdr1 cos do Brasil (I1990), section 11.6; for 1986-88,
IGBE, Anuciaio Esiatistico do Brc sil (1990): for 1989-90. Conjuntura Econ6mica, vanous issues.
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matched by a rise in the value of imports. In fact, imports actually declined, falling
from about $23 billion in 1980 to less than $12 billion in 1986.9 The rise in import
financing, especially for the public sector, that occurred at the same time that the
value of Brazil's imports was falling substantially suggests lending denominated
as "import financing" was in fact a last resort.

The rise in import financing for the public sector after 1982 was the main
tool used by the Brazilian government to stem the capital outflow after the debt
crisis. Because net capital inflows to the private sector after 1982 were negative,
much of the rise in public sector borrowing was simply a "socialization" of the
external debt. Part, if not all, of the increase in external debt reported by the Ban-
co Central after 1982 was simply torced lending to finance interest payments. It
did not have a real counterpart in the form of additional resources entering the
country through the capital account. As a result Brazil's ability to tap external
savings to finance either public sector borrowing or private sector investment
collapsed after 1982.

A number of Brazilian economists have made this point in a different way, by
subtracting from the net capital account in the balance of payments the outflow of
investment income, which was primarily interest payments in the 1970-90 peri-
od. 10 Table 7.7 shows the net flow of resources from 1968 through 1990.

Before 1982 the capital account more than covered service payments (net
interest, profits and dividends, and reinvested profits). After 1982, interest pay-
ments alone far exceeded the net capital inflow, which itself turned negative af-
ter 1985. Although 1982 might seem the turning point, the net capital transfer
from the rest of the world, defined in this way. actually began to decline in the
mid-1970s. Brazil was only able to avoid an external payments crisis in the late
1970s because lenders were willing to finance debt service through further lend-
ing. After the Mexican debt crisis in 1982, Brazil's own crisis could no longer
be postponed.

External Borrowing and "Crowding Out" in a Brazilian Context

Two "stylized facts" emerge from this examination of external borrowing. First,
the net capital transfer began to decline as early as the mid- 1970s and became neg-
ative after 1982. Second, the private sector was relegated to a minor role as a bor-
rower of foreign funds. Both of these developments had predictable consequences
for the availability and cost of capital for the private sector, which faced increas-
ingly high real interest rates in the 1980s.11

As Brazil became a more important participant in world capital markets in the
1970s, the cost of capital in Brazil became linked to the availability of external sav-
ings. This permitted both public and private borrowers to avoid the limits that
would have been imposed by the need to finance domestic investment entirely with
domestic savings. The next section focuses on the link between external and inter-
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Table 7.7 Net Capital Transfer to Brazil before and after 1982
(millions of c urrent U.S. dollars)

Year Net capital inflow interest payments Net capital transfer
1968 541 -144 397
1969 871 -182 689
1970 1,015 -234 781
1971 1.846 -302 1,544
1972 3.492 -359 3,133
1973 3.512 -514 2,998
1974 6,254 -652 5,602
1975 6.189 -1,498 4,691
1976 6,867 -1.810 5,057
1977 5,269 -2,104 3,165
1978 11,891 -2,696 9,195
1979 7,717 -4,186 3,531
1980 9,679 -6.311 3,368
1981 12,773 -9,161 3,612
1982 7,851 -13,494 -5,643
1983 2,103 -11,0(8 -8,905
1984 253 -11,471 -11,218
1985 -2,554 -11,259 -13,813
1986 -7,108 -11,126 -18,234
1987 -7,986 -10,318 -20,071
1988 -8,685 -12,085 -20,770
1989 -4,179 -12,016 -16,195
1990 -4,818 -10.323 -15,141

Source: Tables 7.2 and 7.5.

nal interest rates created by Brazil's entrance into international capital markets.
This link was severed by the 1982 crisis, which was followed by a "crowding out."

Capital Inflows and Internal and External Interest Rates

Although Brazil's capital markets are among the most complex and sophisticat-
ed to be found in any developing country, there are a number of difficulties in
measuring the impact of the fall in external capital flows on domestic interest
rates. Nominal interest rates on any cruzeiro (or, after 1986, cruzado and after
1994, real) asset, are primarily an inflation premium. Depending on the asset,
this premium may be explicitly fixed through indexation, or implicitly set in the
market interest rate. As inflation rates and expectations of inflation became more
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variable and uncertain in the late 1970s. nominal rates of interest on different
cruzeiro assets became more divergent.

It is difficult to identify any single market interest rate that was relevant for
real investment. such as the prime rate would be in the United States. Among the
reasons for this were the wide variety of subsidized loans available through the
BNDE, the Banco do Brasil, and other official lenders. Favored borrowers could
obtain financing at deeply negative real interest rates."2 The rise in both the rate
of inflation and in inflationary uncertainty after 1979. as well as a growing percep-
tion that macroeconomic policies were unsustainable, led both borrowers and
lenders to reduce their time horizons significantly. As a result, long-term market
interest rates simply did not exist. For many, the popular term for the financial
market, "o overnight" was accurate. The trouble with comparing these rates with
external interest rates is that the assets being considered are imperfect substitutes
in terms of maturities.

Another difficulty arises from the government's sporadic attempts to control
domestic rates. Such policies were important in the early 1980s, when Delfim Net-
to attempted in this way to reduce the costs of government borrowing. The link
between internal and external rates is also complicated by exchange rate expecta-
tions, which are not directly observed. In a number of popular open-economy
models, the internal interest rate, R, is assumed to equal the 'world" interest rate,
R*, plus expected exchange rate depreciation E(De/e). If expectations were al-
ways correct, one might then use the actual rate of depreciation to measure expect-
ed depreciation."3 This does not appear to be a valid procedure in Brazil, where
the crawling peg rule of the 1970s was pushed aside by devaluations in December
1979 and in February 1983. There is ample evidence that a significant adjustment
in the nominal rate well beyond that implied by the inflation differential between
Brazil and its major trade partners was imminent in the late 1970s and again after
the 1982 debt shock.

Despite these difficulties in interpreting interest rate differences, the effect of
Brazil's exclusion from international capital markets on domestic interest rates ap-
pears to be undeniable. Figure 7.2 shows one such relation between external and
domestic rates, using monthly data between February 1975, when data for the se-
ries are first available, and January 1986. on the eve of the Cruzado Plan. Between
early 1975, when the series starts, and March 1979, when the Figueiredo govern-
ment succeeded that of Geisel, both series were relatively stable. By the end of the
Geisel administration, however, it was apparent that Brazil's external payments
situation was not sustainable at current rates of income growth and real exchange
rate levels. As a result, expectations of some adjustment increased.

The 30 percent nominal devaluation of the cruzeiro in December 1979 ended
the suspense; it also ended a long period of real exchange rate stability (or perhaps
more accurately, rigidity). This date marks an important turning point, since infla-
tion rates began to accelerate significantly. The effect on Brazil's indexed treasury
bond, ORTN, at first was suppressed through interest rate controls and monetization
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Figure 7.2 External and Internal Interest Rates, 1975-86
(percent a year)
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Note: The domestic interest rate is the nominal ORTN value, which includes both an inflation
premium and an interest premium. The extemal interest rate s the LIBOR plus the annualized
monthly inflation rate, as measured by the IGP-DI.

Sources: Boletim do Banco Central and Conjuntura Economica, various issues.

of the government budget deficit. By 1981 this strategy was clearly not viable, and
interest rates moved up significantly.

Soon after the closure of external capital markets to borrowers like Brazil in
late 1982, both interest and inflation rates rose to unprecedented levels. The path
of domestic interest rates became highly variable and unpredictable. as did infla-
tion. The rise in the ORTN rate, which approximates the cost of government bor-
rowing in domestic financial markets, sharply increased the interest component of
government expenditure.

Before early 1979 there appears to have been some relation between the "ex-
ternal" rate. as defined here. and the ORTN rate. After 1979 this relationship broke
down, as the links between external capital markets and those of Brazil were
weakened and nearly severed by the debt and payments crisis. This impression,
apparent from figure 7. 1, is confirmed by a co-integration analysis of the two rates.
Both series are nonstationary, with no tendency to return to an initial level. Be-
tween February 1975 and the change in regime in March 1979, the two series are
co-integrated, tending to move together. After March 1979. the hypothesis that the
two series are co-integrated is rejected.

The only data available for the whole period pertain to the ORTN rate, but they
are less than perfect. The ORTN rate does not accurately reflect the open-market
rate, since it is influenced by government actions, including interest rate ceilings.
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Since it is central to the Brazilian indexation or "monetary correction" system, it
has sometimes been suppressed to avoid feedback effects on the inflation rate. For
this reason, the data presented here substantially understate the cost of borrowing
for the private sector and the degree to which Brazil's exclusion from international
financial markets raised the internal cost of capital.

Crowding Out in the Bru:ilian Context

In recent years economists and policymakers have given considerable attention to
the possibility that the absorption of savings by the public sector results in the
"crowding out" of private investment. In a simple model in which the economy is
closed in both a trade (or current account) sense and in a financial (or capital ac-
count) sense, "crowding out" refers to the displacement of private investment by
govemment spending. This displacement is the result of a rise in the real interest
rate, which is necessary to finance an increase in the government budget deficit.14

Crowding out processes are more complicated in an economy like Brazil's,
where goods and asset markets ar-e linked to the rest of the world. When the real
exchange rate is fixed, as was approximately the case in Brazil between 1968 and
1979, an expansion of public sector demand may be partly accommodated by a de-
terioration of the current account, rather than through a fall in investment, if a cap-
ital account surplus is available to finance the currenit account deficit. In this case
the crowding out of investment (loes not occur as long as external lenders are will-
ing to provide a net capital inflow. But if this net capital inflow is eventually to be
reversed (as was certainly the presumption of external lenders to Brazil in the
1970s and was probably the intention of Brazilian borrowers as well), the crowd-
ing out is simply postponed.

This was the case in Brazil until the iate 197(s. In these circumstances the pub-
lic sector deficit could be financed either directly through external borrowing,
which Brazil frequently resorted to in the 1970s. or indirectly, by domestic borrow-
ing, which forces private borrowers to turn to external borrowing. Much of the rise
in Resolution 63 borrowing by Brazil in the mid-1970s. which was initially domi-
nated by the private sector, may be attributed to this type of process, since external
interest rates appeared to private borrowers to be lower than domestic ones. By the
end of the 1970s, however. private borrowers found this source of finance less at-
tractive, particularly after the exchange rate shock of the December 1979 devalua-
tion. which sharply increased the cruzeiro debt of many private borrowers.

Even if there had been more real exchange late flexibility in the 1970s, the
early stages of the expansion of the public sector deficit probably would have
been financed primarily through a capital account surplius. In an extreme case
with perfect capital mobility and fully flexible rates, the crowding out would in
fact be complete, since the current account would have to deteriorate to the ex-
tent of the public sector deficit to restore international asset market equilibrium
(see Fleming 1960; or Mundell 1963). With imperfect capital mobility, a more
appropriate assumption in the Braziliani context, soinc of the crowding out even
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at the start occurs in investment, rather than the current account, since home in-
terest rates rise.

As shown in the preceding sections, new net capital inflows became increas-
ingly harder for Brazil to obtain in the late 1970s without paying higher interest.
rates. After 1982 such finance was simply unavailable, and the problem was ag-
gravated by the burden of servicing the existing external debt. The change in Bra-
zil's access to international financial markets profoundly changed the nature of the
crowding out process. During most of the 1970s, crowding out reduced the current
account balance, but not investment. Total fixed capital formation, both public and
private, was a historically high proportion of total product, reaching more than 25
percent in the mid- 1970s.

But when Brazil was forced to convert from an economy with a current ac-
count deficit economy to one that generated a current account surplus, the crowding
out of investment began to appear with a vengeance. In a simple macroeconomic
model (and in the absence of a contractionary fiscal policy), this change would be
effected by a rise in the real interest rate to a level that reduced private investment
to an amount consistent with the new current account requirement.

There is little question that this was an important part of the story in Brazil.
Real interest rates rose after 1983 to levels that had no precedent in Brazilian eco-
nomic experience. Few private investments were viable at such market rates, and
long-term investment was increasingly restricted to activities that could be fi-
nanced through subsidized credits.

But much more was behind the fall in investment than simply the rise in real
interest rates. When Brazilian fixed capital fomnation in the 1970-86 period is dis-
aggregated by public and private sector investment, the fall in public investment
paralleled the fall in private investment. This was due primarily to the short-term
political logic of reducing public sector expenditure by cutting investment rather
than other categories of expenditure, such as personnel.

Another strong negative was the increase in uncertainty that accompanied the
payments crisis and the rise in inflation after 1979. Price controls, which at high
rates of inflation could quickly bankrupt a firm, were used selectively in a number
of sectors over much of the period and were applied more generally during the
Cruzado Plan. 15



Chapter Eight

The Burden of Adjustment to External
Shocks: The Real Exchange Rate

and Real Wages

Brazil's exclusion from international capital markets after 1982 had serious inter-
nal consequences. Although the country's external payments position had begun
to deteriorate in the late 1970s, it was not until after the debt crisis that most of the
population felt the full effects of the fall from financial grace. Many observers ex-
pected Brazilian trade to be sharply disrupted by the payments difficulties, and
predictions of domestic chaos and financial collapse were common. From the van-
tage point of the early 1990s, this concern was misplaced. Brazil was able to adjust
externally, but only at a high internal cost, which was still being paid more than a
decade later.

Brazil's failure to reduce its fiscal disequilibrium, as explained in chapter 5,
made the internal consequences of external adjustment after 1982 even more pain-
ful. By failing to address the public sector deficit. Brazil forced much of the bur-
den of adjustment on investment. The long-run consequences of the fall in
investment were severe (see chapter 9). Even in the short run, however, the burden
of external adjustment after 1982 was felt by wage-earners. The chief mechanisms
through which adjustment was effected were a depreciation of the real exchange
rate and stagnation in real wages. This chapter focuses on these two key variables
in the adjustment process.

The discussion opens with some observations about the exchange rate and its
links to changes in Brazil's balance of payments. It then turns to the real wage,
which, despite occasional populist attempts to legislate it, was ultimately much
more subject to the dictates of external markets than the slogans of home country
politicians. Although labor market trends in a large continental economy might
appear to be tenuously related to the exchange rate and external payments, Brazil-
ian wage-earners learned in the 1980s how vulnerable they were to adverse inter-
national shocks. The chapter closes with an examination of some of the ways in
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which the burden of Brazil's extemal payments adjustment in the 1980s fell on
different parts of the economy.

The Exchange Rate and Brazilian External Adjustment

Brazil's surprisingly rapid adjustment to its post-1982 extemal financial situation
was the result of several changes in policy, including the introduction of adminis-
trative control over imports. But central to the adjustment was a substantial real
depreciation of the cruzeiro. These changes cannot be fully understood without
some idea of the workings of the Brazilian exchange market and the trends in ex-
change rate policy.

The Brazilian Foreign Exchange Market

Although Brazil's exchange-rate regimes have varied widely in the post-World
War II period, all have permitted government control of the exchange market. This
is because the govemment has not been willing or, at times. able to buy or sell for-
eign exchange at its quoted rates in quantities sufficient to fix the rate through the
market alone. As a result, various forms and degrees of exchange controls have
been used since 1947.1

Since the abolition of the "special" rate in 1964. the Brazilian exchange mar-
ket has operated essentially unchanged in a tormal legal sense, despite several im-
portant changes in policy. The market is operated by the Banco do Brasil and by
commercial banks authorized by the Banco Central to conduct foreign exchange
transactions. The rates themselves are periodically adjusted by the Exchange Di-
vision of the Banco Central. Foreign exchange transactions by nonauthorized
agents or at rates other than those set by the Banco Central are technically illegal,
but these rules have rarely been enforced for individuals or for small transactions.

A controlled exchange regime of this type creates a strong incentive for the op-
eration of a black, or parallel, market. Over the past four decades this parallel mar-
ket has usually been permitted to operate rather openly.2 In the early 1980s the
market received tacit recognition when the govemment decided to set its purchase
price for Brazilian gold at a cruzeiro level equal to the intemational price in dollars
times the cruzeiro/dollar rate in the parallel market. During most of the 1980s,
moreover, parallel market rates were quoted in the press on a weekly or even daily
basis. In 1989 the govemment authorized free-market transactions for tourism.
(Appendix table A. 1 1 gives the parallel rate and its premium in relation to the offi-
cial rate. Figure 8.1 shows the evolution of the premium over the 1964-91 period.)

Despite its long history, the parallel market is less important than the official
one. Most merchandise trade occurs at official rates, since exchange cover at offi-
cial rates is normally required for customs clearance of imports. Since exports
must be negotiated at official rates, the export itself would have to be shipped
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Figure 8.1 Premium in Parallel Dollar Exchange Market, 1964-91
Premium (percent)
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selling rate of the dollar and the corresponding 'parallel" rate. Because financial markets were
disrupted following the Collor Plan in March 1990, a parallel rate is not available for this date.

Sources: Pechman (1984) and Veja, various issues

without knowledge of the authorities if someone wanted to obtain the normally
more attractive parallel rate.3

Some services, notably tourism, in practice occur at parallel market rates.
Capital services, the largest component of the service account, however, are trans-
acted at the official rate, since foreign loans and investments registered with the
Banco Central may then be serviced at the cheaper (and thus more attractive) of-
ficial rate. This privilege also provides an incentive for the majority of capital ac-
count transactions to occur at the official rate.

Nevertheless, the parallel market rate is an important indicator of the expec-
tations of participants in the asset markets. An increase in uncertainty about future
policies or the inflation rate often leads to greater demand for foreign currencies.
The 1982 external debt shock and the unraveling of the Cruzado Plan in 1986 are
both clearly reflected in the trend in the parallel rate (see figure 8.1). The acceler-
ation in inflation in the waning years of the Sarney government resulted in unprec-
edented increases in the parallel market premium.

In the post- 1964 period several important changes in exchange rate policy oc-
curred. In August 1968 Brazil adopted a crawling peg, effectively indexing the
nominal exchange rate to the difference between Brazilian and foreign inflation.
In principle, the crawling peg offered an escape from the problem of overvaluation
caused by more rapid inflation in Brazil than in its major trade partners. In prac-
tice, however, the crawling peg did not end overvaluation of the cruzeiro in rela-
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tion to past trends. Instead, it tended to stabilize the real exchange rate at a level
that considerably overvalued the currency in relation to earlier levels. But the new
policy was successful in ending the speculative capital movements of the preced-
ing period, when the combination of a fixed nominal rate over long periods of time
and rapid internal inflation made an eventual devaluation of the cruzeiro both in-
evitable and profitable to speculators. After 1968 the combination of the frequency
and small size of each adjustment eliminated the potential for large gains.4

Exchange rate policy during the boom period was based on a purchasing pow-
er parity rule.5 The real exchange rate, if defined along the lines of purchasing
power parity, was in effect fixed. In an inflationary economy like Brazil's, this was
an advance over exchange rate policy in the pre-1968 period, when the nominal
rate was fixed. Compared with its levels in 1964 and 1965, and after 1974, the real
exchange rate was overvalued during the milagre years. This real appreciation of
the cruzeiro was made possible by the large inflows of capital during this period,
which (as noted earlier) were well in excess of the amounts necessary to finance
the current account deficit.

Real Exchange Rate Trends since 1964

Brazil's adjustment to both the increase in capital inflows that began in the late
1960s and their collapse in the early 1980s occurred in part through the real ex-
change rate. In the 1970s the large net capital inflows maintained the real ex-
change rate at a more appreciated level than would have otherwise been possible.
In their absence after 1982. a real depreciation was inevitable.

A traditional "purchasing power parity" definition of the real exchange rate
adjusts the cost of foreign currency in terms of home currency for price trends in
the home country and in foreign countries. Under this definition the real exchange
rate may be expressed as r = eP*/P, where e is the home currency price of a unit
of foreign currency and P* and P are the foreign and home price indices, respec-
tively. Since measures of all three components of this definition of the real ex-
change rate are easy to obtain, it has often been used to quantify Brazilian real
exchange rate trends.

More modem work on the effects of exchange rates has focused instead on
the ratio of prices of tradable goods and services to nontradables, or r = PT/PNT.
Such a measure is appropriate for a country like Brazil for several reasons. First,
Brazil is basically a price taker in international markets, both on the import side
and in many of its export markets. The external terms of trade, although variable,
are not easily affected by Brazilian policies, since they largely reflect externally
determined export and import prices.6 Hence a distinction between tradable pric-
es, which are predominantly determined in the world market, and domestically de-
termined prices clarifies the effects of policies or events that affect one group of
prices more than the other. Second, the tradable component of the measure (the
numerator) refers to prices actually faced by market participants in Brazil, and not
to prices in foreign markets expressed in local currency terms, as is the case with
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the purchasing power parity definition. The tradable/nontradable ratio shows
clearly the effects of a capital flow to or from Brazil. Such a flow affects nontrad-
able prices more than it does the prices of tradables. which are more tightly linked
to world markets.

In this study both the tradable/nontradable definition and the traditional pur-
chasing power parity measure of the real exchange rate are used. Technical appen-
dix D shows that under several plausible assumptions, the two measures are
equivalent in the long run, even though they may diverge significantly in the short
run. A depreciation would be indicated by a rise in either measure. Under the pur-
chasing power parity measure, a depreciation is a rise in the foreign price level
(expressed in local currency terms) in relation to domestic prices. Under the trad-
able/nontradable measure, a depreciation is a rise in the price of tradable goods
(both importables and exportables) relative to nontradables.

It should be emphasized that neither measure tells us if the exchange rate is
over- or undervalued in the sense that it would produce a current account deficit
or surplus. There is a presumption that a rise in either measure would tend to in-
crease Brazil's price competitiveness and hence move it toward a current account
surplus. But other factors-such as autonomous changes in productivity in Brazil
or its trade partners, shifts in the terms of trade, or changes in trade policy-might
alter the value of the real exchange rate required to maintain equilibrium in the
current account. If the equilibrium real exchange rate is assumed to mean the rate
that maintains overall balance of payments equilibrium, autonomous movements
in the capital account would have to be considered as well. For these reasons, the
two measures presented here are more modest characterizations of Brazilian real
exchange rate trends than would be an attempt to calculate the divergence of the
actual real exchange rate from the level required for equilibrium in the current ac-
count or balance of payments.7

Large capital inflows such as those received by Brazil after 1968 finance
spending on both tradables and nontradables. Since tradable prices are more close-
ly tied to international prices, given the nominal exchange rate, the prices of non-
tradables increase relatively more, thus appreciating the tradable/nontradable real
exchange rate. The degree to which such capital inflows result in a real apprecia-
tion of the exchange rate clearly depends on the extent of spending on nontrad-
ables. If external borrowing is used primarily to finance tradables, such as
imported investment goods or competitive import-competing ones, the real appre-
ciation may be small. But if the borrowing is used to finance government con-
sumption, which may be mainly wages and salaries, the appreciation may be
considerably greater. In the early 1970s much of Brazil's borrowing was of the
former type. In subsequent years Brazil increasingly used external borrowing to
help finance internal expenditure.

Brazilian trade policy also affected the tradable/nontradable real exchange
rate. The direct effect of tariffs and of export subsidies was to increase a subset of
individual prices that compose the aggregate price of tradables. Since this increase
was selective, it had resource allocation effects that would not have occurred with
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either a nominal depreciation or a uniform tariff. Its overall effect was to increase
the cost of tradable goods in relation to nontradables. Brazil's protection of do-
mestic importables from foreign competition that began in the 1950s and intensi-
fied after 1974 thus maintained the price of tradables at a level higher than they
would have been with more open trade policies. In this sense, protection was a
substitute for a depreciation, which would instead have raised the price of all trad-
ables in relation to nontradables, rather than discriminating between different trad-
able activities. Although trade intervention that discriminates in favor of specific
activities need not always create efficiency losses, Brazil's use of trade policy as
a substitute for exchange rate policy between 1973 and the early 1980s did little
to promote long-run growth or competitiveness in these sectors.

A second link between trade policy and the tradable/nontradable real ex-
change rate is important in a Brazilian context. Extensive and prolonged import
substitution broke the link between many intemational prices and the local prices
of their substitutes. These goods were in effect tumed into a kind of pseudo non-
tradable, sufficiently protected from intemational competition that their local price
could vary relatively independently of international prices, even though their pric-
es might have been much more tightly tied to world prices under a freer trade re-
gime. A protective structure like Brazil's in effect expands the number of
nontradables well above what it would be under free trade.

The great problem in measuring the price of tradables/nontradables is that
there is no obvious index of nontradable prices in Brazil. Despite the wealth of
price indices that exist in Brazil (a consequence of decades of inflation and index-
ation), none of these indices adequately measure nontradable prices in the aggre-
gate. Various individual prices, such as nominal wages or construction costs,
might be used, but they are subject to specific events in their respective markets.

For this reason two approaches were used in this study. The first exploits the
long-run equivalence of the tradables-nontradables measure and the purchasing
power parity measure, following the methodology presented in technical appendix
D. The second approach assumes that some prices can be treated as more "non-
tradable" than others, so that proxies for nontradable prices are in effect being se-
lected. This approach can be referred to as the "direct" measure of the real
exchange rate, in contrast to the purchasing power parity measure.

Figure 8.2 shows the behavior of the tradable/nontradable price ratio over the
period from April 1964, when the military govemment assumed power, through
February 1991, using both the PYP and the direct measures. The data sources and
the methods of calculation of each series are given in technical appendix D. The
two rates plotted in the figure may be found in table A. 12.

Since the nominal exchange rate directly enters the purchasing power parity
measure of the real exchange rate but only affects the direct measure through its
effect on local prices of tradables, the former series is much more responsive to
changes in the nominal exchange rate. This effect is obvious in figure 8.2, in which
significant changes in the PPp series are usually the result of sharp changes in the
nominal exchange rate.
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Figure 8.2 Tradables/Non-tradables Real Exchange Rate, 1964-90
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Another important difference is that the direct method uses purely Brazilian
price data, so that trends in this series reflect actual relative price trends within the
Brazilian economy. The PPP approach compares a domestic price index with a
"world" price index converted into local currency. In this particular case, the
'world" price is approximated by the U.S. wholesale price index (wPI), expressed
in cruzeiros using the official dollar/cruzeiro rate. Trends in the U.S. WPI that are
not fully representative of the world price relevant to Brazil will not be reflected
in the Brazilian tradable-nontradable price. Thus episodes of high U.S. price in-
creases in the 1 970s may explain some of the tendency for the PPP measure to in-
crease in relation to the direct measure, while greater U.S. price stability in the
1 980s may explain some of the greater fall in the PPP index in relation to the direct
measure in the past decade. In this sense, the direct measure is superior to the PPP
measure, since this is the relative price relevant for those making production, con-
sumption, and trade decisions within the Brazilian economy. If a change in the
nominal exchange rate is not immediately passed through to a rise in the prices of
tradable prices within the economy. the PPP measure exaggerates short-run chang-
es in Brazilian price competitiveness.

Despite the differences between the two approaches and their resulting time
series, each tells a story roughly consistent with the other over the post- 1964 pe-
riod, as a visual examination of figure 8.2 suggests. This impression is confirmed
by an econometric analysis of the two time series. A test of their time-series prop-
erties does not reject the hypothesis that they have unit roots. This implies that
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both are nonstationary, meaning that they do not tend to return to a particular equi-
librium level or trend. In such a case, ordinary regression of one series on the other
would give misleading results.

When two nonstationary series of this type tend to move together, the differ-
ence between them (or some linear combination of them) may be stationary, even
if each series is not. In such a case, they are said to be "co-integrated." Following
the preliminary unit root tests, the two series were tested for co-integration. The
procedure used was the "two-step" process suggested by Engle and Granger
(1987), in which one variable is first regressed on the other, with the residuals then
used in a first-order autoregression. The results, which are summarized in table
8.1, do not reject the hypothesis of co-integration. Such a result may be interpreted
to mean that in the long run, the two series move together, even if there is often
considerable divergence between them in the short run.

The mechanism through which this operates in this specific case is the pass-
through of changes in the foreign price level or in the nominal exchange rate on
the domestic price of tradables in Brazil. Although this may take some time to oc-
cur, the change in the nominal exchange rate or in international prices eventually
raises the local prices of tradable goods. In the short run, however, changes in the
nominal cruzeiro/dollar exchange rate may have little effect on Brazilian price
competitiveness and the trade balance.

Brazilian Exchange Policy and the Real Exchange Rate

With the institution of the crawling peg in August 1968, exchange rate policy en-
tered a new phase. Before this policy was adopted, there had been large but unin-
tended variations in the real exchange rate as the nominal rate remained fixed for

Table 8.1 Unit Root and Co-integration Tests of the Direct and the PPP Real
Exchange Rates
(April 1964 through March 1991)

Estimate of Standard
Measure coefficient error T-statistic

Unit root test of model:
Axt = (r- I )xl -t- + e,
Ppp measure -0.00165 0.00220 -0.7434
Direct measure -0.00233 0.00125 1.8704
Co-integration test of
Az, = bo + b1z, -0.0442 0.0127 3.4803

Note: The z are residuals from regression of direct measure on Ppp measure. The Dickey-Fuller
critical value of the t-statistic for rejection of no unit root at the 5 percent level for 323 degrees of
freedom is 1.9405. The critical value of r-statistic for rejection of hypothesis of no co-integration
at the 5 percent level is 3.356. (See McKinnon, 1991).

Source: Appendix table A.12.
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periods of as long as a year while domestic prices increased at rates of more than
50 percent a year.

The new policy wag widely hailed by both market participants and academic
economists as an important step in the right direction. Although there is little
doubt that the crawling peg represented an advance over the past situation, its
adoption may have led to more exchange rate rigidity in a real sense than might
have been desirable. In the early 1970s, the ratio of the Brazilian price level to the
U.S. wholesale price index explains almost all of the movement in the nominal
cruzeiro (subsequently cruzado) exchange rate. Even though it was never official-
ly stated to be the policy, many market participants and academic observers con-
cluded that the nominal rate was in fact set during this period by such a purchasing
power rule.

The impact of the first oil shock is hardly discernible in either series shown in
figure 8.2. The real exchange rate remained virtually unchanged until the very end
of the 1970s, despite the sharply adverse downturn in Brazil's terms of trade after
1974. The behavior of the real rate during this period reflected Brazil's decision to
react to the first oil shock by financing it through a sharp increase in capital inflows
and by using commercial policies and direct administrative controls to adjust trade
flows, instead of allowing a real depreciation of the cruzeiro.

Had Brazil responded to the deterioration in its terms of trade in the 1970s
through exchange rate policy rather than external borrowing, it is unlikely that the
real exchange rate could have been maintained virtually unchanged. Figure 8.3
shows the trends in the external terms of trade, or ratio of export to import prices,
for Brazil, Latin America, and the industrial countries, as indicated by IMF data
(reproduced in table A.13).

The real exchange rate remained stable through the 1970s. After being named
planning minister in August 1979, Delfim initiated a high-growth policy with par-
ticular emphasis on expanding agricultural production and agricultural exports.
By December production was clearly increasing at a rapid rate, but so was infla-
tion. It was at that point that Brazil finally jettisoned its attempt to maintain the
real exchange rate at levels close to those prevailing before the 1973 shock. The
government announced a 32 percent nominal depreciation of the cruzeiro as part
of a larger package that included the elimination of several export subsidies. Since
the real rate as measured by the Ppp method does not take into account the direct
effect of commercial policies on prices, it may overstate the real effect of the 1979
depreciation. It is clear from figure 8.2, however, that there was also a significant
rise in the "direct" real rate, which does reflect changes in tariffs and subsidies.

The intent of the policymakers in December 1979 was to produce a large
enough real depreciation so that there would be no further need for adjustments,
with the new real rate to be maintained by a continuation of the crawling peg. The
attempt to increase Brazilian price competitiveness through the real exchange rate,
however, soon ran afoul of attempts to control the rising inflation rate. In 1980
Delfim used exchange policy as a tool to manipulate domestic price expectations
through a preannounced rate of nominal adjustment. This experiment, paralleling
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Figure 8.3 External Terms of Trade, 1962-90
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similar attempts in Argentina and Chile, was Brazil's most serious effort to use ex-
change rate policy in this way and was also one of the least successful.

The preset nominal depreciation and indexation target rates for 1980 proved
to be much too optimistic. Inflation in 1980 rose to more than 100 percent a year.
One result was a sharp real appreciation of the Ppp rate during 1980 (see figure
8.2). The "direct" measure, in contrast, suggests that the relative price of tradables
to nontradables was much less affected.

Real overvaluation of the cruzeiro continued through the end of 1982, de-
spite the sharp deterioration of Brazil's capacity to borrow internationally fol-
lowing the Mexican debt moratorium. But by February 1983 Brazil once again
found a sharp devaluation necessary. The cruzeiro price of a dollar was in-
creased by 38.5 percent.

This second maxi-desvalorizafao proved to have more staying power than the
first, partly because the government avoided its previous mistake of prefixing the
rate of subsequent depreciation. Over the next three years, until early 1986, the
real exchange rate (as measured by either approach) remained more competitive
than at any time since the 1960s. Although many observers attributed Brazil's
ability to generate huge current account balances in the post- 1982 period to import
controls, export incentives, and domestic import substitution, it appears clear in
retrospect that exchange rate policy was one of the principal ingredients in creat-
ing a current account surplus.
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Some of the government's earlier reluctance to use the exchange rate as its
primary tool to adjust the current account was based on the outdated view that Bra-
zil's trade flows were not likely to respond to changes in the real exchange rate.
Although there may been some basis for this view several decades ago, when Bra-
zil's exports were dominated by a number of price-inelastic products, it had little
validity by the 1970s. Exports of manufactures and of nontraditional agricultural
products showed a strong response to price incentives.9 The large current account
balances that followed the 1983 real depreciation showed clearly that the real ex-
change rate was indeed an effective tool for external adjustment.

The Cruzado Plan of February 1986 marked the third major change in ex-
change rate policy since 1979. As part of the general price freeze, the nominal ex-
change rate of cruzados (equivalent to 1,000 of the cruzeiros it replaced) was set
at 13.8 to the dollar. As the Cruzado Plan unraveled, the real exchange rate once
again began to appreciate. By August the real rate had appreciated by more than
25 percent from its level at the beginning of the year, thus sharply cutting the com-
petitive advantage that Brazilian exporters had enjoyed during the preceding three
years. Real appreciation continued during the rest of the 1980s, as accelerating do-
mestic inflation outstripped adjustments of the nominal exchange rate. The real
appreciation was only arrested by the first Collor Plan in March 1990. As mea-
sured by either the direct or the PPp approach, Brazilian price competitiveness in
the early 1990s was significantly lower than it had been immediately after the
1983 devaluation.

External Adjustment and the Real Wage

The domestic counterpart to Brazil's adjustment to the collapse of external financ-
ing after 1982 was a fall in net income per capita. Before the 1982 crisis, Brazil's
current account deficit had been financed through additions to external debt. With
this option eliminated, Brazil had to devote a greater part of production to debt ser-
vice, thereby reducing the amount available for domestic investment and con-
sumption. The fall in investment is discussed in chapter 9. This section
concentrates on Brazilian real wage trends before and after the 1982 external debt
crisis.

Wage setting in Brazil in the years after 1964 was far more centralized than
in high-income economies with democratic regimes. Nominal wage and salary ad-
justments in the private sector (which included many state enterprises organized
as corporations) were generally negotiated by government-approved labor repre-
sentatives and industry groups, under the supervision of the Ministry of Labor. In
July 1964 the new military government limited adjustments in the minimum sala-
ry and in the wages of federal employees to one per year. The adjustment formula
included an increase in the nominal wage equal to half the expected inflation in
the next twelve months. virtually guaranteeing a fall in the real wage if inflation
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continued. Since the Castelo Branco government consistently underestimated in-
flation, there was significant downward pressure on the real minimum wage.10

There was no mechanism in the early years of this wage-setting system to
compensate workers for losses due to the government's underestimation of infla-
tion. As a result, real minimum wages fell between 1964 and mid-1967. There is
some evidence, however, that many employers in the private sector increased
wages at rates above those established by the government's wage-setting formula.
Gregory (1968) has suggested that one of the motivations for this behavior by pri-
vate employers was the desire to avoid the labor morale and efficiency problems
that might have resulted from rigid adherence to the government formula. Other
explanations for the increasing spread between the real minimum wage and aver-
age real wages in Brazilian industry include an increase in average skill levels, up-
ward occupational reclassification, and an increase in hours worked per worker.
The limited labor market data available for this period, however, do not permit us
to discriminate among these potential explanations.

There is less doubt about wage trends after 1968, when GDP began to grow at
much more rapid rates. The rising demand for labor, particularly in skilled catego-
ries, pushed up average real wages in industry by about 30 percent between 1968
and 1974. The real minimum wage, however, continued to fall, and much of the
debate about wage trends in this period has centered on the question of which real
wage data are more informative.

Figure 8.4 shows trends in real wages between 1960 and 1990, which are
based on data from the Instituto Brasileiro de Geografia e Estat(stica (IBGE) and
the Fundac,o Getulio Vargas. (The series, sources, and methods of calculation of
the three wage series are explained in detail in appendix table A.14). After its
sharp fall between 1961 and 1967 under the wage policies of the military govern-
ment, the real minimum wage virtually stagnated during the milagre years be-
tween 1968 and the first oil shock. Despite a temporary fall after this external
shock, the real minimum wage remained roughly constant until the 1982 financial
shock. Over the 1982-90 period it fell to about half its level in 1980 and to a third
of its level in the early 1960s.

The real average wage series for workers in industry and agriculture (the lat-
ter only available since 1972) tell a very different story. Between 1966 and 1982
the average real wage in industry rose without interruption, more than doubling
over the period. The most striking feature of average real trends in the 1970s is the
absence of any perceptible negative effect of the first oil shock. From a political
point of view, the govemment had a strong incentive not to limit real wage growth
after 1974. The Geisel administration's abertura, or political opening following
the repression of the Medici years. rested in part on the political support that
would be created by rising real wages. The decision to react to the first oil shock
by financing the resulting current account deficit. instead of slowing income
growth was partly motivated by the government's concern with the potential elec-
toral effects of a slowdown in growth.
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Figure 8.4 Real Minimum and Average Wages, 1960-90
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When inflation began to accelerate in the late 1970s, the pressure for more
frequent wage adjustment increased. Before 1979 negotiations for individual sec-
tors were conducted annually. In late 1979 the government introduced semiannual
wage adjustments, which some Brazilian economists identified as an additional
source of inflationary pressure through its feedback on the rate of inflation."l The
more frequent adjustments do appear to have protected wage-earners from the
burden of accelerating inflation, and average real wages in both industry and ag-
riculture rose between 1979 and 1982, despite Brazil's worsening external pay-
ments situation.

The 1979 wage policy was also important to its attempt to influence the in-
come distribution. Earlier wage policies had not explicitly discriminated among
different income classes. The 1979 wage policy established different rates of ad-
justment in nominal wages for different wage levels. Workers eaming less than
three minimum salaries were to receive an adjustment that was 10 percent greater
than the increase in consumer prices, while those earning between three and ten
minimum salaries were to receive adjustments equal to the rate of inflation for that
part of their wage in excess of three minimum salaries. Those earning more than
ten minimum salaries were to receive a nominal adjustment that was only 80 per-
cent of the rate of consumer price increase. 12

Although many identified the 1979 law as the main reason for the increase in
the rate of inflation in 1980, this effect may be overexaggerated. Had the law really
functioned as some of its designers had hoped, it is possible that the real wages of
the lowest income groups would have increased significantly. High rates of labor
turnover among workers in the lowest wage category and the lag in the official in-
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dex of consumer price increase behind actual inflation weakened the impact of the
law. Nevertheless, it did help prevent the erosion of real wages from rising infla-
tion that would have occurred had wages continued to be adjusted annually. In
some respects, the 1979 wage policy was Brazil's last attempt to shield its workers
from the worsening extemnal crisis, which was aggravated by the second oil price
shock and the sharp rise in international interest rates.

After 1982 it was no longer possible to postpone the adjustment in real wages
implied by the deterioration of Brazil's terms of trade and by the necessity of ser-
vicing its external debt. Average real wages in both industry and agriculture stag-
nated over the 1980s and were much more variable in comparison with the
previous decade. Much of the instability that characterized real wages in the 1980s
was due to the succession of failed stabilization attempts. The 1986 Cruzado Plan
included a substantial increase in nominal wages. With the temporary stability in
the price level, average real wages in both industry rose significantly, only to be
eroded by rising inflation when the plan failed. This pattern was repeated in 1989,
with real wages falling sharply in 1990 as inflation accelerated once more.

The contrast between trends in average real wages and the real minimum
wage fueled much debate. The fall in the real minimum wage after 1964 led many
critics of the government to characterize the period as inimical to labor. This per-
ception was strengthened by data that became available after the 1970 census
showing a worsening of the relative income distribution between 1960 and 1970
(see chapter 3). 13

The rapid growth of the Brazilian economy after 1968. however, permitted
most of the population to share in the benefits of this growth. even if the rewards
for lower income groups were disappointingly modest. As is clear from figure 8.4.
the use of the real minimum wage as a measure of labor income trends can be
questioned. since average real wages in a number of labor markets increased much
more rapidly.

The argument that the minimum wage was neither a relevant nor informative
measure of the real income of labor may be challenged. For many Brazilians, the
saldrio minimo was not a minimum at all. since it was not universally enforced,
especially in rural areas. For others who earned no more than the minimum salary.
a fall in its real value imposed substantial hardship. In the 1960s as much as 40
percent of the labor force in urban areas earned no more than I0 percent more than
the minimum salary.'4 Although the proportion earning no more than the mini-
mum salary fell during the 1970s. the salario miinino did not become irrelevant.
In 1981 workers earning no more than one minimum salary accounted for 29.8
percent of the labor force; in 1989 this figure stood at 27.7 percent. 5

Despite the difficulties in interpreting the real wage data, there is little ques-
tion that 1982 marked the end of a favorable period for Brazilian wage-earners.
Monthly data on the average earnings of workers in industry have been published
by IBGE since 1971. permitting a more detailed evaluation of labor market trends
than is possible with the annual data.16 These data are used in figure 8.5 to show
the trend in real wages in the formal sector of the economy since January 1971.
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Figure 8.5 Real Wage Trends before and after 1982, 1971-91
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As figure 8.5 makes clear. the external debt shock of the 1982 was far more
prejudicial to labor income than were the labor policies of the authoritarian re-
gimes. Real wages in the formal sector rose fairly steadily between 1971 and
1982, although some signs of instability became evident in the late 1970s. After
late 1982, real wages were much more variable and failed to increase over the rest
of the decade, despite some large but temporary increases during the Cruzado Plan
and again in the final inonths of the Samey government. It is obvious why the
1980s are so often referred to as the "lost decade."

Figure 8.5 also shows the time trend in real wages in each subperiod, calcu-
lated using a regression of the real wage on time. During the first period from Jan-
uary 1971 through October 1982. average real wages grew at about 0.46 percent
per month, or about 5.7 percent a year. After the external shock, real wages stag-
nated, and the calculated rate of growth was not statistically different from zero.

Disheartening as it was, the stagnation in real wages in Brazil after 1982 was
hardly surprising or unique, given the fall in income implied by the deterioration
in the terms of trade. the rise in international interest rates, and the cessation of
new capital flows to Brazil. By comparison with other Latin American countries,
Brazilian wage-earners appear to have gotten off rather lightly. In Mexico (a ben-
eficiary of the petroleum price increase), real wages in industry fell by more than
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5 percent between 1980 and 1988. In the same period, Bolivian real wages de-
clined by about 10 percent, as they did in several Central American economies.17

Despite the stagnation of wages in the 1980s, Brazil's rapid income growth in the
preceding decade left Brazilians with significantly higher incomes than they had
enjoyed in 1965. No other major Latin American nation-including oil producers
like Mexico or Venezuela-matched Brazil's 3.5 per capita income growth rate
between 1965 and 1989.

The monthly real wage data leave little doubt, however, that the improvement
in the lot of Brazilian wage-earners ceased after the 1982 external shock. What
they do not fully explain, however, is how the domestic labor market adjustment
to the external shock worked, and why such a burden of adjustment appears to
have fallen on Brazilian wage-earners. Populist attempts to evade the burden, like
the Cruzado Plan of 1986, soon failed, despite the temporary euphoria they pro-
duced. By the late 1980s many Brazilians were asking if the stagnation and earn-
ings decline that had afflicted other Latin American economies even earlier had
finally set in in Brazil. Some potential answers to these questions appear to lie in
the trade and balance of payments policies that Brazil followed in much of the
post- 1964 period.

External Economic Policies and the Burden of External Adjustment

Brazil's adjustment to the loss of external lending after 1982 was heavily influ-
enced by the trade and capital account policies that it followed in the preceding
decades. To understand better the way in which adjustment occurred, it is useful
to distinguish between the degree of openness to the world economy in a current
account or trade sense and in a capital account or financial sense. 18 Like a number
of the major Latin American economies that pursued extensive programs of im-
port substitution in the post-World War 11 period, Brazil is an example of an econ-
omy that has been much more open to capital movements (at least in an inward
sense), than it has been to trade. This combination of a high degree of financial
openness and a low degree of trade openness had important consequences for the
adjustment process in the 1980s.

Despite much progress in liberalizing export transactions, Brazilian trade pol-
icies on the import side were at best timid and at worst severely restrictive in the
post- 1964 period. The essential feature of Brazil's trade regime during this period
was its maintenance of administrative control over import flows. At times trade
policy permitted a high volume of impons, particularly in the boom years between
1968 and 1973.19 Trade authorities never relinquished their control, however, so
that it was relatively easy for them to reverse the trend toward greater openness to
imports after the first oil shock in 1974, while increasing the level of incentives
for exports. Brazilian trade policy on both the export and import side in effect sim-
ulated greater openness, without really integrating local goods markets into larger
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intemational ones. The greater degree of openness to imports of the Brazilian
economy between 1967 and 1974 was consequently more the result of selective
administrative loosening of restrictions on specific imports than it was of trade lib-
eralization in the more conventional sense of large-scale reductions in tariffs and
the elimination of nontariff barriers.2 0

The high level of trade restriction stood in sharp contrast to capital account
policies. The emphasis that the new govemment placed on increasing capital
flows to Brazil after 1964 was promptly manifested in a number of measures. The
ending of limitations on profit remittances. renegotiation and restructuring of ex-
temal debts, improvement in relations with the IMF and the World Bank, and sig-
nificant official lending by the United States all helped pave the way for large
private capital inflows. The subsequent increase in net foreign capital inflows to
Brazil was historically unprecedented. Between 1968 and 1974 net capital inflows
averaged about $2.5 billion a year, having averaged only about $60 million a year
between 1962 and 1967.

Brazilian capital account policy between 1964 and the late 1970s was clearly
aimed at supplementing domestic savings through a net capital inflow. In this re-
spect it was successful-perhaps too much so. It was not aimed at the integration
of Brazilian capital markets into international ones, since domestic Brazilian res-
idents were not permitted to hold foreign assets. Capital mobility between Brazil
and the rest of the world thus was unidirectional, or asymmetric, since it permitted
and often encouraged a net capital inflow while prohibiting some types of outflows
and discouraging others.

Despite the many distortions in local capital markets and their imperfect
alignment with intemational markets, extemal financial markets appear to have
had considerable links to Brazilian financial markets. The underlying constraint
on domestic real interest rates over most of the post-I1964 period was the need to
keep retums on domestic investments and financial assets at a high enough level
to maintain the net capital inflow. Until the early 1980s this appears to have been
accomplished with surprising ease. Along with other borrowers, Brazil paid high-
er rates as intemational rates rose in the late 1970s, but at least it was able to fi-
nance its large current account deficit.

A noteworthy corollary of this feature of Brazilian experience in the period
was the relative absence of capital flight. In contrast to many Latin American
countries, Brazil showed few signs of significant private capital flight before the
late 1980s.21 Whatever the reasons for this difference. Brazil's ability to maintain
high real rates of return on domestic financial assets is certainly one of them.

The combination of relatively closed trade but intemational financial open-
ness had important consequences for Brazil's economic experience after 1964.
The restrictiveness of commercial policy and the high reliance on administrative
control of import flows meant that far fewer Brazilian goods prices were linked to
intemational prices through trade than would have been the case under more lib-
eral commercial policies.
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One important effect of this low degree of trade openness occurred when the
capital account was relatively open (at least to inflows), as was the case in Brazil
after the mid- 1960s. The huge capital inflow after 1968 effectively eliminated any
prospect for greater real exchange rate competitiveness, since it resulted in a much
larger degree of real exchange rate overvaluation than would have been possible
in its absence. Because the current account deficit increased significantly with the
resumption of growth in Brazil after 1967, there would have to have been a real
depreciation in the absence of the capital inflow. Instead, the large increase in fi-
nancial capital inflows more than financed the current account deficit, permitting
an expansion of reserves as well.

The low openness of the goods market implied that the spending induced by
the capital inflows fell more heavily on nontradable goods. Since these goods were
not available in elastic supply, because of the tightness of many Brazilian goods
and factor markets during the boom period, there was a real appreciation as non-
tradable prices rose in relation to the prices of the few goods linked to international
prices, for which supply was much more elastic. The capital inflow (net of reserve
accumulation) had to be matched by an offsetting deficit in the current account, so
a larger appreciation was necessary to switch spending to those goods that were
tradable than would have been required in an economy in which many more goods
were tradable. A capital inflow of a given size thus appreciated the real exchange
rate (lowered PTIPNT) more in Brazil than would have been the case if it had not
restricted imports.-

By viewing the real exchange rate as the relative price of tradables to nontrad-
ables, one can gain some insight into the real wage effects of the Brazilian expe-
rience. The real appreciation (fall in PT/PNT) in the post-1967 period was the
obvious consequence of the capital inflow. The real overvaluation was maintained
between 1974 and 1979 by policies that placed more emphasis on financing the
current account, rather than adjusting relative prices enough to reduce it substan-
tially. Only after 1979 was there a significant real depreciation of the cruzeiro, and
only after 1982 was it sustained.

The sharp real depreciation that was finally forced on Brazil had significant
real wage effects, as becomes clear when the real exchange rate is defined as the
ratio of tradable to nontradable prices. Labor is relatively immobile between Brazil
and the rest of the world. The wage, or price of the labor services, may thus be re-
garded as a nontradable price that falls relative to tradables with a real depreciation.

Brazilian experience in the past decade provides support for this interpreta-
tion. Real wages did in fact fall in relation to tradable prices as the cruzeiro suf-
fered several real depreciations in the early 1980s.23 Such a depreciation had been
postponed during the 1970s, so that the late adjustment implied a larger drop in
real wages than would have occurred if the real depreciation had come earlier. If
it is assumed that people prefer to have their consumption relatively stable over
their lifetimes, most Brazilian wage-earners would have had a higher level of wel-
fare if real wages had followed a smoother path over the 1967-84 period, even if
this implied slower real wage growth in the late 1960s and early 1970s.2 4
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A natural question to ask is whether the fall in Brazilian income after 1984
was borne equally by labor and by capital. In the argument above, the nominal
wage is identified with the price of nontradables. If the nontradable price also in-
cludes a number of other goods and factor prices, the fall in the real wage could
be mitigated, provided that these other prices fell more.

Such a scenario is implausible in the Brazilian context. If the other major fac-
tor payment is the return to capital, maintenance of real wages while PTIPNT rose
would require a large shift in income shares from capital to labor. There is no ev-
idence that this occurred: the share of labor income in national income actually fell
slightly between 1970 and 1985 .25

The conclusion that labor bore a large share of the adjustment burden after
1982 follows from the financial openness of the Brazilian economy. Capital ac-
count openness in effect makes the price of capital like those of other tradable
goods or services, rather than a nontradable price. Rather than falling, the return
to capital actually rose after 1982, as the public sector turned to domestic credit
markets to finance its deficit (see figure 7.2). Had the government attempted to
prevent this rise in the cost of capital, that capital flight from Brazil would in all
likelihood have begun much sooner than the late 1980s. Given the fall in national
income implied by the shift from large current account deficits to the surpluses re-
quired to service the debt, the total income available to different factors of produc-
tion in Brazil was reduced. Since the return on capital was partly protected by its
link to world capital markets and by the public sector's financing needs, it was in-
evitable that those factors whose prices were not linked to international prices
would have to fall.26 Labor was the most important such factor and therefore bore
a large share of the burden of external adjustment in the 1980s.



Chapter Nine

Investment and Long-term Growth

The 1982 crisis marked the end of a long period of growth in average real wages
and the beginning of a decade of sharp real wage fluctuation and long-term stag-
nation. It also changed investment behavior in ways that in the long run may be an
even greater threat to Brazil's standard of living.

Brazil adjusted to the economic shocks of the 1970s and 1980s mainly
through a decline in net investment. The fall in public sector savings (chapter 5)
and the loss of external savings after 1982 (chapter 7) were the principal causes of
this decline in investment. The adverse trend in net investment was reinforced by
the increase in inflationary and exchange rate uncertainty after 1979 and by the
sporadic and badly conceived price controls imposed during several failed stabi-
lization programs. This chapter is about trends in investment in Brazil, the relation
between investment and output in the past two decades, the composition and qual-
ity of investment, and some of the implications of recent trends for long-term
growth.

Aggregate Investment in Brazil, 1970-90

Investment since 1970 has been heavily influenced by the availability of extemal
resources and by the use made of these resources, both of which underwent con-
siderable change in the late 1970s and early 1980s.

The upward trend in investment that began at the end of the 1960s showed
signs of weakening in the early 1980s. Although the 1982 external debt crisis had
devastating effects on capital formation, the slackening of investment activity ac-
tually predates 1982. (Figure 9.1 shows real gross fixed capital formation, classi-
fied by private sector, government, and state enterprise, measured in constant 1980
prices. The numerical data represented in the figure are given in appendix table
A.15 of the data appendix.)

142
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Figure 9.1 Real Investment by Sector of Origin, 1970-90
(Millions of 1980 cruzeiros)
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Although the national accounts data show investment by state enterprises as
a part of private investment. this component was important in and of itself, partic-
ularly before 1980. Among the most important state-owned enterprises were
Eletrobras, the government-owned electric generating and distribution system,
and Petrobras, the petroleum production and distribution enterprise. Other state
enterprises that made significant investments included the Siderbras group, con-
sisting of most of the steel companies, Telebras, the government-owned telephone
system, the Grupo Nuclebras, responsible for Brazil's nuclear development, and
Portobras, which develops and maintains many ports. In addition, the Companhia
Vale do Rio Doce (CVRD) made large investments in iron ore and aluminum.
Smaller investments were made by other state enterprises, including Embraer. the
state-owned aircraft producer.

State enterprise investment peaked in the late 1970s, when about half of all
fixed capital formation was either government or state enterprise investment.
In response to the steep rise in petroleum prices, Petrobras made an all-out ef-
fort to expand domestic production. The government also justified new invest-
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ments in the electric sector and in nuclear development as responses to the oil
shock.

The 1974-79 regime of President Ernesto Geisel, himself a former head of
Petrobrds, pursued a number of ambitious investment goals. Among them were
the construction of the huge Itaipu hydroelectric project on the border with Para-
guay and the A,ominas project, a steel complex in the state of Minas Gerais. The
1974-79 period is probably the only one since 1970 in which there was any evi-
dence of direct crowding out. Real private investment stagnated after 1975, having
grown nearly 15 percent a year between 1970 and 1975. Despite this slowing, total
investment as a share of GDP (figure 9.2) remained at historically high levels, ex-
ceeding 22 percent each year between 1973 and 1980.

The sectoral composition of Brazilian investment changed significantly in
1980, when Delfim Netto became the chief economic policymaker in the Figueire-
do government. Delfim's economic strategy, in some respects a Brazilian version
of the supply-side arguments made in the United States in the 1980s, was based
on the premise that the nation could grow its way out of the tightening external
constraints. The initial private sector reaction was enthusiastic, and private invest-
ment recovered significantly in 1980. offsetting cutbacks in state enterprise invest-

Figure 9.2 Real Investment by Sector as Share of GDP, 1970-90
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ment spending. Inflation advanced well beyond government expectations, or at
least its public predictions, and private inflationary expectations increased sharply.
Since nominal interest rates were controlled, domestic real interest rates became
negative, providing a strong incentive for private investment. Although the new
macroeconomic policies were clearly not viable over the long run, 1980 was
marked by a substantial increase in private investment.

Late that year, as inflation rates increased to more than 100 percent, Delfim
reversed course, relaxing the interest rate controls and accelerating the rate of de-
preciation of the cruzeiro. Brazil's intemal problems were compounded at this
time by a worsening of its terms of trade, as well as by the rise in interest rates in
international financial markets and deepening recession among its leading trade
partners. Private investment in Brazil fell without interruption between 1980 and
1983, both absolutely and as a percentage of GDP (figures 9.1 and 9.2).

After 1983 there was a recovery in private investment, spurred in part by ex-
panding export demand in response to the real depreciation of the cruzeiro. but it
was only in 1986, under the temporary impetus of the Cruzado Plan, that private
investment reached a level comparable with its 1980 level. As a percentage of GDP,

however, investment remained well below the 1980 level.
The aggregate investment trend understates the severity of the investment de-

cline in two important respects. First, as is the case in most national accounting
systems. the IBGE data are estimates of gross fixed capital formation and thus in-
clude depreciation. Since the Brazilian capital stock more than doubled in the
1970s, depreciation was probably a substantial part of gross investment in the
1980s and may have been even greater as the early investments made in the late
1960s matured.

Second, the Brazilian population grew at a rate of more than 2 percent in the
1970-80 period. While there is evidence of a slackening of the rate in recent years,
the labor force grew more rapidly than the population as a whole during the 1970s
and 1980s. This implies that the stock of capital per worker grew slowly, if at all,
after the early 1980s.

Recent Evolution of the Brazilian Capital Stock

Any attempt to estimate the growth of the capital stock over the past two decades
is an arbitrary calculation. Nevertheless, the results of such an attempt are present-
ed here, since they give an idea of the impact of the investment slowdown on cap-
ital formation in the 1980s and the decline in the amount of capital per head, even
under a variety of assumptions.

Net investment was calculated with a range of estimates of the average depre-
ciation rate and initial values of the capital stock. Between 1970 and 1980 GDP ex-
panded fairly steadily, suggesting that the economy was operating at close to full
capacity during much of the period. The average yearly incremental capital/output
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ratio (ICOR) during this period was 3.07 (with investment lagged one period). Es-
timates of the ICOR for earlier periods by Tyler (1976) showed values in this range
during the 1960s. with a sharp fall after 1968 as output expanded through in-
creased capacity utilization. Table 9.1 presents ICOR estimates based on the IBGE

national accounts data for the 1970-90 period and Tyler's estimates for the 1960-
72 period. The estimates are unadjusted, with large or sometimes negative values
resulting from periods in which output stagnated or even fell.

As output expanded during the late 1960s and early 1970s, the annual ICORs

ranged from about 1.5 to 3.0. When growth slowed in the early 1960s and again
after 1975, the ICOR rose. In 1981 and in several later years, real GDP fell, resulting
in negative ICORs. The most dramatic example was in 1988, when a slight drop in
real GDP and a positive level of investment resulted in a large negative ICOR.

To avoid the effects of such fluctuations in product growth on the ICOR esti-
mates for the 1980s. several alternative approaches were used. The first was to cal-
culate the simple average of positive annual ICORs during the decade, eliminating
those observations that were implausibly negative. Such a procedure, with invest-

Table 9.1 Annual Incremental Capital Output Ratios, 1957-90

Year Tyler Year IBGE data

1957 1.70 1971 1.80

1958 2.23 1972 1.74

1959 2.96 1973 1.57

1960 1.88 1974 2.57

1961 1.52 1975 4.63

1962 3.48 1976 2.57

1963 11.78 1977 5.33

1964 3.57 1978 4.81

1965 5.30 1979 3.21

1966 3.31 1980 3.20

1967 3.03 1981 -5.21

1968 1.45 1982 36.53

1969 1.65 1983 -5.71

1970 1.78 1984 3.20

1971 1.55 1985 2.05

1972 1.72 1986 2.16

1987 5.17

1988 -216.92

1989 5.16

1990 -4.13

Source: Data forl971-90 calculated from IBGF national accounts data. with investment lagged
one year: data for 1957-72 from Tyler (1976).
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ment lagged one year, yields 8.21. Even if 1982 (when the ICOR was positive but
very large) is eliminated, the average ICOR was 3.49. An alternative and probably
preferable approach is to calculate the ICOR as the ratio between total investment
and the change in real GDP over the whole decade. This procedure yields an esti-
mate of 10.14 for the 1980s.

Both approaches produce a disturbing rise in the relation between investment
and output after 1980. Although this does not prove that new investment was less
efficient than it had been in earlier years, such a possibility cannot be discounted.
At the least, it suggests that gross investment is only weakly related to product
growth in an economy that has stagnated for a decade.

Despite large yearly variations, Brazilian ICORs have rarely been less than
2.00 in absolute value except in the 1968-72 boom period. Assuming that the av-
erage of yearly ICORs was equal to the overall capital/output ratio before growth
slowed in the 1980s, we can estimate the capital stock in the initial period by mul-
tiplying real output by the appropriate capital output ratio. The capital stock K in
year t may thus be estimated as

(9.1) K, = Kt I + GI, - depr(K, 1)

where GI, is gross investment in year t and depr is the depreciation rate. Ko is de-
fined as the capital/output ratio times real GDP in the base year.

Figure 9.3 shows five estimates of net investment, or the difference between
K1 and Kt-1, for the 197 1-90 period, using as estimates of the depreciation rate, d,
0.08, 0.10, and 0.12, respectively, and 1.5, 2.0. and 2.5 as estimates of the initial
capital/output ratio, c. A wider range of parameters produced little change in the
time profile of the estimates shown in figure 9.3.

The first and highest time path of net investment, corresponding to an as-
sumed annual depreciation rate of 0.08 percent and an initial capital/output ra-
tio of 1.5, might be interpreted as a best-case scenario, since it uses both a
historically low capital/output ratio and a low rate of depreciation of the capital
stock. The former assumption appears appropriate only during the 1968-73 mi-
lagre. In the 1970s the latter assumption might be justified by the relative youth
of the Brazilian capital stock. Such an assumption becomes increasingly ques-
tionable in the 1980s, when the capital stock became more dilapidated. Increas-
es in the assumed depreciation rate (to 0.10 or 0.12) in figure 9.3, or in the
initial capital/output ratio (to 2.0 or 3.0) result in a decrease in estimated net
investment. I

As is clear from the five simulated time paths of net investment, the basic sto-
ry is robust to a relatively wide range of parameter estimates. Net investment vir-
tually collapsed between 1980 and 1983 and is negative in 1983 and 1984 in the
two high depreciation-rate (d = 0.12) scenarios.

Regardless of parameter choices, the trend in investment during the 1980s
was unsatisfactory. The boom in investment in 1986 was not sufficient to return
investment to the levels of the 1970s and in any case was temporary. Net invest-
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Figure 9.3 Net Real Investment Simulations 1970-90
Millions of 1980 cruzeiros

1.6 -

Legend: d c

… ~ ____- oa08, 1.5
\ / \ ~~~~~~~~...........-----. .08, 3.0

1970 1975 1 980 1985 1990
Year

Source: Author's calucat ion.

ment at the end of the 1980s was little higher than it had been in the early part of
the decade.

Investment trends in the 1980s were no better if considered in per capita
terms or per worker terms. The latter subset consisted of both the employed
and currently unemployed population active in the labor force. 2 As the fall in
birth rates of the 1 960s and 1 970s had not yet been fully reflected in a slowing
of growth of the labor force, the rate of population growth after 1980 was
considerably lower than the growth of the labor force. For this reason, esti-
mates of capital per person and per worker follow rather different trends in
the 1980s. Figure 9.4 shows the estimated capital stock per person and per
worker.

After increasing by about 70 percent between 1970 and 1982, the capital
stock per person declined until 1985. Even with the modest rise in net investment
after 1985, the amount of capital per person was no higher at the end of the 1980s
than it was before the 1982 crisis.

The picture is even less favorable for capital per worker. The series peaked in
1981. The rapid growth in the labor force in the 1980s appears to have left the aver-
age Brazilian worker with about as much capital as he or she had in the mid-1970s.
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Figure 9.4 Estimated Capital Stock per Person and per Worker, 1970-90
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The reasons for the decline in investment are clear. The growing deficit of the
public sector placed an increasing demand on the supply of savings. After 1982
this problem was compounded by the loss of external savings, with the current ac-
count deficits of the 1970s replaced by the surpluses necessary to service the ex-
ternal debt. The link between the public sector deficit and the external savings flow
is explicit in the national income accounts identity between GDP and its disposi-
tion, or

(9.2) C+I+G+(X-M)=GDP=C+S+T.

This states that consumption (C), investment (1), public sector expenditure (G),
and the current account surplus (X - M) equal GDP, which can be disposed of
through consumption, private savings (S), or taxes (T). Equation 9.2 can be rewrit-
ten as

(9.2) I=S+(T-G)-(X-M)

which shows that investment equals private savings plus net public sector savings
minus the current account surplus. Even with a constant level of private savings,
the fall in the public sector surplus and the change from a current account deficit
to a surplus in the early 1980s would have forced a cut in Brazil's level of aggre-
gate investment.
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Investment and Output in the Past Two Decades

The fall in investment during the 1980s would not have mattered so much if each
unit of new capital installed were more productive in terms of additional output
generated. The traditional approach to this question about capital productivity is
to determine the ICOR, which can be interpreted as a measure of the marginal pro-
ductivity of capital.

Simple calculations of the ICOR run into a number of problems. First, the ratio
fluctuates implausibly, even tuming negative if there is a fall in output (table 9.1).
In periods of very low but positive product growth, the ICOR may attain unreason-
ably high levels, simply because the ratio of investment to output growth is so
large.3 In periods of recovery, in which output can increase simply through greater
utilization of existing capacity, the ICOR may appear impressively low. Projections
of output growth based on such periods, however, would overestimate the produc-
tivity of new net investment, once capacity was reached.

At the heart of these problems is the fact that investment should increase po-
tential output, which is unlikely to equal actual product, except in periods of full
utilization of capacity. A more meaningful estimate of the ICOR thus depends on
an estimate of potential output. Various techniques might be used to estimate the
path of potential output. Among the simplest of them is the assumption that poten-
tial output grows exponentially, or at a constant percentage rate each year, which
might be estimated from the time series of actual output. An alternative is to as-
sume a constant capital-output ratio over the period and, starting from an initial
estimate of the capital stock, estimate the path of potential output. Other approach-
es include time series estimates of the trend of actual product or weighted averages
of actual output growth in preceding years.

A variant of these methods would first estimate the degree of capacity utiliza-
tion in a given year, or U, and use it in turn to estimate potential output, based on
actual output. This is the approach taken in a 1989 study by Castelar and Matesco,
using the IBGE data discussed above. They estimated U, in two ways. In the first
case they assumed that potential output YP, grows at a constant rate. Since U, =

Y,YP,, we have

(9.3) ln(Y,) = a + bt + In(U,)

so that the residuals from a regression of ln(Y,) on time provide an estimate of U,.4
Their alternative approach was to assume that full capacity was attained in more
than one year, with these full capacity points corresponding to the local maxima
obtained in the first step.5 Using the identities that Y, = U,YPt and I,, = k,.dYPt,
where I is investment and k the capital output ratio, we may then solve for k, as

(9.4) k, = UtI,[1/Y,1Il1[( dYt/Ytj) - (dUJUtqI)].
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This definition of the ICOR differs from a simple measure based on actual out-
put in two ways. First, only investments that result in an actual output increase ap-
pear in the numerator. Second, the change in output in the denominator is net of
changes in capacity. Castelar and Matesco's estimates of the ICOR for the 1956-87
period are reproduced in appendix table A. 17. They are adjusted for capacity uti-
lization, which was obtained assuming that full capacity was attained in two or
more years.6

The four resulting estimates of the ICOR provide strong support for the hy-
pothesis that the marginal productivity of investment fell between the early 1970s
and the mid-1980s. If this was in fact the case, the adverse effects of the fall in
aggregate investment were aggravated by the decline in the productivity of new
investment. The next section provides some possible explanations for this appar-
ent decline in the quality, as well as the quantity, of Brazilian investment.

The Composition and Quality of Investment

There is little question that the prospects for high rates of growth of income were
severely reduced or eliminated by the steep decline in aggregate investment after
1980. What is less clear is how the composition and future productivity of Brazil's
capital stock were affected by the change. The trends discussed in the preceding
section suggest that if there was a change in the productivity of the capital stock in
the past two decades, it was an adverse one. In recent years, approximately four
cruzeiros of capital appear to be necessary to produce a cruzeiro of output. In the
early 1 970s, during the milagre years, only three or fewer cruzeiros were sufficient.

It is more difficult to measure the quality of investment and the quality of the
existing capital stock than to measure quantities. But there are a number of theo-
retical arguments, as well as a modest amount of empirical evidence, to suggest
that changes in the composition of capital forrnation reduced its productivity.

Macroeconomic Signals for Efficient Investment

In a simple model of investment, all decisionmakers. including public ones, face
a single interest rate. If new investments are mobile among sectors, capital will be
invested in activities in which its potential return is highest. Moreover, savings
will not be squandered on investments whose rate of return is lower than the inter-
est rate. Although such an ideal is not fully attained in any economy, there is ample
evidence that departures from a market-based standard for the allocation of capital
were particularly severe in Brazil.

Brazil's long history of inflation (as noted earlier) discouraged the develop-
ment of any kind of long-term capital market. Long-gestation investments in the
private sector were financed by a firm's own retained eamings or from privileged
borrowing from official sources, such as the national development bank (BNDE).
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In such an environment, no general market interest rate exists to guide the alloca-
tion of investment resources.

Given this handicap, the level of investment in the early 1970s was impres-
sive. But as inflation accelerated in the late 1970s and in the 1980s, private invest-
ment as a share of GDP fell by several percentage points (see figure 9.2). Only in
1980, when a combination of interest rate controls and rising inflationary expec-
tations lowered real interest rates to unsustainable levels, did investment approach
the high levels of the early 1970s. Stop-and-go policies further worsened the cli-
mate for private sector investments. Interest rate controls, imposed several times
after 1979, led to the allocation of capital through administrative criteria rather
than allocation by means of a market test.

The other key economy-wide signal was the real exchange rate. The crawling
peg policy introduced in 1968 ended the sharp swings in the real exchange rate
that had discouraged investment in tradable goods production. The rate then re-
mained stable until the 1979 devaluation. This change in the real exchange rate
was quickly undone by rising domestic prices and a slowing of the rate of crawl.

Like the real interest rate, the real exchange rate was considerably more vari-
able in the 1980s than it had been in the preceding decade (see figure 8.2). From
the point of view of potential investors, the increase in uncertainty between these
two periods discouraged private investors and increased the likelihood that actual
investments would be less productive.

The Composition of Gross Fired Capital Formation after /970

One of the consequences of rising inflation in the early 1980s was an attempt by
individuals to protect their wealth through the acquisition of real assets. Brazil's
extensive system of indexation of financial assets provided more security to savers
than might have been possible in other inflationary economies. Public wariness of
the government's commitment to fair indexation increased in the 1980s. however,
when new price indices were introduced, the old ones were modified, and the rules
of the game often changed. This suspicion was reflected in a number of ways,
among them rising premiums in the black market for dollars (see figure 8.1). An-
other vehicle for hedging against inflation-presumably more tamper-proof than
indexed financial assets-appeared to many Brazilians to be residential housing.7

The IBGE real investment series has two major components: construction (in-
cluding residential investment) and plant and equipment (table 9.2). Despite the
aggregation of government and private residential construction, both the current
price and constant price series indicate a substantial rise in the share of construc-
tion in total fixed investment between the early 1970s and the 1980s. The fact that
many of the large public construction projects were either completed or deactivat-
ed by the mid-1980s further strengthens the presumption that investment in plant
and equipment fell in relation to residential construction.

One might argue that both forms of investment make equal contributions to
production. given the fact that the housing stock provides a flow of housing ser-
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Table 9.2 Gross Fixed Capital Formation by Component, 1970-90
(percentage of total investment)

Curr--ent prices Conistant 1980 prices

Plant and Plant and
Year Construction equipment Other Construcition equipment Other
1970 58.0 40.9 1. 58.2 40.7 1.`I
1971 56.6 42.4 1.0 56.7 42.3 1.0

1972 57.1 41.8 1.1 57.3 41.6 1.1

1973 59.3 39.6 1.1 57.3 41.6 1.1

1974 58.8 39.9 1.3 55.2 43.5 1.3

1975 57.5 41.2 1.3 54.4 44.3 1.3

1976 58.9 39.3 1.8 56.9 41.3 1.8

1977 61.1 36.9 2.0 59.6 38.4 2.0

1978 59.6 36.9 3.5 60.4 36.1 3.5

1979 62.5 34.5 3.0 60.3 36.7 3.0

1980 60.5 35.7 3.9 60.5 35.6 3.9

1981 63.2 33.5 3.4 67.3 29.1 3.6

1982 66.0 31.5 2.6 70.3 26.4 3.3

1983 66.6 30.3 3.1 72.8 24.5 2.7

1984 67.6 31.0 1.4 71.6 26.0 2.4

1985 68.0 29.7 2.2 68.6 28.9 2.5

1986 70.5 26.1 3.3 68.4 29.1 2.5

1987 71.8 25.6 2.6 68.3 29.2 2.5

1988 67.1 30.3 2.6 66.9 30.6 2.5

1989 71.2 26.2 2.6 65.4 32.1 2.5

1990 66.6 30.2 3.2 64.7 32.8 2.5
Source. Current prices are taken from IBGE. Anudrio Evattsti(o doBrasil 1991): constant prices

are calculated from price indices( 970-87), Castelar and Matesco (1989); for 1988-90, Anuedrio
Estatistior) do Brasil (1991).

vices. If residential housing were treated as a consumer durable, however, the shift
away from plant and equipment toward housing might help to explain the apparent
deterioration in the productivity of investment in the 1980s.

The Fall in Public Investment

Brazil's internal economic disequilibrium in the 1980s has often been attributed to
uncontrolled expansion of the public sector. This view has been expressed by
many prominent voices in the press. among them the influential weekly newsmag-
azine Veja and the respected Rio de Janeiro daily, 0 Jornal do Brasil. In 1989 it
was embraced by a number of presidential candidates. In its more simplistic ver-



154 Macroeconomic Crises, Policies, and Growth in Brazil, 1964-90

sion, this argument places much of the blame on state enterprises. In more sophis-
ticated form, the argument might be interpreted as suggesting that rising
government spending directly crowded out private investment.

The evidence does not support such a simple diagnosis. The fall in investment
after 1980 was even more severe in the government and the state enterprise sectors
than it was in the private sector (see figures 9.1 and 9.2). By the mid-1980s private
investment accounted for more than two-thirds of the total real fixed capital for-
mation of half a decade earlier, and after 1984 it modestly exceeded its levels of
the mid-1970s. The investment decline of the 1980s was therefore as much a pub-
lic sector trend as a private sector one. If public investment is a complement, rather
than a substitute for private investment, the fall in public investment may explain
some of the decline in the productivity of total investment.

Public sector investment was a more vulnerable target than was government
expenditure on current operations. It was also easier to cut back the ambitious state
enterprise investment programs than to make major reductions in their staffing.
This pressure became even greater with the electoral pressures of the return to de-
mocracy in the 1980s. Pressures on the state enterprises were also intensified by
the government's use of state enterprise pricing policies as part of its attempt to
reduce inflation. The effects of these policies have been documented for the 1980-
84 period by Werneck (1987b). Table 9.3 shows the index of output prices for
three of the most important state enterprise groups: steel, electricity, and telephone
services. Over the period state enterprise prices in real terms fell sharply.

The policy of controlling these prices to combat inflation had important con-
sequences. First, it decapitalized these enterprises, forcing them to reduce their fu-
ture investment plans. Second, the resulting deficit added to the public sector
deficit, since the finances of such enterprises were ultimately the responsibility of
the central government. 8 Real investment in a number of Brazil's most important
state enterprises fell sharply between 1980 and 1983. Table 9.4 shows real invest-
ment by the eight state enterprise groups that accounted for more than 95 percent
of investment by such enterprises in 1982.9

After a modest real increase in 1981. state enterprise investment fell to less
than three-quarters of its 1980 level by 1983. even though the largest enterprise

Table 9.3 State Enterprise Output Price Indices, 1979-84
(end of year, January 1979 = I00)

Year Steel products Electricirv Telephone sen ices

1979 84.8 94.1 86.3

1980 79.9 X0.2 66.9

1981 76.3 86.5 65.1

1982 68.1 73.2 62.8

1983 54.5 68.1 45.9

1984 50.6 62.3 40.4
Source: Adapted from Wemeck (1987b).
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Table 9.4 Index of Real Investment by State Enterprises, 1981-83
(1980 = I00)

Share of total
Enterprise /981 1982 1983 investment in 1982

Petrobras 122.62 148.05 108.61 31.18
Eletrobras 96.23 89.58 64.51 16.13

Siderbras 83.20 60.34 33.03 11.69
Telebras 112.76 123.11 98.25 10.75
CVRD 176.94 206.71 122.92 9.01
Itaip6 95.35 84.10 55.77 8.24
RFFSA 101.81 67.89 53.35 4.78

Nuclebras 259.34 337.91 280.72 4.41

Subtotal n.a. n.a. n.a. 96.19

Total 105.60 104.48 73.33 n.a.
Source: Wemeck (1987b).

(Petrobras) had kept up its investment. In several areas, including electricity and
railroads, real investment fell much more. For enterprises in the steel sector (Sid-
erbras) real investment by 1983 was only about a third of its 1980 level.

Over the longer period between 1973 and 1987 the fall in investment by the
state enterprises was less dramatic than that between 1980 and 1983, but there was
nevertheless a pronounced decline after the mid- 1970s. Figures 9.5 and 9.6 show
state enterprise investment as a percentage of GDP by the nine largest enterprises
between 1973 and 1987.

The Human Capital Stock

Another explanation for the apparent fall in the productivity of Brazil's capital
stock was the trend in investment in human capital. If human capital is a comple-
ment to other forms of capital, then a slowing of investment of this type lowers the
productivity of the physical capital stock.

The fall in the rate of real investment in physical capital after 1980 was in fact
paralleled by a slowing of the growth of Brazil's human capital stock. During the
1970s Brazil had made significant gains in the number of students enrolled in the
primary, secondary, and higher education systems. In part because of the increased
proportion of school age students actually attending school, as well as a number
of supplementary educational programs, the literacy rate for Brazilians over ten
years of age increased from 60.6 percent in 1960 to 66.6 in 1970, followed by a
further increase to 74.5 percent in 1980.

After 1980, however, there was a noticeable slackening of growth in enroll-
ment at all three school levels. Although the absolute number of students contin-
ued to increase, it was not sufficient to keep pace with population growth. (Trends
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Figure 9.5 Investment by Major State Enterprises, Part A, 1973-87
Percentage of GDP at 1 980 prices
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Figure 9.6 Investment by Major State Enterprises, Part B, 1973-87
Percentage of GDP at 1980 prices
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in enrollments in absolute terms and as a percentage of the population are shown
in table A.19.)

Some of Brazil's difficulties in maintaining a growth rate in enrollments com-
mensurate with the need to maintain the productivity of its physical capital stock
resulted from a decline in real spending for education that began in the 1970s. This
tendency may have been aggravated by the high proportion of federal educational
expenditures for university education. With constant or falling real total expendi-
tures, increases in university funding have come at the cost of both primary and
secondary school spaces. 10

The obstacles to more efficient allocation of the limited resources available
for education after 1980 may have increased with the transition to a more open po-
litical system. University students and faculty, many of whom were repressed un-
der the military regime, were far better organized in the 1980s to demand
government support than were primary and secondary school students and their
families and teachers. Suggestions that students in the federal university systems
pay part of their tuition costs have been vigorously resisted. Other impediments to
increasing the efficiency of investment in education include a high degree of ad-
ministrative centralization and declining real wages for teachers.

The Effects of the Fall in Investment

The effects of the changes in investment on the productivity of Brazil's capital
stock, both physical and human, are difficult to measure. A variety of evidence,
some of it informal and anecdotal, indicates that some parts of the capital stock
deteriorated so badly that the level of services provided by this capital by the late
1980s was well below the levels of the 1970s.

Public sector investment since the late 1970s generally has not been guided
by realistic comparisons of costs and benefits. As a result, potentially productive
investments in infrastructure or in primary and secondary education were sacri-
ficed in favor of programs with a lower social rate of return. By the mid- 1980s, for
example, there was increasing evidence that the electric power grid in the indus-
trial Center-South region was under strain, despite the massive investments of the
1970s in electricity production. ' 1 Telephone service in a number of Brazil's major
urban centers, particularly Rio de Janeiro and Sao Paulo, deteriorated between
1981, when Brazil enjoyed one of the most efficient systems of any major low-in-
come country, and the late 1980s.1 2 The Cruzado Plan's price freeze, which was
much more easily enforced for large and visible state enterprises than in many ar-
eas of the private sector, further aggravated the problem of maintaining their cap-
ital stock.

Those areas in which there was a significant increase in public investment
were not necessarily the best choices. Investment by Nuclebras, for example, tri-
pled in the early 1980s, even though nuclear power was probably the highest-cost
source of electricity available to Brazil (table 9.4).13
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Brazil's adjustment to the growing deficit of the public sector and to the loss
of external savings after 1982 was made primarily through a fall in investment.
This trend alone would slow the rate of economic growth. This problem has been
compounded by an apparent fall in the productivity of capital. When the cutback
in public investment in a number of key infrastructure areas is considered as well,
only a significant reversal in the investment decline of much of the 1980s can ar-
rest the trend toward income stagnation.



Chapter Ten

Conclusion: What Has Been Learned and
What Can Be Done?

The economic stagnation and uncertainty of the 1980s exacted a high toll from
Brazil's people. Per capita income in 1990 was no higher than it was in 1980, and
the memory of imminent hyperinflation in the closing year of the Samey admin-
istration was still vivid. It is not surprising that Brazilians were far more pessimis-
tic in the early 1990s than at any time in memory. Nevertheless, some valuable
lessons have emerged from the cycle of boom and bust since 1964 that suggest
how the country might return to the kind of robust economic growth Brazilians
once regarded as their birthright.

The Lessons of Brazil's Experience

There is little doubt that much has been learned. The sterile debates between the
"structuralists" and the "monetarists" that dominated much of the dialogue in the
early 1980s have been largely superseded by agreement that monetary growth is
an endogenous process, driven by the need to finance fiscal deficits. This require-
ment can be faced immediately, or it can be postponed. but in the long run it cannot
be avoided. Much of the economic turmoil in the past decade was the consequence
of populist attempts to ignore the fiscal disequilibrium and avoid the inevitable.

Brazilians have also leamed how vulnerable to extemal shocks even a large con-
tinental economy like theirs can be. The large capital inflows of the 1970s subse-
quently proved to be a mixed blessing, when real interest rates rose in world markets,
Brazil's terms of trade worsened, and lenders declined to roll over maturing loans.
Few had foreseen how large the forced adjustment would be, and despite its success
in weathering the external payments crisis of the early 1980s, Brazil's failure to in-
crease domestic savings imposed a high intemal cost as investment declined.

159
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It is ironic that by reducing imports to essential intermediate and capital
goods Brazil's long import substitution made the economy more vulnerable to ex-
ternal shocks than more open policies would have. The use of trade restrictions as
a tool for balance of payments adjustment temporarily permitted Brazil to delay
the real exchange rate adjustment that might have reduced the eventual effects of
the two oil shocks. But in the long run it encouraged rent-seeking and undermined
the competitiveness of a number of sectors of Brazilian industry. Brazil's interven-
tionist trade policies were also expensive: domestic producers could have been
helped without imposing such a large burden on consumers. Protection of the Bra-
zilian computer industry provided a very visible example. as private consumers
and firms that were potential users faced prices several times world levels.

By the late 1 980s a consensus in favor of a more open trade policy was emerg-
ing. The populist left had abandoned much of its overt opposition to it, and the
Collor administration's attempt to make trade more open received more public
support than it would have five or ten years before. Although timid by comparison
with a number of other formerly protectionist Latin American economies like
those of Mexico or Chile, Brazil's policies in the early 1990s reflected a growing
disenchantment with policies once regarded as essential to economic growth. One
can question whether the new interest in more open trade was completely home-
grown, given the exhortations Brazil received from the international community
to liberalize its trade. There is little question, however, that the combination of low
investment, the debt overhang, and trade liberalization initiatives in other coun-
tries of Latin America made many Brazilians more receptive to new trade policies
than they had once been.

The greatest learning experience has been with stabilization plans. Depending
on how one defines them, Brazil has had at least four unsuccessful inflation stabi-
lization plans since the Cruzado Plan of 1986. The euphoria generated by the tem-
porary success of that plan is a bittersweet memory. Many people, including some
economists who should have known better, were led to believe that high inflation
could be stopped with a few decisive decrees and little or no pain. Today no one
believes stabilization is this easy. Price freezes without fiscal adjustment waste
valuable time and undermine government credibility when they eventually fail.
The experience of the Collor government, which upon assuming office tried to
"kill the tiger of inflation with a single shot." also showed that markets respond
more favorably to sustained and consistent policies than to promises of miracles
and quick fixes.

Brazil's experience with heterodox approaches to price stabilization did not
prove that price controls (or more euphemistically, "income policies") were of no
use. Temporary price controls can assist in changing the expectations built into
medium- and long-term contracts, such as wage agreements. In the absence of
such revision, a fall in the inflation rate can result in sharp increases in real interest
rates, leading to unnecessary business failures and financial stress. In such a situ-
ation, there is a role for temporary price controls, provided that they are indeed
temporary and that the essential fiscal adjustment is made.
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What the experiences did show, however, was that price controls alone were
useless, if not harmful, and that extending price controls to trade (that is, by fixing
the nominal exchange rate) may aggravate the situation further. Foreign exchange
reserves fell sharply during the Cruzado Plan, with little to show for this expendi-
ture except a temporary boom in imports of consumption and investment goods.
Subsequent stabilization plans also failed, but the most egregious mistakes of the
Cruzado Plan were avoided, in part through greater exchange rate realism.

The failure of the stabilization plans raises the question of what their collapse
has done for government credibility. Recent investigations into price expectations
in the inflation process have placed great emphasis on the way in which agents
form their expectations and how they revise them. Some of the architects of the
Cruzado Plan paid close attention to price expectations. But they underestimated
the role of public sector fiscal disequilibrium, which in retrospect appears to have
been more severe than was thought at the time. Failure to use the "orthodox" tool
of fiscal reform was fatal for Brazil's stabilization programs during the Sarney
government. Today price controls and income policies without fiscal reform
would not be taken very seriously by a population that has begun to see the public
sector as the problem rather than the solution.

The first obstacle to any attempt to achieve fiscal reform is inflation, which in
recent years has made it very difficult to quantify the real budget deficit. Today the
effect of inflation on government finances is understood better than it was a decade
ago. Despite the insight provided by the concepts of the operational budget deficit
and the primary budget deficit, however, the budgetary process is still far from
transparent.

The attainment of fiscal equilibrium is further complicated by the constitution
of 1988, which transferred the revenues from various federal taxes to the states
without a commensurate decentralization of federal responsibilities. The credibil-
ity of the federal government continues to be undermined by uncertainty as to
whether the Franco administration has the political will to force all levels of gov-
ernment to live within their means.

Since stabilization is difficult and quite probably painful, it is legitimate to ask
whether the cure is worse than the disease. In past years, many Brazilians argued
that their country's performance showed that high rates of product growth were
compatible with high rates of inflation. As recently as the early 1980s, some Bra-
zilian economists argued that the inflation rate could be "stabilized" at around 100
percent, with per capita income continuing to rise at politically acceptable levels.

Few would take such a benign view of inflation today. Any positive relation
between inflation and growth-if it ever existed-had vanished by the mid- 1980s.
The final years of the Sarney government were marked by both accelerating infla-
tion and falling product growth. Although correlations do not establish a causal re-
lationship, it is not difficult to devise plausible arguments that inflation has a
negative effect on growth. As inflation intensified, the shortening of contracts
killed off the prospects for long-term capital markets. Indexation is an imperfect
remedy, and its imperfections became more apparent as inflation accelerated. By
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the mid- 1980s most Brazilians were devoting a large part of their time to coping
with inflation. For many this involved gathering daily information on the rates of
return of various assets and the frequent renegotiation of contracts. These costs are
not trivial, and the stop-and-go policies of the late 1980s probably increased them
substantially. The myth that Brazil could live with "just" 5 or 10 or 20 percent in-
flation a month was effectively shattered by the acceleration of the inflation rate
in the 1980s.

Brazil was generally successful, however, in keeping domestic inflation from
creating external payments problems. The crawling peg policy indexed the ex-
change rate and helped Brazil avoid the kind of real appreciation and subsequent
exchange crises that it had suffered earlier. Although some argued for using the
nominal exchange rate as an "anchor" to reduce inflationary expectations, in for-
tunate contrast to some of its Southern Cone neighbors Brazil never pursued such
a policy for long. The prefixing of the nominal exchange rate in 1979 soon resulted
in a substantial real appreciation and the government reversed course.

Brazil's success in maintaining real exchange rate competitiveness after the
1983 devaluation played an important role in the years immediately after the debt
crisis. One of the lessons of the 1983 devaluation, still relevant a decade later, is
that Brazil's current account is quite responsive to relative price. Few observers in
1982 would have predicted that within a few years Brazil would be running one
of the world's largest trade surpluses. Although some of the immediate trade tum-
around was due to administrative control of imports. in the long run export growth
responded well to the incentive provided by a real depreciation. This, too, is a les-
son that appears to have been learned.

The combination of relative success in turning around external payments and
failure in achieving internal fiscal balance after 1982 is responsible for many of
the strains on the Brazilian economy in the past decade. The shift from a large
trade deficit to a surplus after 1982 had to be matched by either an increase in pub-
lic sector savings or an increase in net private savings, or a combination of the two.
But neither government revenues nor household savings increased enough to pro-
vide the necessary savings, despite some evidence of a partial response by private
savers to the fall in public saving. Moreover, government expenditure actually in-
creased as a share of GDP, further cutting into total savings.

As a result, the increased share of domestic product that went to the current
account after 1982 came primarily from a fall in investment. This fall compro-
mised Brazil's future potential for higher rates of economic growth. The clear les-
son of this episode is that unless internal adjustment accompanies an external
adjustment, there will be a higher price to pay in terms of future growth.

With the cut in domestic investment and the higher real interest rate, more
than a decade of rising standards of living came to an end. The rest of the 1980s
saw no long-run improvement in real wages, despite sharp short-run fluctuations.
Although populist politicians emphasized wages, particularly for urban workers,
programs that bore their stamp (like the Cruzado Plan) failed to deliver.
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The reasons for this failure are probably better understood today than they
were in the early 1980s. Under Brazil's forced adjustment in its international pay-
ments after 1982, total domestic expenditure needed to fall more or increase less
than domestic product in order to generate a current account surplus. Some groups
or factors were better positioned to resist this income cut than others. Given the
pressing need to refinance its external debt, as well as to finance its expanding do-
mestic debt, the government was forced to accept a rising real interest rate. Had it
attempted to hold the rate down, the savings needed to finance the public sector
deficit would have disappeared as individuals sought higher rates of return else-
where. Brazil's apparently low level of capital flight through much of the 1980s
was due in part to the high but increasingly risky returns that could be earned from
savings loaned to the government. By the end of the 1980s the ability of the gov-
ernment to continue in this way was increasingly questioned. This not only made
borrowing more expensive but created the conditions for increased capital flight.

With the income of capital maintained in this way through most of the 1980s,
it was inevitable that much of the burden of adjusting to a lower level of income
would fall on labor. For all the populist rhetoric of the Sarney government, the first
civilian administration after two decades of military-backed rule, Brazilian work-
ers fared worse in real average wage terms in the 1980s than they had before the
1982 crisis. Real minimum wages, which were applicable to a significant propor-
tion of the Brazilian labor force, fell much more.

It would be wrong, however, to conclude that authoritarian governments like
those that governed Brazil for two decades would necessarily have done better.
The ending of economic growth after the 1982 crisis was probably inevitable, giv-
en what had gone before. Although one can criticize the competence of economic
management in the 1980s and early 1990s, some of the economic pain was the in-
escapable sequel to the boom that had preceded it. This became apparent even in
the early 1980s, when some of the same policymakers who had played key roles
during the milagre were unable to give a repeat performance.

Tasks for the Future

It is natural to ask if, when, and how Brazil might return to the higher levels of per
capital income growth and lower inflation that it enjoyed before the external
shocks brought those happier times to a close. Several conditions for a return to
growth are clear.

Above all else, the public sector's fiscal deficit must be substantially reduced.
A decade ago the external debt was blamed for Brazil's economic difficulties. To-
day it is clear that even if the foreign debt were to be forgiven, the imbalance be-
tween government expenditures and insufficient revenues would continue to
increase the enormous internal debt. Since domestic real interest rates are higher
than external rates, this would be an even more expensive strategy than was the
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policy of the 1970s to expand foreign borrowing to maintain growth. It is unlikely
in any case that domestic credit markets could carry such a burden for long.

The public sector's loss of external financing and the increasing real cost of
domestic borrowing leave Brazil with little choice but to reduce govemment ex-
penditures and increase revenues. Since interest payments are not under the con-
trol of the government, if it wishes to maintain access to credit markets it must
center its expenditure reduction efforts on the labor force, subsidies, and social se-
curity. There is ample evidence that many functions of the public sector could be
carried out with fewer employees. The public sector employment guarantees of
the 1988 constitution, however, make it difficult to implement swift and extensive
changes. Despite this limitation. control of new hiring, adherence to criteria for
job classification, and greater transparency in the compensation of public employ-
ees would all help to control the public sector's wage bill, which as a share of GDP

has risen steadily since 1984.
Although Brazil has made some progress in reducing tax and credit subsidies

to favored sectors such as wheat or sugar production, further scrutiny of the web
of payments to special interests would not only aid in reducing the public sector
deficit but would probably improve economic efficiency. Low prices for goods
and services produced by the public sector are another form of subsidy that needs
to be reduced in order to bring down government expenditures. Privatization of
the state enterprises that provide such goods and services-among them steel,
electricity, and telecommunications-may relieve some of the burden their oper-
ation has placed on public finances.

Brazil's social security program also offers opportunities for reducing expen-
ditures. Overgenerous incentives for early retirement and weak links between ac-
tual contributions and eventual benefits have pushed up expenditures without
aiding the most needy. Outright social security fraud has been increasingly evident
in recent years; although difficult to measure, it obviously needs to be reduced if
the system's finances are to be improved. By lagging social adjustments behind in-
flation, the government has in fact imposed a unilateral reduction in real benefits,
but it is patently unfair to force legitimate beneficiaries of the system to bear the
costs of its inefficiency.

On the revenue side, the fiscal position of the federal government has been
weakened by the transfer of several taxes to the states and municipalities under the
1988 constitution. Indirect taxes like the IPI and ICM penalize some sectors yet pro-
vide limited coverage of others. Effective tax rates vary considerably by activity.
Tax simplification and consolidation would probably help arrest the decline in in-
direct tax revenues. Direct taxes like the income tax fall heavily on salaried em-
ployees, with taxes on other kinds of income more easily evaded. Here, too, sim-
plification and more consistent enforcement would increase collections even if tax
rates were not raised.

The paramount importance of fiscal adjustment does not lessen that of other
policies. In the foreseeable future it is unlikely that external savings will be avail-
able to finance investment. Domestic savings must therefore increase, not only
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through a fall in the public sector deficit, but also by maintaining the incentives
for private savings. If private savings are to finance Brazilian capital formation,
savers must be confident that they can earn a real and secure return in Brazil. The
Collor Plan's freeze on financial assets shook this confidence. Future stabilization
measures must avoid such blunders, which create the conditions for the large-scale
flight of capital.

Brazil's economic problems today are in large part domestic ones. Trade and
exchange rate policy can nevertheless make a contribution in retuming the econ-
omy to a higher rate of growth. The restriction of domestic demand resulting from
fiscal austerity will have to be offset by expanding export demand and private in-
vestment. The real exchange rate must therefore remain competitive, which in turn
implies that growth in real wages cannot exceed productivity increases. A more
open trade policy can contribute by making many formerly highly protected sec-
tors of Brazilian industry more competitive. Such policies would also help to en-
sure that scarce investment resources are directed to activities in which there is a
high return when measured at world prices.

Furthermore, Brazil must address the tremendous inequity in the distribution
of income. Populist panaceas that disregard basic economic constraints have
raised both expectations and inflation but have rarely raised living standards.
More serious efforts to help the truly poor must focus on the provision of basic ser-
vices and, above all, on education. Much of Brazil's inequitable income distribu-
tion arises from limited educational opportunities, particularly at the primary
level. Although the redirection of educational resources to primary education
might require the sacrifice of some sacred cows like free university education for
middle- and upper-middle-class students, the long-run returns in terms of both
growth and equity are high.

Income inequality is partly responsible for the failure of the political system
to reach a consensus about which policies will simultaneously restore growth and
price stability. The authoritarian leaders in the 1 970s appeared to believe that Bra-
zil could become a superpower with maid service. Today it is clear that the dis-
tance between rich and poor impedes agreement on policies that would return
Brazil's economy to higher rates of growth.

These policies are better characterized as necessary rather than sufficient con-
ditions for a return to growth. A failure to reduce the deficit will sooner or later pre-
vent growth, but its reduction or elimination will not by itself restore growth.
Private investment and export growth must take up the slack, not an easy task in an
economy in which private agents have been seriously misled by stop-and-go poli-
cies. Prudent investors may simply wait, thus prolonging the pain of stabilization.

There are nevertheless a number of reasons for guarded optimism. Underly-
ing them is the learning process of two decades of boom and bust, which have
shown most thoughtful Brazilians the limits to government intervention in the
economy. This disenchantment with the policy style of the past has been rein-
forced by the collapse of statist economic models elsewhere in the world. Recent
moves to privatize a number of state enterprises will not in themselves restore
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public sector fiscal equilibrium, but the potential contribution of privatization is
considerable. For the first time in recent Brazilian history, privatization commands
the support of much of the population and its political leadership.

The shift toward greater trade openness should bring a number of benefits.
With less distorted price signals, the quality of investment may increase, providing
a greater return for a given quantity of saving. Although such effects are notori-
ously hard to measure, a variety of evidence suggests that the high degree of in-
tervention that characterized trade policy in the past degraded the quality of
investment.

The underlying demographic trends that placed increased demands on labor
markets and on policymakers in the past two decades are moving into a more fa-
vorable phase. The fall in population growth will begin to ease the pressures on
labor markets, school systems, and social services. While Brazil's population is
hardly an aging one by North American or European standards, the fall in the de-
pendency ratio may provide some welcome relief to an overburdened economy.

Perhaps most important of all is the fact that many of the wounds of the past
decade were self-inflicted. Although high oil prices, foreign bankers, and other ex-
ternal evils were often assigned the blame, the success of a number of other devel-
oping nations that faced the same external conditions in the 1980s suggests that
Brazil could have adjusted to them at a lower cost. If some of the lessons of the
past two decades have been learned, as appears to be the case, then the future may
be much brighter.



Epilogue

The Plano Real

On January 1, 1995 Femnando Henrique Cardoso assumed Brazil's presidency. His
election on October 3, 1994 as the candidate of Partido Social Democrata
Brasileiro, with more than 54 percent of the popular vote, was over twice that of
his nearest rival, Luiz Inacio Lula da Silva. of the Partido Trabalhista, eliminating
the need for a runoff election. Cardoso's electoral success was primarily the result
of the Plano Real, conceived while he was minister of economy and announced in
February 1994. Phased in over the following months, it was fully implemented
only on July 1. 1994 when Cardoso had already left the Ministry of Economy to
campaign for the presidency. Its apparent success in the succeeding months steadi-
ly increased electoral support for the PSDB candidate.

Although inflation, high real interest rates, external debt, and fiscal disequi-
librium were still problems, Brazil's economic prospects in late 1994 appeared
considerably brighter than they had a year or two earlier. The Plano Real had a
number of features which stood in sharp contrast to the earlier plans. Beginning
with the ill-fated 1986 Plano Cruzado, Brazil's earlier stabilization plans had
placed a heavy emphasis on price controls. Although all of Brazil's plans, from the
Cruzado to the Real. had attempted in one way or another to dismantle the system
of indexation developed after 1964, the Plano Real did not try to accomplish this
ovemight as the Plano Cruzado, for example. had attempted to do.

De-indexation under the Plano Real was implemented under Medida Pro-
vis6ria 434, which embodied a number of advances over previous plans. Earlier
stabilization attempts had foundered in part on the thorny problem of converting
nominal salaries earned before stabilization into post-stabilization salaries which
were equivalent in real tenms. The Plano Cruzado had erred seriously on the side
of increasing real salaries. Despite its temporary political popularity, this plan was
not viable in the long run without either a commensurate increase in labor produc-
tivity or a corresponding shift in Brazil's distribution of income toward labor.

At the heart of the salary indexation dilemna was the fact that salaries that
were adjusted shortly before a stabilization plan were high relative to those which
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were still due for adjustment. The Piano Real resolved this problem by converting
the salaries received in November and December 1993 and January and February
1994 into Reference Value Units, (URVs). The URV was a "pseudo-money" or in-
dexed unit of account linked to the U.S. dollar. The average salary received be-
tween November 1, 1993, and February 28, 1994, thus became the reference point
for salaries defined in URVs between March I and July 1. 1994. Despite the wide-
spread but erroneous accusation by the government's critics that the Plano Real
froze salaries without freezing prices, all that the plan did was de-index them. Em-
ployers and employees were free to negotiate increases in the salary defined in
URVs.

In marked contrast to the earlier plans the Plano Real did not freeze other pric-
es. Unlike the days of the Plano Cruzado, it was not necessary to send the Federal
Police out to search for cattle ranchers suspected of selling beef above the official
price, or to have hundreds of housewives acting as "fiscais do Sarnev" (Samney's
price controllers) by denouncing supennarkets for alleged price abuse. The Plano
Real also avoided making any guarantee of automatic wage and salary increases
with inflation. Although free negotiation between employers and employees was
penmitted, possible price increases created the potential for a fall in real wages.

Many commentators on the Plano Real characterized it as a form of "dollar-
ization" of the Brazilian economy since the new transitional unit account between
March and July 1994. the URV, was linked to the dollar. On July 1, 1994 URV
prices were converted into the new currency, the real, which officialily began its
life at par with the dollar. In a formal sense, those who argued that this was simply
dollarization were right, provided that the new currency was maintained at parity
with the U.S. dollar. However, since the government was not legally committed to
parity between the dollar and the real. Brazil's Plano Real differed significantly
from stabilization plans like those of Argentina which might be more accurately
characterized as full dollarization due to their fonnal and legal link between the
domestic currency and the dollar.

When the Plano Real was developed and implemented in the first semester of
1994 most observers-and possibly its designers themselves-regarded the future
real as a currency whose link to the dollar might have to be adjusted. Underlying
this view was the understandable skepticism, given over four decades of inflation,
that Brazil would be able to maintain parity with the dollar. In addition, the design-
ers of the Plano Real were clearly reluctant to commit themselves to a policy
which might result in an unsustainable overvaluation of the currency, which could
in turn lead to a severe deterioration in Brazil's trade balance and in its external
payments position.

This view of the exchange rate, and therefore of the value of Brazil's domestic
currency, however, probably places too heavy an emphasis on a "purchasing power
parity" approach to exchange rate determination. In this view, inflation in Brazil
that is greater than inflation in its trade partners would eventually force a depreci-
ation of Brazil's currency due to the need to maintain pnce competitiveness in
world markets. Whatever its validity in the long run, however, such a view ignores
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a number of factors which may profoundly affect the exchange rate in the short run,
and which may turn out to be critical for the Piano Real's prospects during the rest
of the 1990s. Primary among them are capital inflows which may support a sub-
stantial and prolonged appreciation of the exchange rate above the level predicted
by the difference between domestic and world price levels. Past capital inflows, if
they have increased the monetary authorities holdings of foreign exchange, may
also permit substantial departures of the exchange rate from the purchasing power
parity level. Finally, greater productivity growth in Brazil than in its principal trade
partners might permit a permanent appreciation of its currency.

Despite these fears about the long-run value of the real, in the short run it
proved to be a more valuable currency than expected. Under the new exchange
rate policy the government offered to sell dollars to private buyers at one real per
dollar, in effect setting an upper limit to the exchange rate. It did not intervene in
exchange markets to buy dollars. however, and in the months following the cre-
ation of the real the dollar consistently traded at a value less than the real. This
tendency was strengthened as capital flows to Brazil increased in August and Sep-
tember in anticipation of Cardoso's election.

The strong real understandably led to concerns about a real appreciation of
the currency. which might undermine Brazilian price competitiveness in interna-
tional markets and, in the long run, be unsustainable. A trend towards real appre-
ciation. however, had begun well before the creation of the real. Compared to its
1988 value, one of the best years for Brazil's trade balance, the real value of the
cruzeiro real against the U.S. dollar on the eve of the Plano Real was about 20 per-
cent. Despite these concerns there was little evidence of an adverse impact of this
real appreciation on Brazil's trade. Although the trade balance declined slightly
between 1992 and 1994, this was primarily due to the rise in imports resulting
from the recovery of real GDP growth in 1993 and 1994.

The conflicting views among policymakers, economists, and participants in
Brazil's financial markets in the early months of the Plano Real about the nature
and sustainability of the plan's price anchor, in the form of its link between the real
and the dollar, may have obscured the more fundamental point that no stabilization
plan, regardless of its exchange policy component, will be sustainable without fis-
cal equilibrium. In this respect the designers of the Plano Real were better posi-
tioned than the authors of Brazil's earlier stabilization plans. Although Brazil in
1994 was still far from enacting the constitutional reforms which many including
Cardoso himself advocated, a number of short-run emergency tax measures enact-
ed in 1994 moved Brazil's public finances closer to balance. In the first half of
1994 federal receipts were more than 30 percent higher than the corresponding se-
mester of 1993. Despite the failure of the Congress. caused by the coming general
election, to pass the full package of fiscal reforms requested by Economy Minister
Cardoso and his economic team in 1994; prospects for their eventual passage were
heightened by Cardoso's victory in the presidential election.

The launching of the Plano Real was also favored by Brazil's external pay-
ments position which was far more promising than it had been at the inception of
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earlier plans. Foreign exchange reserves held by the Banco Central in July 1994
exceeded 40 billion dollars, providing the cushion necessary to manage the fixed
exchange rate policy which was central to the execution of the stabilization pro-
gram. Much of the increase in Brazil's reserves was relatively recent. Reserves at
the end of 1992 were less than 20 billion dollars, but had increased sharply due
both to Brazil's large trade surpluses in 1992 and 1993 (15.5 and 13.1 dollars re-
spectively) as well as to the return of foreign capital and especially foreign direct
investment in the 1990s. Foreign direct investment inflows to Brazil in the first
half of 1994 exceeded inflows in all of 1993 and were expected to increase further
with the resolution of political uncertainty after the October presidential vote.

If Brazil's fiscal and external payments environments in 1994 favored the im-
plementation of the Plano Real, it is hard to say the same for the domestic political
situation. As the constitutional, but unelected. successor to the disgraced Fernando
Collor, President Itamar Franco inherited the problems of an increasingly restive
electorate without the political mandate to attack them. His government's attempts
to amend a number of the features of the 1988 Constitution which underlay Bra-
zil's fiscal imbalance met with little sympathy in a Brazilian Congress preoccu-
pied with the 1994 elections. With the sharpening of the political debate in 1994,
amid increasing concem that the economy was on the verge of a hyperinflation,
the conception and implementation of the Plano Real was as much a remarkable
political feat as it was a competently executed economic reform.

Political opposition to the Plano Real was no surprise. Under Brazilian law
Cardoso's decision to run for the presidency required that he resign as minister of
economy in the Franco government before the end of March 1994. This was a full
three months before the full implementation of the stabilization plan. Since Car-
doso was the central figure in its design and preparation, it was inevitable that the
Plano Real was characterized by critics on both the right and the left as a mere po-
litical operation to manipulate the electorate before the October elections.

As popular support for the plan increased with the rapid fall in inflation after
July, the accusations that it was a political gimmick and not a serious economic
plan became both more strident and desperate. By August Cardoso had passed
Lula in a number of pre-electoral polls and it became increasingly clear that the
election would be a referendum on the Plano Real. Growing political support for
the plan received an unexpected jolt in early September when Rubens Ricupero,
Cardoso's successor as economy minister made a number of ill-considered re-
marks on national television about the favorable political consequences for his
government and the Cardoso candidacy as a result of the Plano Real's success.
During a pre-interview "chat" with a reporter. and unaware that the television
cameras were turned on. Ricupero boasted that the plan was frankly political.
lending credence to the charges of the political opposition. Despite the furor cre-
ated by Ricupero's comments, his prompt exit from the Franco government and
the continued fall in inflation minimized damage to Cardoso's candidacy.

By late 1994 much of the criticism of the plan had subsided. The primary rea-
son was the fall in inflation. By a number of measures the monthly rate of inflation
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in late 1993 had approached 40 percent, spurring demands for a government re-
sponse which subsequently became the Plano Real. Inflation continued to rise
throughout the first half of the 1994, with the rise in consumer prices in cruzeiros
reais approaching 50 percent in June, on the eve of the imp1ementation of the P1-
ano Real.

On July 1, 1994 the real replaced the cruzeiro real as Brazil's currency, and
prices in URVs were converted into reals. (See table 1.) Inflation in the new cur-
rency was dramatically lower-so much so that many skeptics expected a resur-
gence of inflation once the initial impact of the new plan had passed. Inflation in
consumer prices in July was about 8 percent, still driven in part by the residual in-
flation of the cruzeiro real. By August it had fallen to less than 5 percent, and Sep-
tember's inflation, on the eve of the presidential elections, was about 2 percent.

Accompanying the fall in inflation was a sharp drop in nominal interest rates,
a surprising but welcome development in the first few months of a stabilization
plan. Although high by international standards, real interest rates (measured as the
nominal rate minus inflation in the same period) did not rise above pre-Plano Real
levels. Whether this was due more to the monetary policies of the Banco Central
or to a change in inflationary expectations is not clear, but the effect on Brazilian
consumers of price stability with no rise in real interest rates was pronounced. In
late 1994 Brazil experienced a marked increase in consumer good sales with sales
of automobiles and consumer durables rising sharply.

The apparent success of the PIano Real. at least in the short run. had a positive
impact on the growth of Brazil's GDP. After declining by 0.9 percent in 1992 GDP
growth recovered strongly in 1993 and the 5.0 percent growth in real GDP that year
was the best since the temporary boom of the 1986 Cruzado Plan. Although many
observers expected the new stabilization plan to cut product growth substantially,
preliminary estimates suggested that GDP would increase more than 3 percent.

In early 1995, at the. beginning of the new Cardoso government, it is still too
early to know if Brazil has finally found its way out of the macroeconomic chaos
of the preceding several decades. The surprisingly smooth transition from near hy-
per-inflation to price level increase comparable to a number of high-income coun-
tries, however, has created a spirit of optimism which was sadly missing in Brazil
in the 1980s. Reinforcing this "virtuous cycle" has been a resurgence of foreign
capital inflows to Brazil. Although these inflows have the potential to force a real
appreciation of the real, they have permitted Brazil to increase investment more
rapidly than would be possible if financed from domestic savings alone.

The scars of the "lost decade" of the 1980s will remain in Brazil for some
time, not only in the form of a lower and more dilapidated physical capital stock,
but more tragically in the lower formation of human capital. The Plano Real rep-
resents an important and so far successful attempt to arrest this trend. The resump-
tion of growth and investment in the 1990s, despite still unresolved questions
about Brazil's long run ability to maintain fiscal equilibrium, bode well for the
country as it approaches the century's end.
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Table 1 Brazilian Monetary Units, 1942-95

Relation to preceding
Monetary unit Date established nmonetary unit

Cruzeiro (Cr$) 5 October 1942 Cr$ 1.00 = 1000 reis
Cruzeiro Novo (NCr$) 8 February 1967 NCr$ 1.00 = Cr$ 1,000.00
Cruzeiro (Cr$) 15 May 1970 Cr$ 1.00 = NCr$ 1.00
Cruzado (Cz$) I March 1986 Cz$ 1.00 = Cr$ 1,000.00
Cruzado Novo (NCz$) 16 January 1989 NCz$ 1.00 = Cz$ 1000.00
Cruzeiro (Cr$) 16 March 1990 Cr$ 1.00 = NCz$ 1.00
Cruzeiro Real (CR$) I August 1993 CR$ 1.00 = Cr$ 1,000.00
Real (R$) I July 1994 R$ 1.00 = CR$ 2,750.00

Note:ln the three months preceding the implementation of the Piano Real on I July 1994, the Unidade
Real de Valor (URV) was used as a unit of account officially equivalent to the U.S. dollar. The value
of the URV in CR$ changed with the depreciation of the CR$ against the dollar, and was equivalent to
CR$ 2.750.00 when the Real became Brazil's new monetary unit.
Source: Boletim do Banco Central do Brasil, Vol. 29. No. 2 (agosto 1993): and Diario Oficial da Uniao.
29 July 1993 (Medida Provis6nia 336).



Technical Appendix

A. The Real Budget Deficit and Its Financing

The nominal budget constraint of the public sector at a given time t requires that
the three components of the nominal public sector borrowing requirement
(PSBR), that is, the primary deficit (Gt - T1), interest on the domestic debt (i,B,j),
and interest on the external debt in local currency terms (eti*tF,i). equal nom-
inal changes in internal debt ABt. domestic credit ADC,. and external debt
(e,AFt), or

(A. 1) (Gt - Tt) + itB- I + eti*tFti 

= (B, - B,1) + (DC, - DC,-) + e, (F, - F,.)

where it, e,, and i*t are the nominal interest rate on domestic debt, the exchange
rate (in home currency per unit of foreign currency), and the interest rate on exter-
nal debt, respectively. Domestic credit creation equals the change in the high-pow-
ered monetary base H minus the local currency equivalent of changes in foreign
exchange reserves R, or

(A.2) (DC, - DC,-,) = (H, - H,-1) - et(Rt - Rt-l).

The nominal interest rate on the domestic debt (i,) may be divided into a real
component rt and a part that reflects domestic inflation pt. Equation A. I may then
be expressed in real terms by substituting A.2 into A. 1, dividing through by Pt, and
subtracting from the nominal interest payments on domestic debt that part that cor-
responds to inflation, or

(A.3) (G, - T,)IP, + (i, - it,)Bt_/lP, + e, i*,F,-,/P,

= (B, - Bt-,)/P, + (HI - Ht-,lIPt

+ e,(F, - Ft,-)lPt - et(Rt - Rt-I)IPt
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Noting that P, = (I + ir,)P,- and et = (I + e,)e,_l where 6t is the rate of nom-
inal depreciation, the LHS of A.3 may be expressed as

(GC-T,)IP, + [r,/(J + c,)](B,_11P,_1 ) + Ii*, +e,)l(l+c.,)](et Pt l).

The first term on the RHS of A.3 may be written as

(A.4) (B1 - B,1 )IP1 ,1 = Bt/Pt - (BI-, /IPt-)(PtH /P1 )

= Bt /Pt - B1I- /Pt-, + (BI-, /Pt-1)(P /Pt) - (BtI lPt 1I)(P1 l /Pt)

= B, /Pt - Bt-l /Pt-, + (Bt-l /P,-,)[(Pt-P,-,)/P,l

= Abt + (Bt-I /P1 i)[(lttt(A +nt)]

where Abt = B, /Pt - B,l /PtIPl. Analogously, the second term on the RHS of A.3 may
be expressed as

(A.5) (H, - H,-)/Pt =Ah + (Ht l IP, l)[(7E,/fI+i,)].

The third and fourth terms on the RHS of A.3 may be rewritten as

(A.6) (e,IP,)F, - [et l(et)/(/ +7Et)](Ft- 1/Pt_ l) + (etIP,)(Rt - R, 1).

Collecting terms and rearranging, A.3 may be expressed as

(A.7) (G,-T1)/P, + [rt /(I +n,)I(Bt /Pt- ) + [(I +i*t)(J +e,)/(] +nt)](et 1F I IPt- 1)

= Ab + Ah + (Ht I /Pt-l)[(ct(A+IC')]

+ (et /Pt)F 1 - (etl /Pt I)Ft I - (et /P1)[Rt - Rt 1].

The sum of the last three terms in A.7, which we denote by Af, may be inter-
preted as the net change in real external debt, which is the change in gross real ex-
ternal debt between t-I and t, and the change in reserves, all valued by the "real
exchange rate," e/lPt, where it is implicitly assumed that foreign prices, P*t, are
constant. The "inflation tax," which is the amount of real income the government
derives from the public's loss in the purchasing power of the stock of high-pow-
ered money between t - I and t. is represented by the second term in A.5, which
we denote as E0.

The "real" deficit or inflation-adjusted public sector borrowing requirement
may thus be expressed as
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(A.8) Real PSBR = (Gt - Tt)/Pt + [(rl/(J+irt)I(Bt I/ Pt-l)

+ [(i*t+et + i*t - lTt)] (et_l F,-,/Pt-1)

= Ab + Ah + Af + 0.

Note that the real PSBR is not simply equal to the nominal PSBR deflated by the
price level, since that part of interest payments on the domestic debt that compen-
sates debtholders for inflation must be subtracted from the domestic interest cost.

B. Brazilian National Income Accounts

Brazilian national income accounts date from the early post-World War II peri-
od, when work began at the Fundacdo Getdlio Vargas (FGV) on a consolidated sys-
tem, accompanied by a number of complementary accounts.' Estimates were
made for 1939 and annually beginning in 1947. In 1973 the Instituto Brasileiro de
Geografia e Estatistica (IBGE) was made responsible for the collection and organi-
zation of the primary statistics on which the accounts are based, with FGV respon-
sible for the elaboration of the national accounts themselves. Among the IBGE

work that supports the national accounts are the decennial censuses of population,
industry, agriculture, and commerce and services, and input-output tables for 1970
and 1975, published in 1979 and 1987, respectively.

Since the implementation of a major revision in 1968, the national accounts
have consisted of a nucleus of four consolidated accounts in current cruzeiros: (1)
GDP, (2) gross national disposable income, (3) investment, and (4) the current ac-
count with the rest of the world. These accounts are accompanied by a consolidat-
ed account for the public sector, defined narrowly to include the operations of
federal, state, and municipal governments but not the operations of state enterpris-
es, which are included in the pri.'ate sector. Other supplementary accounts are GDP

at constant prices. with an implicit GDP deflator, and a discrimination of GDP at fac-
tor cost by economic sector.

The primary sources for the national accounts are (I) the economic and de-
mographic censuses. (2) current IBGE statistics on production, income, and prices,
(3) government budget data and administrative registers, and (4) special studies,
such as IBGE's household sample surveys. GDP at factor cost is estimated from val-
ue added, adjusted for indirect taxes and for subsidies, based on economic census
data and current statistics, and is further subdivided into a wage and salary com-
ponent and a gross operating profit. The Brazilian system divides GDP at factor
cost into (I) private or household consumption. (2) public sector consumption, (3)
gross fixed capital formation, and (4) net exports. Public investment is included in
gross fixed capital formation. and is reported separately in the consolidated invest-
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ment account. Before 1985 inventory change was reported as a separate item in
the GDP account; since then it has been included in private consumption.

"Public sector consumption" consists of wages and salaries and all other ex-
penditures by government for goods and services. It does not include net subsi-
dies. social security, or interest on public debt, which are reported separately in the
consolidated account of the public sector. The sources for this account are budgets
and balances at all three levels of government.

The estimate of gross fixed capital formation is subdivided into construction
and machines and equipment, which is further subdivided into public and private
components. The estimate of total capital formation is based in part on the produc-
tion of investment and construction, rather than on demand-based estimates of
capital formation. As public investment is reported directly, private investment is
then obtained residually by subtracting public investment from total investment.

The primary sources for the current account with the rest of the world are data
collected by the balance of payments division of the Banco Central do Brasil.
These data distinguish exports and imports of goods and services, net income to
factors in Brazil from the rest of the world, and unilateral transfers. Imports are
valued cif and exports fob.

Private consumption, the largest of the components of GDP at factor cost, is
determined residually, by subtracting investment, government consumption, and
net exports from the estimate of total GDP at factor cost. Although this is normal
procedure in the accounting systems of a number of countries, it consequently
makes the estimate of this component vulnerable to errors in the estimation of any
of the other components.

Total savings (pJoupan-a hruta) as reported in the national accounts are as-
sumed to equal total investment minus the balance on current account with the rest
of the world. Government savings on current account (poupan4a em conta cor-
rente) are defined as total government revenue minus public sector consumption,
subsidies, social security, and interest on the domestic debt. Since the last item in
an indexed economy is largely determined by the rate of inflation, government sav-
ings on current account fall significantly with any significant degree of inflation.

C. Estimation of Inflation Tax Revenue

The estimate of the inflation tax as a function of the level of inflation is derived
from a money-demand model. For simplicity, we ignore the possibility that some
of the deficit may be financed through debt. A more realistic interpretation is to
consider the deficit concept used here as a deficit net of other financing through
increases in the net debt of the public sector. This residual deficit, d, or govern-
ment revenue from money creation as a proportion of nominal income Py may be
expressed as
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(C. 1) d = AM/Pv = e (MIPy)

where E = dMIM, the rate of monetary expansion, and M, P, and y are nominal
money, the price level, and real income, respectively.

We model money demand in a high-inflation economy like Brazil's using the
function suggested by Cagan (1956), which assumes that the opportunity cost of
holding money, usually represented by the nominal interest rate in a conventional
Keynesian model, is the expected rate of inflation, E(Fr). This assumption would
be inappropriate in low or moderate inflation contexts but is defensible in a chron-
ically inflationary economy like Brazil's, in which most of the movement of nom-
inal interest rates is explained by inflation. We extend Cagan's assumption of
unitary income elasticity of demand, assuming that it is simply some nonnegative
parameter a. Finally, we include a multiplicative shift parameter, 0, which would
permit money demand to change with structural changes in the financial system,
such as the introduction of indexation in Brazil after 1965. Demand for real money
balances in this extended Cagan form is

(C.2) MIP = Oy' exp- E(t)

Substitution of C.2 into C. I yields the money creation budget constraint of the
government, or

(C.3) d = 4ey(a-I ) exp-BE(n).

Several features of C.3 are of note. First, an increase in 0, the rate of money
creation, permits an equal increase in expenditure for a given income and infla-
tionary expectation. The effect of real income growth depends on a and will be
zero for a unitary income elasticity. A rise in inflationary expectations reduces the
expenditure, which can be financed by money creation.

In the long run, when inflationary expectations have adjusted to the actual rate
of monetary creation, the expectation of inflation equals the rate of money creation
minus income-related growth in money demand, or

(C.4) E(7t) = 1 - ay

where y = Ay/y, the percentage rate of real income growth. Using C.4 to substitute
for E in C.3 yields

(C.5) d =-y(o-)[n + zy1eXp-BE(c).

Equation C.5 shows that for a given level of income growth, the steady-state
level of deficit financing permitted by money creation is a nonlinear function of
the rate of inflation, increasing to a maximum and then declining as demand for
real balances falls.2 At positive levels of inflation. C.5 implies that there may be
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two levels of inflation consistent with a given deficit being financed through mon-
ey creation. If the deficit exceeds the maximum amount of revenue attainable
through total seigniorage, there is no steady-state equilibrium for monetary financ-
ing of the deficit.

To make the preceding model empirically tractable for application to Brazil
experience, we simplify by assuming that the income elasticity of demand for real
balances is unity, an assumption that has some empirical support in recent studies
of Brazilian money demand.: Equation C.5 may then be expressed in log-linear
form as

(C.6) In d = bo + bhln[nt + y] + b27t

where bo = In 4, b I = I, and h2 = B < 0. In the estimates presented below we exploit
the linear restriction on hl.

Equation C.6, subject to these linear restrictions, was estimated using annual
data over the 1948-89 period. The money stock used in these estimates was the
monetary base at midyear as reported by the Banco Central. The price and income
variables are the implicit price deflator and real GDP, respectively, as reported in
the IBGE-FGV national accounts series. Table 6.5 reports the estimates of the func-
tion for revenue from money creation during two subperiods. The first subperiod
runs from 1948 through 1965, before the introduction of widespread indexation.
The second, postindexation, subperiod runs from 1966 through 1989. The depen-
dent variable in the regressions is the log of the change in the monetary base as a
proportion of nominal GDP minus the log of inflation plus the income growth rate,
as implied by the restrictions that b, = 1. Because there was some evidence of se-
rial correlation in the first estimates, both regressions were reestimated using the
Cochrane-Orcutt transformation.

D. Measurement of the Real Exchange Rate

Although the "real exchange rate" is a prominent feature of most open-economy
macroeconomic models, there is considerable disagreement about what is meant by
the term. In this appendix, the concept as used in this study is developed and related
to other real exchange rate concepts. At an aggregate level, three prices are central
in the determination of external goods market equilibrium and current account bal-
ance: the price of importables, that of exportables, and the price of nontradable
goods. Because a simple analysis of current account balance is usually made in
terms of a single relative price. the first two prices, those of importables and export-
ables, are usually aggregated into a single price, that of tradable goods, with the
nontradable price as the numeraire, so that the real exchange rate is defined as PTI
PNT. Although this is the basic real exchange rate concept used in this study and a
number of others, several features of the approach should first be noted.
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The basic justification for the identification Of PTIPNT as the definition of the
real exchange is its orientation to the policy choices facing a small country. Most
countries, Brazil included, have limited prospects of altering the intemational
prices of their exportable and importable goods, with the exception of a few prod-
ucts for which they are major suppliers or for which altemative products are not
good substitutes. Brazil enjoys some market power in coffee or soybeans, for ex-
ample, but there is little evidence that such influence in intemational markets is
great enough to be effectively exploited by Brazilian policymakers. For this rea-
son, the ratio of exportable to importable prices, or "extemal terms of trade"faced
by Brazil, may be considered exogenous from a policy point of view, thus provid-
ing some justification for their aggregation into tradables.

Even if exogenous, the terms of trade are not constant. Brazil's extemal terms
of trade have moved sharply, both up and down, since 1964. Such movements,
which may optimally require a policy response in the fomn of a real exchange rate
change, may not be adequately captured by the tradables price index. Thus the fo-
cus on the real exchange rate as the relative price of tradables to nontradables un-
derstates the role of the external terms of trade.

A second feature of the tradable-nontradable definition of the real exchange
rate is the absence of the nominal exchange rate in explicit form. It is implicit,
however, since a rise in the nominal rate will, in the absence of offsetting rises in
domestic prices, raise the price of tradables more than nontradables. Nominal ex-
change rate policy thus works on the real exchange rate through its greater impact
on PT than on PNT, provided that movements in nontradable prices do not offset
the changes in tradable prices. In a highly indexed economy like that of Brazil
over much of the post-1964 period, this was a strong possibility, and on several
occasions substantial nominal devaluations resulted in much smaller real ones.

The lack of an explicit role for the nominal rate in the tradables-nontradables
price would appear to justify the widespread use of eP*/P as the definition of the
real exchange rate. In this form foreign prices, P*, converted into domestic equiv-
alents through the nominal exchange rate e, are expressed as a ratio to domestic
prices, P. Although this measure is generally regarded as distinct from PTIPNT, un-
der some circumstances the two definitions become equivalent, particularly in the
long run. This may be seen as follows. Let the domestic price of tradables, PT, be
the price of those goods that are set in intemational trade, so that PT = eP*. If the
domestic general price index P is some weighted average of tradable and nontrad-
able prices, then

(D.1) P = (PT)a(PNT)(I a) = (eP*)a(PNT)(l1-C)

and

(D.2) PNT = P(Hn(ca))PT(e

Hence
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(D.3) PTIPNT = eP*I1 p( 1/( 1)))(eP*)(-a(l-a))

= [eP*1P1(1i (1l-0i).

Thus the real exchange rate, whether defined in tradable-nontradable terms or
as the ratio of "world" tradable prices to the domestic general price level, is in fact
the same variable, differing only by a parameter a, the share of tradable prices in
the general price index. Neither measure can move independently of the other for
a given a.

Several important assumptions underlie this conclusion. First, the world price
level P* is assumed here to be a price of tradable goods. and not a general price
level in another country. Data availability will often make this the case, especially
if P* is either the dollar price of relevant importable and exportable prices, or
some price index that may be viewed as a proxy for tradable prices in world mar-
kets. An example might be the U.S. wholesale price index. If P* is instead some
average of both tradable and nontradable prices in the major trade partners (that
is, the U.S. GNP implicit price deflator, or cpI), then it is possible for PTIPNT and
eP*/P to vary independently, but only to the extent that the shares of tradables and
nontradables in the foreign price index vary. This possibility has been considered
by Edwards (1984), who in contrast to the approach used here, assumes that the
foreign price P* is a general price index and not one for primarily tradable goods.

A second and probably more important feature of the relation between PTI
PNT and eP*IP is its long-run nature. From a policy point of view, this distinction
is critical, since in the short run the two series may have some independence in
trend, despite their long-run equivalence. Equation D.3 is derived under the as-
sumption that local tradable prices, PT, are equal to corresponding international
prices, converted into local prices via the nominal exchange rate. This is a form of
the law of one price, since it assumes that the local price of any domestically avail-
able tradable good will reflect both the exchange rate and its world price.

Such an assumption is tenable, if at all, only in the long run. In the short run,
few if any local goods prices are linked in this way to international ones. (In Bra-
zil, the local price of gold may be one of the few prices for which a high degree of
goods arbitrage holds even in the short run.) The general price P is thus deter-
mined in the short run by goods that at least in the short run are nontradable, in the
sense that their prices are not linked to foreign prices. In terms of equation D.3,
the parameter a is close to zero. Over a longer period, international goods market
arbitrage affects an increasing number of local prices, thus raising a. Thus the
elasticity of the real exchange rate, PTIPNT' with respect to the nominal exchange
rate. e, will rise over time until a attains its long-run value.

The policy implications of this time lag are important. The identification of
the real exchange rate with eP*IP overstates the impact of nominal exchange rate
depreciation in real terms. Only over time do tradable prices rise in response to a
rise in e. Thus the degree of competitiveness, as measured by the common alter-
native definition of the real exchange rate, eP*/P, may be exaggerated in the short
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run. In the long run, moreover, any passage of the rise in tradable prices to non-
tradable prices will limit the rise in competitiveness. For this reason, our "direct"-
measure of PTIPNT, based on proxies for the two component prices, shows much
less variation than does the PPP measure derived here.

The PTIPNT ratio over the period from April 1964, when the military govern-
ment assumed power, through February 1991, was calculated using both the PPP
and the direct measures. The PPP real rate was calculated using the U.S. wholesale
price index as a proxy for world tradable prices, P*. The domestic price index used
was the general price index (IGP-DI), which includes both tradable and nontradable
goods. The nominal exchange rate is the official buying rate for the U.S. dollar.
The calculated series was based on the assumption that a, the share of tradable
goods in the general price index was 0.4. This may be high for the Brazilian econ-
omy, because of the extensive degree of interference in goods market trade owing
to Brazilian commercial policies. As is clear from equation D.3, however, a lower
estimate for a would simply have reduced the variance of PTIPNT in relation to
eP*/P. It would not alter our qualitative conclusions about exchange rate trends,
which would be robust to variations in this parameter over any empirically rele-
vant range.

The second approach, or direct measure, was implemented in this study by us-
ing two monthly Brazilian price indices, one of which could be regarded as con-
siderably more dominated by tradable goods and services than the other, as
proxies for an underlying tradable and nontradable price series. As a proxy for a
tradable price series, the producers' goods component of the general price index
(Bens de produ,0o/IGP-DI) was used. Despite the fact that some of the items in this
index are not closely linked to international prices, it has a number of components
that can be regarded as tradable, or relatively strongly linked. The proxy used for
nontradable prices in the direct measure was the consumer price index (Indice Na-
cional de Precos ao Consumidor, INPC). For the period before 1979, when the "re-
stricted" INPC was instituted, the Brazilian consumer price index was used. Both
price series are available on a monthly basis, and they have been calculated by the
Funda,cao Getulio Vargas over much of the post-1964 period.
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Table A.1 Political and Economic Leadership since 1964

Militarv Presidencies 1964-85
Presidenc y Date Minister of Finance Date Minister of Planning Date
Humberto Castello Branco April 1964 Octavio Gouv6a de Bulh6es Same date Roberto de Oliveira Campos Same date
Arthur da Costa e Silva March 1967 Antonio Delfim Netto Same date Hello Beltrao Same date
Gen. Lyra Tavares, Adm. August 1969 Antonio Delfim Netto Continued H6lio Beltrao Continued
Rademaker Grunewald, and
Brig. Souza e Mello
Emilio Garrastazu Medici October 1969 Antonio Delfim Netto Continued Joao Paulo dos Reis Velloso Same date
Emesto Geisel March 1974 Mario Henrique Simonsen Same date Joao Paulo dos Rei Velloso Same date
Joao Baptista de Oliveira March 1979 Karlos Rischbiter Same date Mario Henrique Simonsen Same date
Figueiredo Ernane Galveas January 1980 Antonio Delfim Netto August 1979
Civilian Presidencies 198f5-95
Jose Samey March 1985 Francisco Dorelies Same date Joao Sayad Same date

Dilson Funaro September 1985
Anibal Teixeira May 1987

Luic Carlos Bresser Pereira May 1987

Maison da N6brega December 1987
Joao Batista de Abreu January 1988

Femando Collor de Mello March 1990 Z6iha mario Cardoso de Mello Same date
a Marcilio Marques Moreira May 1991

Itamar A. Franco October 1992 Gustavo Krause Same date
Paulo R. Haddad December 1992
Eliseu Rezende March 1993
Femando Henrique Cardoso May 1993
Rubens Ricupero March 1994
Ciro Gomes September 1995

Femando Henrique Cardoso January 1995 Pedro Malan Same date

a. Acting president until December 1992.
Note: Under the Collor government (1990-1992) the functions of the Finance Minstry and the Planning Secretariat were consolidated under the Minister of Economy.
Under the succeeding Franco government the Planning Secretariat was re-established under the Minister of Planning.
Source: Abreu (1990), Skidmore (1988), and Veja, various issues.



Table A.2 Balance of Payments, 1961-90
(millions of U.S. dollars)

Item 1961 1962 1963 1964 1 965 /966 1967 1968 1969 1970 1971 1972

Current account -222 -389 -114 140 368 54 -237 -508 -281 -562 -1307 -1,489

Merchandise trade balance 113 -89 112 344 655 438 213 26 318 232 -341 -244

Exports (fob) 1,405 1,215 1,406 1,430 1,596 1,741 1,654 1,881 2,311 2.739 2,904 3,991

Impons (fob) 1,292 1,304 1,294 1,086 941 1,303 1,441 1,855 1,993 2,507 3,245 4,235

Net services -350 -339 -269 -259 -362 -463 -527 -556 -630 -815 -980 -1,250

Transport and insurance -83 -84 -100 -73 -34 -52 -58 -72 -146 -198 -270 -351

Interest and capital income -145 -136 -87 -131 -174 -197 -257 -228 -263 -353 -420 -520

Interest -114 -118 -87 -131 -156 -155 -184 -144 -182 -234 -302 -359

Profits and dividends -31 -180 0 -18 -42 -73 -84 -81 -119 -118 -161

Other services -122 -119 -82 -55 -154 -214 -212 -256 -221 -264 -290 -379

42 Net transfers 15 39 43 55 75 79 77 22 31 21 14 5

Capital account 288 181 -54 82 -6 124 27 541 871 1,015 1,846 3,492

Direct investment, net 108 69 30 28 70 74 76 61 177 132 168 318

Loans, medium- and long-term 579 325 250 221 363 508 530 583 1,023 1,433 2,037 4.299

Short-term capital 0 0 0 0 0 0 0 0 178 77 486 21

Amortization -327 -310 -364 -277 -304 -350 -444 -484 -493 -672 -850 -1,202

Othercapital flows -72 97 30 110 -135 -108 -135 381 -14 45 5 56

Current and capital accounts 66 -208 -168 222 362 178 -210 33 590 453 539 2,003

Errors and omissions 49 -138 -76 -218 -31 -25 -35 -1 -41 92 -9 436

Balance of payments 115 -346 -244 4 331 153 -245 32 549 545 530 2,439

(table continues on next page)



Table A.2 (continued)

Item 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983

Current account -1,688 -7,122 -6,700 -6,017 -4,037 -6.990 -10.742 -12,807 -11,734 -16,311 -6,837

Merchandise trade balance 7 -4,690 -3,540 -2,255 97 -1,024 -2,840 -2,823 1,202 780 6,470

Exports (fob) 6,199 7,951 8,670 10,128 12,120 12,659 15,244 20,132 23,293 20.175 21,899

Imports (fob) 6,192 12,641 12,210 12,383 12,023 13,683 18,084 22.955 22,091 19,395 15,429

Net services -1,722 -2,433 -3,162 -3,763 -4,134 -6,037 -7,920 -10,152 -13,135 -17,083 -13,415

Transport and insurance -636 - 1,079 -946 -948 -987 -1,032 -1,376 -1,851 -1,647 -1,475 -955

Interest and capital income -712 -901 -1,733 -2,189 -2,559 -4,232 -5,542 -7,032 -10,272 -13,494 -11,008

Interest -514 -652 -1,498 -1,810 -2,104 -2,696 -4,186 -6,311 -9,161 -11.353 -9,555

Profitsanddividends -198 -248 -235 -380 -455 -1,536 -1,357 -721 -1,111 -2,141 -1,453

Other services -373 -453 -483 -626 -589 -773 -1.002 -1,269 -1,216 -2,114 -1,453

Net transfers 27 1 2 1 0 71 18 168 199 -8 108

Capital account 3,512 6,254 6,189 6.594 5,278 11,891 7,657 9,679 12,773 7,851 2,103

Direct investment, net 940 887 892 959 810 2,047 2,212 1.532 2,326 2,547 1,359

Loans,medium-and long-term 4,495 6,891 5,933 7,772 8,424 13,811 11,228 10,596 15,553 12,515 6,708

Short-term capital -197 464 1,551 1,109 303 1,578 763 2.719 1,229 -64 1,069

Amortization -1,673 -1,920 -2,172 -2,987 -4,060 -5.324 -6.385 -5,010 -6,242 -6,952 -6,863

Other capital flows -54 -68 -14 -258 -199 -220 -161 -158 -94 -195 -171

Current and capital accounts 1,824 -868 -511 577 1,241 4,901 -3,085 -3,128 1,038 -8,460 -4,735

Errorsandomissions 355 -68 -439 615 -611 -639 -130 -343 -414 -368 -670

Balance of payments 2,179 -936 -950 1,192 630 4,262 -3,215 -3,472 625 -8,828 -5,405

(table continues on next page)



Table A.2 (continued)

Item 1984 1985 1986 1987 1988 1989 1990

Current account 45 -241 -5,304 -1,436 4,174 1,564 -1,797

Merchandise trade balance 13,089 12,486 8,304 11,172 19,184 16,120 11,008

Exports (fob) 27,005 25,639 22,348 26,224 33,789 34,383 31,414

Imports (fob) 13.915 13,153 14.044 15.052 14,605 18,263 20,406

Net services -13,215 -12.877 -13.694 -12.678 -15.104 -14,800 -13,753

Transport and insurance -874 -388 -943 -998 -904 -1,564 -1.408

Transport - -308 -826 -785 -1041 -1452 -1337

Insurance - -80 -117 -213 137 -112 -71

Interest and capital income -11,471 -11,259 -11,126 -10,318 -12,085 -12,016 -10.323

Interest -10.203 -9,660 -9.327 -8,792 -9,832 -9,633 -8,709

Profits and dividends -1,268 -1,599 -1.799 -1,526 -2,253 -2.383 -1,614

Other services -870 -1,230 -1,625 -1.362 -2.115 -1,220 -2,022

Net transfers 171 150 86 70 94 244 948

Capital account 253 -2.554 -7,108 -7,986 -8,685 -4.179 -4.818

Direct investment, net 1,549 1,262 185 1,148 2,983 3,640 3,404

Foreign investment and reinvestment in Brazil 1,596 1,346 328 1,286 3.159 3,788 3,256

Brazilian investment abroad -47 -84 -143 -138 -176 -148 148

Loans, medium- and long-term 10,401 7,078 3,109 3,988 2,845 29,612 2,337

Short-term capital -1,633 -1,404 1,124 -37 447 -1,664 -1,926

Amortization -6,468 -8,491 -11,546 -13.819 -17,087 -33,985 -7,484

Other capital flows -3,596 -999 20 734 2,127 -1,782 -1,149

Current and capital accounts 298 -2,795 -1,2412 -9,422 -4,511 -2,615 -6,615

Errors and omissions 403 -405 56 -805 -833 -776 -592

Balance of payments 700 -3,200 -12,356 -10,227 -5,344 -3,391 -7,207

Source: 1961-86, 1BGE, Esratisticas Historicas do Brasil; 1987-90, Conjuntura Econdmica, various issues.
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Table A.3 Medium- and Long-term External Debt, 1965-90
(millions of U.S. dollars)

Growth rate of
Year Gross external debt Reserves Net external debt net debt

1965 3,644 483 3,161 -
1966 3,666 421 3,245 2.7
1967 3,281 198 3,083 -5.0
1968 3,780 257 3,523 14.3
1969 4,403 656 3,747 6.4
1970 5,295 1,187 4,108 9.6
1971 6,622 1,723 4,899 19.3
1972 9,521 4,183 5,338 9.0
1973 12,572 6,416 6,156 15.3
1974 17,166 5,269 11,897 93.3
1975 21,171 4,041 17,130 44.0
1976 25,985 6,544 19,441 13.5
1977 32,037 7,256 24,781 27.5
1978 43,511 11,895 31,616 27.6
1979 49,904 9,689 40,215 27.2
1980 53,848 6,913 46,935 16.7
1981 61,411 7,507 53,904 14.9
1982 69,654 3,994 65,660 21.8

1983 81,319 4,563 76,756 16.9
1984 91,091 11,995 79,096 3.1

1985 95,857 11,608 84,249 6.5
1986 101,759 6,760 94,999 12.8
1987 107,514 7,458 100,056 5.3
1988 102,555 9,140 93,415 -6.6

1989 99,285 9,679 89,606 -4.1
1990 96,546 9,973 86,573 -3.4

Source: Boletim do Banco Central do Brasil, various issues.
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Table A.4 Real Interest Rate on External Debt, 1965-90
(percent, except as otherwise indicated)

Real inter-
Net extenal Net interest Nominal est rate on
debta (US$ pavments' interest Annualrate Brazilian
millions at (US$ rate of change Fxternal

Year year end) millions) (midvear) in US WPI Debt

1965 3.161 156 4.6 0.0 4.6

1966 3,245 155 5.0 2.0 3.0

1967 3,083 184 4.8 3.3 1.5

1968 3,523 144 5.8 0.3 5.5

1969 3,746 182 4.4 2.4 1.9

1970 4,108 234 5.0 3.9 1.1

1971 4,899 302 6.0 3.8 2.2

1972 5,338 359 6.7 3.2 3.5

1973 6,156 514 7.0 4.5 2.5

1974 11,897 652 8.9 13.1 -4.1

1975 17,131 1,498 7.2 18.8 -11.5

1976 19.441 1,810 10.3 9.2 1.1

1977 24.781 2,103 9.9 4.8 5.1

1978 31.616 2,696 9.5 6.0 3.5

1979 40,215 4,186 9.6 7.9 1.7

1980 46,934 6,311 11.7 12.5 -0.8

1981 53.904 9,161 14.5 14.2 0.3

1982 66.204 11,353 18.2 9.1 9.1

1983 76.756 9,555 18.9 2.0 16.9
1984 79.096 10,203 13.4 1.3 12.1

1985 85.375 9,659 13.1 2.4 10.7
1986 94,999 9,327 11.7 -0.4 12.2

1987 100,056 8,792 10.3 -2.9 13.2

1988 93,415 9,832 9.0 2.7 6.3

1989 89,606 9,633 10.2 4.0 6.2

1990 86,573 8,906 10.5 4.9 5.6
a. Millions of U.S. dollars at year end.
h. Millions of U.S. dollars.
c. The nominal interest rate is calculated as the ratio of interest payments to the average of the

extemal debt in the current and preceding year.
Source. Table A.2 and IMF, International Financial Statistics.
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Table A.5 Real and Per Capita GDP: Levels and Growth Rates, 1963-90
(constant 1980 prices)

Per
capita

Real GDP Growth Per Index per GDP

at 1980 rate of Resident capita capita GDP growth
Year prices real GDP population GDP 1980 = 100 rate

1963 3,468 0.6 75,955 0.046 44.7 -2.2
1964 3,586 3.4 78,147 0.046 44.9 0.5

1965 3,672 2.4 80,403 0.046 44.7 -0.5
1966 3,918 6.7 82,724 0.047 46.4 3.7
1967 4,083 4.2 85,112 0.048 47.0 1.3
1968 4,483 9.8 87,569 0.051 50.1 6.7
1969 4,909 9.5 90,097 0.054 53.4 6.4
1970 5,419 10.4 95,847 0.057 55.4 3.8
1971 6,034 11.3 98,226 0.061 60.2 8.7
1972 6,754 11.9 100,624 0.067 65.7 9.3
1973 7,698 14.0 103,050 0.075 73.2 11.3
1974 8,326 8.2 105.516 0.079 77.3 5.6
1975 8.756 5.2 108,032 0.081 79.4 2.7
1976 9,654 10.3 110,598 0.087 85.5 7.7
1977 10.130 4.9 113,207 0.089 87.7 2.5
1978 10,634 5.0 115,859 0.092 89.9 2.6
1979 11,352 6.8 118,553 0.096 93.8 4.3
1980 12,382 9.1 121,286 0.102 100.0 6.6
1981 11.838 -4.4 124,068 0.095 93.5 -6.5
1982 11,906 0.6 126,898 0.094 91.9 -1.7
1983 11,500 -3.4 129.766 0.089 86.8 -5.5

1984 12,107 5.3 132,659 0.091 89.4 3.0
1985 13,069 7.9 135,564 0.096 94.4 5.6
1986 14,060 7.6 138,493 0.102 99.4 5.3
1987 14,569 3.6 141.452 0.103 100.9 1.5
1988 14,557 -0.1 144,427 0.101 98.7 -2.1
1989 15,037 3.3 147,404 0.102 99.9 1.2
1990 14,430 -4.0 150,367 0.096 94.0 -5.9

Source: For 1963-69. calculated from IBGEi. Estatisticas Hist6ricas do Brasil various years; for
1970-90, calculated from IHGE, Anuario Estatistico do BraAil O( 9'1).
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Table A.6 Principal Components of GDP, 1963-90
(percentage of total GDP at current prices)

Private Government Net Gross fixed Inventory
Year consumption consumption exports capitalformation change

1963 70.4 11.9 -0.4 17.0 1.0
1964 71.1 11.1 0.9 15.0 1.9
1965 68.7 10.7 2.2 14.7 3.7
1966 70.2 10.6 0.7 15.9 2.5
1967 72.4 11.3 -0.1 16.2 0.1
1968 70.7 11.1 -0.8 18.7 0.3
1969 67.1 10.9 0.0 19.1 2.9

1970 68.6 11.3 -0.4 18.8 1.7
1971 69.6 11.0 -1.7 19.8 1.3
1972 69.7 10.8 -1.6 20.3 0.9
1973 67.5 10.4 -1.2 21.5 1.8
1974 70.7 9.7 -5.9 22.8 2.6
1975 66.5 10.6 -4.0 24.4 2.5
1976 68.8 10.5 -2.4 22.5 0.6

1977 69.2 9.4 -0.7 21.4 0.7
1978 68.6 9.7 -1.2 22.2 0.8
1979 69.5 9.7 -2.1 23.0 -0.2
1980 69.7 9.2 -2.2 22.9 0.4
1981 68.0 9.3 -0.4 22.9 0.1
1982 69.6 10.0 -0.7 21.4 -0.3
1983 71.2 9.7 2.4 18.1 -1.4
1984 70.4 8.3 5.6 16.9 -1.1
1985 65.8 9.9 5.2 16.9 2.3
1986 67.8 10.7 2.5 19.1 0.0
1987 62.3 12.2 3.3 22.3 0.0
1988 59.4 12.6 5.2 22.8 0.0
1989 57.6 14.3 3.2 24.9 0.0
1990 60.9 15.6 1.8 21.7 0.0

Source: For 1963-69, calculated from I8GE, Estat(sticas Historicas do Brasil (1990); for 1970-
90, calculated from IBGE. Anutrio Estat(stico do Brasil (1991).
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Table A.7 Public Sector Spending by Major Category, 1970-90
(percentage of GDP)

Other Social Interest on
Wages and goods and securint domestic

Year salaries services Subsidies transfers debt

1970 8.3 3.0 0.8 8.2 1.3
1971 8.2 2.8 0.8 7.0 1.2
1972 7.9 2.8 0.7 7.3 1.3

1973 7.4 3.1 1.2 7.0 1.2
1974 6.8 3.0 2.3 6.3 1.1
1975 7.5 3.2 2.8 7.0 1.2

1976 7.2 3.3 1.6 7.2 1.4
1977 6.6 2.9 1.5 7.3 1.9
1978 6.9 2.8 1.9 8.1 2.1
1979 6.9 2.9 1.9 7.7 2.1
1980 6.3 2.9 3.9 7.8 1.9
1981 6.5 2.9 2.7 8.2 2.3
1982 7.0 3.0 2.5 8.6 3.3
1983 6.6 3.0 2.6 8.4 4.2
1984 5.7 2.6 1.6 7.8 6.3
1985 6.9 2.9 1.6 7.2 11.1
1986 7.3 3.4 1.5 8.0 10.7
1987 7.8 4.4 1.6 7.5 9.9
1988 7.9 4.7 1.2 7.2 16.1
1989 9.7 4.6 1.9 7.5 22.4
1990 10.5 5.1 1.7 8.3 15.2

Source IBGE. Departamento de Contas Nacionais. various years.
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Table A.8 Tax Collections as a Share of GDP, 1970-90
(percent)

Year Direct taxes Indirect taxes Total tares
1970 9.2 16.8 26.0
1971 9.6 15.5 25.1
1972 10.5 15.5 26.0
1973 10.9 15.5 26.4
1974 10.8 15.3 26.2
1975 11.8 14.5 26.3
1976 11.7 13.5 25.2
1977 12.2 13.4 25.6
1978 12.3 13.4 25.6
1979 12.2 12.0 24.3
1980 11.2 13.5 24.7
1981 11.7 12.9 24.7
1982 12.7 12.6 25.3
1983 12.3 12.8 25.1
1984 11.4 10.4 21.8
1985 12.0 10.6 22.5
1986 12.9 12.5 25.4
1987 11.8 11.6 23.3
1988 11.0 10.9 21.9
1989 11.2 10.8 21.9
1990 13.1 14.3 27.4

Source: IBGE, Departamento de Contas Nacionais. various years.



Table A.9 Government Revenue by Level and Source, 1980-90
(perrentage of GDP)

Level and source 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Federal 18.42 18.58 19.17 19.19 16.08 16.39 17.54 16.88 15.69 14.80 17.08

Fiscal budget revenues 8.10 7.87 7.34 9.01 8.62 8.87 8.89 8.36 8.73 7.07 8.29

Income taxa 2.91 3.08 3.17 3.74 4.03 4.44 4.47 3.72 4.11 3.95 4.17

ipi b 2.20 2.14 2.10 1.96 1.25 1.74 2.07 2.34 2.03 2.04 2.38

Financial operations tax 0.95 1.14 1.10 0.67 0.78 0.52 0.64 0.55 0.33 0.15 1.31

Othertaxes 2.04 1.51 0.97 2.64 2.56 2.17 1.71 1.75 2.26 0.93 0.43

Social security revenues 7.49 7.79 9.05 8.29 7.03 6.96 8.18 7.08 6.32 7.39 8.16

Payroll taxes 5.15 5.36 6.25 5.48 4.70 4.56 4.96 4.56 4.12 4.28 5.01

Corporate contributions 0.00 0.00 0.37 0.57 0.52 0.58 0.68 0.65 0.72 1.21 2.04

PIS/PASEP and FGTSC 2.34 2.43 2.43 2.24 1.81 1.82 2.54 1.87 1.48 1.90 1.11

'a Other federal taxes 2.83 2.92 2.78 1.89 0.43 0.56 0.47 1.44 0.64 0.34 0.63

State 5.34 5.26 5.41 5.17 5.16 5.6 6.73 5.89 5.60 6.55 8.33

ICM/iCMSd 4.79 4.77 4.84 4.65 4.63 5.13 6.07 5.26 5.00 6.07 7.45

Other state taxes 0.55 0.49 0.57 0.52 0.53 0.47 0.66 0.63 0.60 0.48 0.88

Municipale 0.91 0.81 0.67 0.70 0.58 0.54 0.62 0.58 0.60 0.60 0.95

Total 24.67 24.65 25.25 25.06 21.82 22.53 24.89 23.35 21.89 21.95 26.36

a. Income tax includes both personal and corporate income tax.

b. Imposto sobre Produtos Industrializados (a federal value added tax on some manufactured products).

c. Programa de Integracao Social/Programa de Formatao do Patnminio do Servidor Publico (payroll contributions financing long-term investment, administered respectively

by the National Development Bank and the Banco do Brasil) and the Fundo de Garantia por Tempo de Servi,co (a mandatory pension contribution whose proceeds finance

housing).
d. Imposto sobre CirculacAo de Mercadorias, succeeded by the Imposto sobre Circulacao de Mercadorias e Servicos (a state value-added tax covering a broad range of goods).

e. Municipal taxes are primarily a tax on services and property taxes.

Source: For 1980-89, Villela (1991); for 1990, Fontenele and Mussi (1992).



Table A.10 Change in the General Price Index (IGP-DI), 1964-90
(monthly percentage change)

Month 1964 1965 1966 1967 1968 1969 1970 1971 1972 1973 1974 1975 1976 1977

January 135.2 67.5 59.7 33.9 26.7 16.6 12.4 16.7 19.2 14.9 29.5 29.6 43.6 42.3

February 144.0 68.8 62.3 41.6 34.6 16.1 19.7 23.4 22.7 18.1 47.1 26.5 51.5 52.1

March 96.2 54.0 47.8 32.3 29.5 13.4 15.4 22.8 19.9 17.2 59.5 24.5 54.9 54.0

April 70.2 45.8 47.6 26.8 25.3 12.3 16.2 24.1 14.9 16.7 63.6 23.9 50.9 56.1

May 54.0 22.4 39.9 19.8 28.2 20.3 17.6 24.5 12.6 14.5 49.0 27.0 45.3 43.9

June 66.5 24.4 33.6 21.4 24.2 25.0 24.0 24.4 13.9 12.7 29.2 28.5 45.8 34.0

July 66.5 21.9 30.1 19.0 19.8 27.5 27.3 20.1 16.5 12.4 19.0 31.7 49.7 23.0

August 62.9 25.7 35.3 22.2 15.9 27.4 26.3 16.3 16.6 12.9 17.6 32.1 53.5 22.0

September 52.7 22.5 29.2 16.4 20.6 26.5 25.1 15.1 14.6 14.8 19.0 32.7 45.4 25.2

October 76.7 21.0 23.3 19.8 23.5 25.5 18.1 15.5 12.2 15.8 20.3 29.7 34.3 31.5

November 90.2 20.9 15.6 15.1 17.6 16.4 12.7 12.9 10.5 15.9 22.8 29.0 28.9 33.5

December 91.3 49.6 26.9 23.3 15.8 12.5 13.3 14.9 13.6 22.7 26.3 33.3 35.9 33.0

(table continues on next page)



Table A.10 (continued)

Month 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

January 37.4 40.9 90.8 114.7 87.7 118.9 184.3 213.2 459.1 222.9 689.4 730.4 5,687.6

February 42.9 64.2 87.3 124.2 109.9 148.9 201.8 234.4 235.0 296.0 427.1 342.2 7,472.5

March 46.7 64.7 84.6 114.5 102.5 151.0 191.0 181.7 93.6 396.6 455.4 111.2 2,170.9

April 45.4 55.8 97.9 99.9 97.8 148.6 164.4 160.7 -4.5 610.2 355.5 125.1 784.4

May 47.4 44.2 93.4 81.3 104.4 170.5 159.7 127.5 1.0 784.2 547.6 354.3 177.2

June 44.4 47.6 112.6 - 108.0 209.4 171.9 140.5 6.1 512.1 570.5 930.0 196.4

July 41.7 67.2 115.9 83.3 104.9 233.6 186.8 195.1 10.3 240.7 625.6 1,449.8 232.4

August 36.4 93.9 109.9 86.3 77.1 240.6 196.9 201.5 12.8 118.9 718.5 1,741.8 253.7

September 36.7 98.2 106.2 81.0 69.9 244.1 219.2 198.3 16.1 136.2 834.9 1,815.9 268.9

October 37.0 96.0 111.2 73.2 65.8 219.5 209.6 216.7 21.3 222.1 927.6 2,096.2 324.3

November 31.7 95.0 113.7 65.4 80.8 172.7 208.6 254.9 54.6 302.1 990.4 2,526.9 376.0

December 35.6 101.1 106.6 77.4 109.8 150.4 213.7 350.9 124.8 398.6 1,243.3 4,286.3 452.1

Source: Author's calculations.
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Table A.11 Exchange Rates: Official, Parallel, and Premium, 1964-91
(rate at end of period)

Date Official Parallel Percent
March 1964 0.620 1.705 175.0
June 1964 1.200 1.305 8.8
September 1964 1.610 1.800 11.8
December 1964 1.850 1.850 0.0
March 1965 1.850 1.845 -0.3
June 1965 1.850 1.875 1.4
September 1965 1.850 1.870 1.1
December 1965 2.220 2.230 0.5
March 1966 2.220 2.230 0.5
June 1966 2.220 2.220 0.0
September 1966 2.220 2.220 0.0
December 1966 2.220 2.210 -0.5
March 1967 2.715 2.725 0.4
June 1967 2.715 2.780 2.4
September 1967 2.715 3.150 16.0
December 1967 2.715 3.320 22.3
March 1968 3.220 3.360 4.3
June 1968 3.220 3.700 14.9
September 1968 3.700 3.850 4.1
December 1968 3.830 4.300 12.3
March 1969 4.000 4.300 7.5
June 1969 4.050 4.430 9.4
September 1969 4.150 4.500 8.4
December 1969 4.350 4.650 6.9
March 1970 4.490 4.750 5.8
June 1970 4.560 5.020 10.1
September 1970 4.720 5.150 9.1
December 1970 5.030 5.150 2.4
March 1971 5.110 5.450 6.7
June 1971 5.280 6.000 13.6
September 1971 5.505 6.300 14.4
December 1971 5.635 6.300 11.8
March 1972 5.845 6.400 9.5
June 1972 5.915 6.700 13.3
September 1972 6.025 6.700 11.2
December 1972 6.215 6.650 7.0
March 1973 6.030 6.450 7.0

(table continues on next page)
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Table A.11 (continued)
Date Official Parallel Percent

June 1973 6.100 6.450 5.7
September 1973 6.160 6.750 9.6
December 1973 6.220 6.950 11.7
March 1974 6.455 6.850 6.1
June 1974 6.815 7.150 4.9
September 1974 7.130 7.900 10.8
December 1974 7.435 7.950 6.9
March 1975 7.735 7.800 0.8
June 1975 8.070 9.600 19.0
September 1975 8.520 9.600 12.7
December 1975 9.070 12.300 35.6
March 1976 9.935 12.500 25.8
June 1976 10.650 13.400 25.8
September 1976 11.370 13.700 20.5
December 1976 12.345 15.200 23.1
March 1977 13.050 15.200 16.5
June 1977 14.350 16.400 14.3
September 1977 15.020 18.300 21.8
December 1977 16.050 19.900 24.0
March 1978 16.945 19.000 12.1
June 1978 18.030 20.300 12.6
September 1978 19.250 23.200 20.5
December 1978 20.920 26.200 25.2
March 1979 23.130 26.300 13.7
June 1979 25.655 31.600 23.2
September 1979 29.825 34.000 14.0
December 1979 42.530 48.000 12.9
March 1980 46.800 48.000 2.6
June 1980 52.315 59.000 12.8
September 1980 57.590 69.000 19.8
December 1980 65.500 69.500 6.1
March 1981 76.530 74.000 -3.3
June 1981 91.400 104.000 13.8
September 1981 108.600 128.000 17.9
December 1981 127.800 159.000 24.4
March 1982 148.210 203.000 37.0
June 1982 173.190 206.000 18.9
September 1982 207.230 320.000 54.4
December 1982 252.670 425.000 68.2

(table continues on next page)
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Table A.11 (continued)
Date Official Parallel Percent
March 1983 417.540 700.000 67.6
June 1983 542.970 820.000 51.0
September 1983 738.000 1200.000 62.6
December 1983 984.000 1380.000 40.2
March 1984 1,335.000 1,420.000 6.4
June 1984 1728.000 1,918.080 11.0
September 1984 2,390.000 2,748.500 15.0
December 1984 3,184.000 3,502.400 10.0
March 1985 4,450.000 5,160.000 16.0
June 1985 5,980.000 7,350.000 22.9
September 1985 7,825.000 10,050.000 28.4
December 1985 10,490.000 16,000.000 52.5
March 1986 13,840.000 17,500.000 26.4
June 1986 13,840.000 20,800.000 50.3
September 1986 13,840.000 24,000.000 73.4
December 1986 15,000.000 27,400.000 82.7
March 1987 22,000.000 30,800.000 40.0
June 1987 43,000.000 53,500.000 24.4
September 1987 51,000.000 69,500.000 36.3
December 1987 72,000.000 96,000.000 33.3
March 1988 115,000.000 149,500.000 30.0
June 1988 195,000.000 263,000.000 34.9
September 1988 363,000.000 530,000.000 46.0
December 1988 765,000.000 1,120,000.000 46.4
March 1989 1,000,000.000 1,880,000.000 88.0
June 1989 1,519,000.000 3,299,268.000 117.2
September 1989 3,797,000.000 7,301,631.000 92.3
December 1989 11,358,000.000 26,498,214.000 133.3
March 1990 42,560,000.000 - -
June 1990 61,022,000.000 88,000,000.000 44.2
September 1990 84,223,000.000 89,300,000.000 6.0
December 1990 177,060,000.000 186,000,000.000 5.0
March 1991 238,930,000.000 266,500,000.000 11.5
June 1991 312,220,000.000 348,600,000.000 11.7
September 1991 464,930,000.000 515,000,000.000 10.8

Source: Official rate: Boletim do Banco Central, various years; Parallel rate: 1964-84, Pechman
(1984); 1984-91,Veja, various issues.
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Table A.12 Tradable/Nontradable Price Measures of the Real Exchange
Rate, 1964-90
(index, March 1986 = 100)

Year Quarter Direct measure Ppp measure

1964 1 138.4 90.3
11 132.8 80.7
1II 142.5 95.3
IV 147.2 92.5

1965 1 130.1 81.5
11 116.0 78.2
III 112.2 74.4

IV 109.6 86.0

1966 1 107.6 76.3
11 106.7 70.0

III 106.7 65.3

IV 100.9 62.4

1967 1 100.6 69.7

II 93.8 67.2

III 97.5 63.9
IV 99.0 61.6

1968 1 98.4 69.0
II 94.9 64.7

III 94.8 72.3

IV 95.8 71.8

1969 1 93.0 73.6
II 91.7 72.3

111 93.0 69.7

IV 90.4 71.5

1970 1 89.4 71.0

11 90.3 69.8

III 88.6 68.4
IV 87.9 69.6

1971 1 6.0 9.4
II 86.0 68.7
III 86.3 69.0

IV 84.7 69.0

1972 1 83.8 69.1

11 84.9 68.6
111 83.7 68.1

IV 83.4 70.1

(table continues on next page)
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Table A.12 (continued)
Year Quarter Direct measure PPP measure

1973 1 3.9 8.7
11 83.8 70.8

111 83.0 70.9

IV 86.1 70.0

1974 1 90.2 70.2

11 90.3 68.7

III 91.8 74.0

IV 92.0 75.2
1975 1 1.2 3.1

11 93.1 73.3

III 89.6 73.7
IV 90.7 73.8

1976 I 88.3 73.1

11 87.2 73.5

III 90.4 69.9

IV 88.5 72.0

1977 1 5.8 9.6

11 85.7 71.0

III 86.2 70.9

IV 83.6 71.4

1978 1 2.1 0.8

11 80.6 69.9

1II 79.3 69.9

IV 80.5 72.5

1979 1 0.8 3.5

it 82.6 76.4

III 87.6 77.4

IV 88.7 95.6
1980 1 0.2 3.5

II 97.7 89.0

III 101.8 82.8

IV 99.8 78.6

1981 1 03.6 6.4

11 105.3 79.4

III 101.9 80.3

IV 103.3 82.9

(table continues on next page)
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Table A.12 (continued)
Year Quarter Direct measure PPP measure

1982 1 103.9 79.5

11 105.3 77.3

III 100.4 79.6
IV 99.2 83.4

1983 I 6.7 07.7

II 104.5 107.8

III 106.8 105.1

IV 109.3 106.3

1984 1 11.1 08.1

11 111.5 108.8

III 116.7 107.2

IV 118.8 107.4

1985 1 22.0 05.8

11 112.8 117.3

III 109.8 111.6

IV 111.5 106.4

1986 1 00.0 00.0

11 97.1 99.3

111 95.6 95.9

IV 91.5 90.7

1987 1 5.2 9.8

11 96.2 90.5

111 96.9 92.2
IV 97.4 85.4

1988 1 98.5 82.4
11 102.3 80.4

III 102.0 78.4

IV 101.6 78.2

1989 1 1.4 4.8

II 81.6 67.0

III 97.4 62.5

IV 94.3 60.2

1990 1 6.5 5.8

11 90.3 52.3

111 86.6 50.3

IV 84.3 67.7

1991 I 9.9 3.2
Note: Reported rates refer to values at end of respective quarter.
Source: See text.
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Table A.13 External Terms of Trade, 1962-90
(1979 = 100)

Year Brazil Latin America Industrial countries

1962 81.7 83.9 97.8
1963 79.5 80.4 98.2
1964 98.3 92.4 97.4
1965 97.9 103.2 97.7
1966 91.8 96.7 98.7

1967 89.7 96.8 99.6
1968 86.0 93.2 99.4
1969 90.2 94.3 100.2
1970 100.0 100.0 100.0
1971 92.8 103.5 99.9

1972 106.3 110.3 101.3
1973 107.8 118.1 99.7
1974 93.1 133.2 88.1
1975 85.5 128.6 90.0
1976 96.0 136.7 88.6
1977 112.8 156.2 87.6

1978 97.1 136.5 90.3
1979 89.0 141.5 86.9
1980 73.6 140.0 80.9
1981 62.4 127.8 80.1

1982 60.6 120.1 81.3
1983 60.5 119.4 83.0
1984 65.0 119.4 82.7
1985 65.0 117.7 83.2
1986 83.6 125.7 91.6
1987 71.5 111.7 92.8
1988 - - 94.0

1989 93.1
1990 92.9

Note: Index is ratio of unit export to unit import prices.
Source: IMF, International Financial Statistics Yearbook (1992).
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Table A.14 Real Wages: Minimum and Average Wages in Industry and
Agriculture, 1960-91
(1980 = 100)

Real average wage
Year Real minimum wage Industry Agriculture
1960 129.94 - -

1961 149.25 - -
1962 127.14 45.32 -
1963 114.95 55.68 -
1964 119.89 55.54 -
1965 113.68 50.78 -
1966 102.40 49.82 -
1967 98.14 51.11 -
1968 98.80 53.70 -
1969 97.43 55.41 -
1970 95.56 57.06 -
1971 95.82 58.70 -
1972 92.69 63.51 53.06
1973 96.24 69.47 65.54
1974 90.83 71.18 83.05
1975 77.36 78.04 87.12
1976 95.52 80.85 85.40
1977 95.83 84.65 87.06
1978 97.92 91.66 85.96
1979 97.51 95.34 89.14
1980 100.00 100.00 100.00
1981 98.69 106.61 98.60
1982 99.12 116.08 90.76
1983 87.86 106.70 84.58
1984 81.24 103.81 86.12
1985 83.90 110.36 100.13
1986 82.29 125.62 114.98
1987 64.04 108.39 94.59
1988 63.23 116.44 81.70
1989 68.47 136.78 110.72
1990 46.72 100.78 69.93
1991 45.12 74.31

Note: In the 1 960s several minimum wage levels were set for different regions of Brazil and were
gradually consolidated in subsequent years. The nominal minimum wage used here is that for Rio
de Janeiro. The annual average minimum wage used here is the simple average of the monthly min-
imum wage. There is no adjustment for the "December thirteenth salary."

Source: All series were deflated using the consumer price index for Rio de Janeiro, which is taken
from Fundacdo Getuilio Vargas, Conjuntura Econ6mica, various issues. Monthly nominal mini-
mum wage data were obtained from 1BGE, Brasil, Series Estattsticas Rerrospectivas (1977); IBGE,
Anudrio Estatfstico do Brasil (1991); and FGV, Conjuntura Econ6mica, various issues. The average
nominal wage for industry used to construct the real wage series for the 1971-85 period is the an-
nual average of oBGE'S monthly average salary for workers in industry (industrfas de transformracao),
as published in IBGE, Estatisticas Historicas do Brasil, 1990. Data for the 1986-90 period were ob-
tained from IBGE, Pesquisa Mensal de Emprego. The annual series between 1962 and 1970 was tak-
en from Cardoso and Fishlow (1990), table A.9, column 3. Their source is not given, but for the
1971-75 period, which overlaps the IBGE industry data, the discrepancy between the two series is
less than 2 percent. The average nominal wage for agricultural workers is the index prepared since
1972 by the Centro de Estudos Agracolas of the Getulio Vargas Foundation, which is regularly pub-
lished in Conjuntura Econtmica.
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Table A.15 Real Investment by Sector of Origin, 1970-90

Private sectlor Traditional government State enterprises

Constant Constant Constant
1980 Percentage 1980 Percentage 1980 Percentage

Year prices of GDP prices of GDP prices of GDP

1970 684.9 12.5 261.6 4.8 168.4 3.1
1971 863.4 14.1 276.8 4.51 45.9 2.4
1972 942.9 13.8 286.8 4.2 271.3 4.0
1973 1,299.8 16.6 330.8 4.2 185.5 2.4
1974 1,322.4 15.5 362.9 4.3 370.7 4.4
1975 1,442.5 16.1 381.7 4.3 431.8 4.8
1976 1,275.7 13.0 434.4 4.47 04.8 7.2
1977 1,324.7 12.9 368.7 3.6 693.6 6.7
1978 1,244.1 11.5 353.5 3.3 902.4 8.4
1979 1,315.3 11.4 274.9 2.4 1,006.8 8.7
1980 2,005.4 16.2 293.1 2.4 536.8 4.3
1981 1,707.3 14.4 281.3 2.4 495.4 4.2
1982 1,587.6 13.3 253.9 2.1 475.5 4.0
1983 1,333.4 11.6 196.0 1.7 414.6 3.6
1984 1,421.2 11.7 221.3 1.8 325.6 2.7
1985 1,527.9 11.7 293.1 2.2 319.9 2.4

1986 1,898.1 13.5 424.7 3.0 310.2 2.2
1987 1,941.9 13.3 374.7 2.6 286.3 2.0
1988 1,872.6 12.9 344.3 2.4 260.1 1.8
1989 1,953.0 13.0 295.8 2.0 258.2 1.7
1990 1,668.8 11.6 372.0 2.6 265.2 1.8

Source IBGE. Departamento de Contas Nacionais; and IPEA. various years.
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Table A.16 Estimated Capital per Person and per Worker, 1979-90

Capital per Capital per
Capital person worker

stock (mil- (thousands (thousands
lions of] 980 Population Laborforce of 1980 of 1980

Year cruzeiros) (thousands) (thousands) cruzeiros) cruzeiros)

1970 8,835 93,139 29,557 94.9 298.9
1971 9,414 95,631 30,703 98.43 06.6
1972 10,162 98,190 31,893 103.5 318.6
1973 11,168 100,817 33,130 110.7 337.0
1974 12,328 103,515 34,414 119.1 358.2
1975 13,597 106,285 35,748 127.9 380.4
1976 14,925 109,129 37,134 136.8 401.9

1977 16,118 112,049 38,573 143.8 417.8
1978 17,328 115,047 40,069 150.6 432.5
1979 18,539 118,125 41,622 156.9 445.4
1980 19,891 121,286 43,236 164.0 460.1
1981 20,784 124,068 45,044 167.5 461.4
1982 21,438 126,898 46,927 168.9 456.8
1983 21,667 129,766 48,890 167.0 443.2
1984 21,902 132,659 50,934 165.1 430.0
1985 22,291 135,564 53,064 164.4 420.1
1986 23,140 138,493 55,283 167.1 418.6
1987 23,892 141,452 57,595 168.9 414.8
1988 24.458 144,427 60,004 169.3 407.6
1989 25,008 147,404 62.513 169.7 400.0
1990 25,313 150,367 65,127 168.3 388.7

Note: Capital stock estimated assuming 8 percent depreciation rate and capital/output ratio of
2.0.

Source: Population and labor force data from IBGE, Anudrio Estatistico do Brasil (1991).
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Table A.17 Estimated Incremental Capital Output Ratio, 1956-87

Current prices Constant 1980 prices

Year Original Adjusted Original Adjusted

1956 1.74 1.83 - -
1957 1.79 1.76 - -
1958 1.86 1.90 - -
1959 2.17 2.17 - -
1960 2.35 2.29 - -
1961 2.09 2.11 - -

1962 1.72 1.94 - -
1963 2.02 2.00 - -
1964 2.07 2.00 - -
1965 1.75 1.79 - -
1966 1.63 1.67 - -
1967 1.75 1.69 - -
1968 1.73 1.80 - -
1969 2.03 1.98 - -

1970 2.12 2.11 - -

1971 2.14 2.17 2.30 2.33
1972 2.32 2.30 2.47 2.44
1973 2.48 2.51 2.67 2.70
1974 2.78 2.76 3.02 2.98
1975 2.99 2.97 3.14 3.11
1976 3.13 3.21 3.22 3.30
1977 3.51 .38 3.81 3.66
1978 3.28 3.34 3.56 3.62
1979 3.36 3.38 3.50 3.52
1980 3.51 3.99 3.44 3.91
1981 5.44 4.66 5.44 4.65
1982 4.77 4.87 4.58 4.67
1983 4.50 4.30 4.12 3.93
1984 3.33 3.52 3.30 3.48
1985 3.24 3.22 3.30 3.27
1986 3.64 3.69 3.53 3.57
1987 4.19 4.04 4.10 3.95

Source: Castelar and Matesco (1989).
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Table A.18 Real Investment by Major State Enterprises, 1973-87
(percentage of GDP at 1980 prices)

Year Telebras Portobras RFFSA Eletrobras Itaipu

1973 1.18 0.14 0.31 1.97 --

1974 0.85 0.14 0.47 1.92 --

1975 1.05 0.11 0.81 2.15 --

1976 1.21 0.10 0.67 1.79 0.21

1977 1.01 0.11 0.44 1.71 0.30

1978 0.79 0.12 0.33 1.59 0.39

1979 0.62 0.10 0.26 1.42 0.31

1980 0.40 0.09 0.33 1.65 0.19

1981 0.47 0.06 0.34 1.36 0.46

1982 0.51 0.08 0.22 1.38 0.40)

1983 0.44 0.06 0.19 1.32 0.28

1984 0.40 0.05 0.15 1.17 0.28

1985 0.38 0.04 0.12 1.32 0.23

1986 0.43 0.03 0.13 1.13 0.23

1987 0.38 0.04 0.12 1.18 0.23

Portobras CVRD Sidebras Nuclebras Total

1973 0.74 0.35 0.57 0.00 5.26

1974 0.93 0.29 0.78 0.01 5.39

1975 1.15 0.21 0.84 0.01 6.33

1976 1.01 0.32 0.57 0.03 5.91

1977 0.94 0.24 0.60 0.04 5.39

1978 0.88 0.18 0.98 0.08 5.34

1979 0.75 0.24 1.11 0.06 4.87

1980 0.72 0.20 0.90 0.06 4.54

1981 0.99 0.37 0.77 0.16 4.98

1982 1.35 0.42 0.53 0.20 5.09

1983 1.25 0.27 0.32 0.19 4.32

1984 0.78 0.32 0.14 0.16 3.45

1985 0.73 0.37 0.13 0.01 3.33

1986 0.70 0.24 0.24 0.01 3.14

1987 0.64 0.10 0.16 0.01 2.86

Note: Investment by Itaipu before 1976 included in Eletrobras investment. RFFSA is the Federal
Railroad System. CVRD (Companhia do Vale do Rio Doce) is an iron ore and mineral processor and
exporter.

Source: Bielschowsky (1988).
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Table A.19 Primary, Secondary, and Higher Educational Enrollments,
1970-89

College Secondary Primary Literacy

Year Number Percent Number Percent Number Percent rate

1970 456 0.5 1,154 1.2 15,905 16.6 66.6

1971 575 0.6 1,300 1.3 17,137 17.4 -

1972 709 0.7 1,491 1.5 18,370 18.3 -

1973 820 0.8 1,682 1.6 18,828 18.3 -

1974 897 0.9 1,936 1.8 19,287 18.3 -

1975 967 0.9 2,213 2.0 19,549 18.1 -

1976 1,042 0.9 2,438 2.2 19,523 17.7 -

1977 1,137 1.0 2,519 2.2 20,368 18.0 -

1978 1,268 1.1 2,667 2.3 21,473 18.5 -

1979 1,298 1.1 2,812 2.4 22,523 19.0 -

1980 1,345 1.1 2,824 2.3 22,149 18.3 74.5

1981 1,393 1.1 2,785 2.2 22,414 18.1 75.1

1982 1,203 0.9 2,875 2.3 22,298 17.6 76.3

1983 1,439 1.1 2,944 2.3 24,556 18.9 78.5

1984 1,400 1.1 2,952 2.2 24,789 18.7 78.9

1985 1,368 1.0 3,016 2.2 24,769 18.3 78.0

1986 1,418 1.0 3,155 2.3 25,248 18.2 78.5

1987 1,471 1.0 3,206 2.3 25,708 18.2 78.5

1988 1,504 1.0 3,339 2.3 26,821 18.6 79.5
1989 1,519 1.0 - - - - 79.9

Note: "College" enrollments refer to undergraduate students only. Although the number of grad-
uate students in various professional curricula and disciplines increased substantially after 1970, a
comparable time series is not available.

Source: For 1970-80. Castro (1989); for 1980-89, calculated from IBGE, Anutrio Estatistico do
Brasil, various issues.
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Chapter 2

1. There is an extensive literature that focuses on the link between extemal conditions and Brazilian
development before 1945. Brazil's vulnerability to extemal shocks during the "Old Republic"
(1889-1930) has been examined by Fritsch (1988). The macroeconomic effects of the collapse
in coffee prices in 1929 were first examined in Furtado's classic study (1958), which has been
extended by Cardoso (1981). Early import substitution has been analyzed by Baer (1965, 1989).
Fishlow (1972, 1974). and Versiani and de Barros (1977). Brazil's experience during the Depres-
sion has been reviewed by Diaz-Alejandro (1983). Post-Depression industrialization has been
analyzed by Malan and others (1977). The role of the government in Brazilian growth has been
examined by Villela and Suzigan (1973). A classic Marxist interpretation of Brazil's develop-
ment as an economy on the "periphery" of the world market is that by Caio Prado Junior (1963).
For an exposition of the political context in which economic policies were made, see Skidmore
(1967).

2. The links between the Brazilian military and the United States in this period have been examined
by McCann (1973). The Brazilian decision to enter the war on the Allied side, despite some of
the fascist leanings of the Vargas government, was partly due to U.S. persuasion that the Allies
were likely to win. U.S. economic aid, particularly the agreement to assist Brazil in the develop-
ment of steel production may also have been influential.

3. The multiple exchange rate system of this period has been analyzed by Kafka (1958).
4. For a discussion of industrialization policies and results during the Kubitschek govemment, see

Gordon and Grommers (1962) and Abreu /1990).
5. Although alleged "inability" to pursue the negotiated program was given as the reason for the

break with the IMF, Kubitschek's decision was probably more likely motivated by domestic po-
litical considerations and his perception of the political popularity of such a move.

6. Under the constitution in effect in 1961, the vice-president was elected on a separate ticket, vir-
tually guaranteeing a succession crisis if he came frotn a different party from the president.

7. The chief executive and principal economic ministers between 1964 and 1992 are listed in table
A.l.

8. The role of state enterprise, multinationals, and local enterprise tn capital formation in Brazil has
been examined critically by Evans (1979) from a dependency point of view. For an interpretation
of Brazilian development highly sympathetic to policymakers in the immediate post-1964 peri-
od, see Syvrud (1974).

9. The role of credibility in the 1964-66 stabilization and in the 1980s has been analyzed by Cysne
(1985).

10. Capacity utilization estimates have been made by the Fundac,ao Getuilio Vargas since 1968, both
by sector and at an aggregate level, and are periodically published in Conjuntura Economica.

11. Real wages in industry were roughly constant between 1968 and 1972. In 1973 and in 1974 they
rose about 10 percent annually. Rural real wages, which rose slowly between 1968 and 1971, in-
creased by about 11 percent in 1972. 20 percent in 1973. and 10 percent in 1974. These estimates,

209
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by Bacha ( 1983). are based on Labor Ministry questionnaires about nominal wages and use the
Rio de Janeiro consumer price index as a deflator.

12. Imports increased Irom US$6,192 million in 1973, which accounted for 9.5 percent of GDP, to
US$12,641 million in 1974, which accounted for 13.9 percent of GDo as may be seen in table A. l.
The increase in oil prices explains only a third of the total increase in the import bill, however.
the other two-thirds being accounted for by other intermediates and consumer and capital goods.
Both the quantity and prices of nonoil imports increased, the fomer mainly because of the con-
tinuation of high rates of product growth and the latter because of sharp rises of the prices of
many tradable goods besides oil on world niarkets.

13. The average growth rate of output between 1971 and 1973 was 12.4 percent (see table A.4). The
domestic rate of inflation doubled from an average 15-20 percent between 1969 and 1973 to an
average 35-40 percent between 1974 and 1978. A study by Resende and Lopes (1981) shows
that foreign shocks were responsible for at least three-quaners of that acceleration.

14. Statements of Brazil's intemational reserve position appear in the Boletim do Banco C'entiral, var-
ious issues. The reserve position by year is shown in table A.3.

15. The real appreciation implied by the exchange rate rule may have been inspired by contemporary
policies in Chile and Argentina, which were then attempting to manipulate domestic price expec-
tations downward using prefixed and low rates of devaluation. The balance of payments impli-
cations of such policies have been analyzed in a theoretical model by Dombusch (1980).

16. The commercial banks' reversal in Latin American lending policies in 1982 was not the begin-
ning of a trend, but a continuation. Direct U.S. investment in Latin America peaked in 1978, and
a number of other U.S. net nonbank capital flows to Latin America had reversed well before
1982, as is shown in Baer and Coes (1990).

17. Bacha (1983) estimated the extra interest costs so Brazil of not borrowing from the IMF at about
a third of a billion dollars. (In this book, a billion is I ,()0( million.)

18. Like many of Brazil's most successful civilian politicians-among them Gettilio Vargas, Juscelino
Kubitschek, and Janio Quadros-Tancredo was popularly referred to by his first name. No military
presidents and none ofthe othercivilian presidents tohold office after 1964 enjoyed thispopular favor.

19. The March price decline is misleading, since much of it was due to price controls and the removal
of upward adjustments from official indices.

20. Many Brazilian economists would argue, moreover, that conventional contractionary policies
would simply increase unemployment and lower production, without a perceptible fall in the
price level, given the highly indexed nature of the Brazilian economy. In their view, the output
costs of bringing down a high rate of inflation through conventional monetary and fiscal contrac-
tion were too high to be politically viable. On this point, see the early contribution of Rangel
(1963), or subsequent work by BresserPereira and Nakano (1984) and Lopes (1986).

21. Prices between November 3 and December 2 were to rise no more than 26.5 percent; increases
between December 3, 1988, and January 2, 1989, were to be limited to 25 percent.

22. Among them were allegations that several individuals had been driven to suicide by the sudden
inaccessibility of their assets.

23. See also Carvalho (1990). who compared the Collor Plan I to the Confederate monetary reform
of 1864, which for similar reasons was only temporarily successful in deterring inflation.

24. Contemporary views of Collor I and Collor 11 are reprinted in a collection of articles by Bresser
Pereira (1991).

25. Sectoral average tariffs have been calculated by Kume and Piani (1991).

Chapter 3

I . The population growth rate of 2.4 between 1980 and 1990 shown in table 3.1 is based on the ac-
tual census in 1980 and BsGE's current projection for 1990. From tsGE estimates indicating that
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the population in 1980 was undercounted by about 2.3 million, it appears the adjusted population
growth rate between 1980 and 1990 would be 2.2 percent. Preliminary census estimates released
in 1991 indicate that population growth may have slowed even more than the official intercensal
projections between 1980 and 1990 have suggested.

2. Statistics on expenditure are not easily compared intemationally, owing to the variations in the
way in which education is financed. As a percentage of central total govemment expenditure,
however, Brazilian expenditure on education (4.8 percent) was the lowest of the Latin American
countries for which data are given in World Bank (1990).

3. See D. V. Fleischer (1988) for a discussion of Brazilian voting pattems.
4. The victory of former Brazilian president Janio Quadros, backed by a coalition of center-right

parties, over the PMDB'S Femando Henrique Cardoso was made possible by the split in the oppo-
sition, with the Pr (Workers' party) polling 20 percent of the vote.

5. Such balancing has been traditional in Brazil. In the Old Republic. between 1889 and 1930, the
two dominant states were Sao Paulo and Minas Gerais, which for a long period altemately pro-
vided Brazil's presidents. The breakdown of the system in the 1920s was one of the factors be-
hind the rise of Getulio Vargas, a gaucho from the southem state of Rio Grande do Sul. For
studies of the political implications of this degree of regionalism, see Love (1971, 1980).

6. The ratios for 1949 through 1970-A are based on national accounts estimates published in Con-
juntura Economica, July 1977. The last two columns are calculated from data on regional (3DP at
factor cost in current cruzeiros and regional population totals in the Anuadrio Estatistico do Brasil,
1986. Regional income data are not yet available for 1990. These estimates exclude several types
of income, among them air transport, communications, and federal govemment rents, which
could not be allocated by region and therefore are not strictly comparable with the altemative es-
timates for 1970 and those for 1980. Population for 1949 and 1959 was estimated by using the
intercensal growth rates by region between the 1940. 1950, and 1960 Brazilian censuses.

7. Intemational comparisons are based on data for 1989 in World Bank (1991, table 1), and provi-
sional data for the Northeast from the Anudrio Estatdstico, 1991.

8. The poverty line is defined as NCrS3.3 in 1960 and NCr$125 in 1970, or approximately $600 in
1976 U.S. dollars.

9. This was essentially the argument of Langoni (1973).
10. One early study of this type is that of Mesook (1972).
11. See Fox (1983). The sensitivity of the poverty calculation to the price index is examined in Beck-

erman and Coes (1980)
12. Hoffman's estimate of the Gini index is not directly comparable with that of Fishlow in table 3.10.
13. In an earlier study Bonelli and Sedlacek (1989) showed that the income distribution became less

concentrated between 1976 and 1981.
14. The interpretation of income trends in a growing economy is further complicated by the fact that

it is presumably lifetime income, and not income at a particular time, that is of most interest. Be-
cause of age, population growth, and job mobility, the poor or the rich in 1960 are not the same
individuals as the poor or rich in 1970. Thus static comparisons of income distributions do not
provide a satisfactory answer to the question of whether welfare changed. On this point see Mor-
ley (1981. 1982).

15. Recent estimates by Tolosa ( 1990) using the 1988 PNAD in comparison with I percent samples of
the 1970 and 1980 censuses and the 1976 PNAD yield Gini coefficients of 0.63, 0.63, 0.62, and
0.63 for 1970, 1976, 1980 and 1988, respectively.

Chapter 4

1. For a discussion, see Dombusch and Edwards, "The Macroeconomics of Populism," in Dom-
busch and Edwards (1991). For an account of Brazilian populism before 1945 see Conniff (1982,
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"Populism in Brazil, 1925-1945"). Sachs (1990) has emphasized the link between high income
inequality and the pressure for populist policies.

2. Rabello de Castro and Ronci (1990) have argued that the key difference between "classic pop-
ulism" under Vargas and subsequent populists was that the latter did not recognize either the po-
litical or the balance of payments constraints on their policies.

3. Although formally outlawed in 1947, the PCB remained active in trade unions and in student or-
ganizations. The rc do B, which broke off from the PCB in 1962, failed to gain much support, de-
spite the impatience of many on the left with the cautious and doctrinaire leadership of the PcB.
For a discussion of the politics and parties of the left before 1964, see Skidmore (1967).

4. Author's translation from the "Carta-Testamento." August 24, 1954, in Vargas (1969).
5. Under the laws of the time, the president and vice-president were elected on separate tickets, thus

permitting them to come from different parties- Since Goulart was from the PTB, Quadros's res-
ignation changed the party in power

6. See Stepan (1973. "The New Professionalism") for an extensive discussion of the training and
orientation of the military. By 1966 the ESG had graduated 599 military officers, 359 civilian pub-
lic officials (including judiciary and legislative members), 224 graduates from pfivate industry
and commerce, and 107 other professionals, among them economists, physicians, and academics.

7. The Left frequently referred to him as "Bobby Fields," in a crude attempt to paint him as an un-
patriotic entreguista ("deliverer" of Brazil to foreign capital).

8. Excerpted from a lecture cited in Skidmore (1967, p. 387).
9. As late as the late 1970s, Brazilians with a doctoral degree in economics, or even with two or

three years of training in the better American universities, could expect a starting salary in Brazil
higher than new assistant professors in the United States. Multilateral institutions like the World
Bank or the tMF had difficulty in recruiting qualified Brazilian economists in the 1960s and 1970s,
owing to the competition with the Brazilian market.

10. One of Brazil's best-known conservative economists and finance ministers in the 1950s, Euganio
Gudin, was also trained as an engineer. Many would consider him the founder of serious study
of economics in Brazil, owing to his role in establishing the Instituto de Economia in Rio's
Fundacao Getulio Vargas.

11. The other leading joumals were Pesquisa e Planejamento Economico, published by the research
division of the Planning Ministry, and Estudos Economicos, from the Universidade de Sao Paulo.

12. In a series of papers arguing along game-theoretic lines, Mario H. Simonsen showed that in prin-
ciple an appropriately targeted intervention could move the economy from a high-inflation path
to a low one. See, for example, Simonsen (1989).

13. The argument that there was no significant underlying fiscal deficit, once inflation and indexation
interest payments were subtracted from govemment expenditure, was made by proponents of the
Cruzado Plan not only before its public announcement, but also well into the plan, when it was
becoming apparent that the public sector, even with the indexation adjustment. was still far from
balance. The hypothesis that recent Brazilian inflation was purely inertial had been tested and re-
jected even before the Cruzado Plan by Femando de Holanda Barbosa (1985), but this empirical
econometric work attracted little attention at the time. More recently, Cysne (1990) has argued
that the designers of the plan significantly underestimated the true deficit of the public sector.

14. The July plan was officially labeled as a set of measures to control increasing consumption and
correct a number of distorted prices. As it raised a number of energy-related prices and curbed
intemational travel, it may have been intended to increase govemment revenues and relieve cur-
rent account pressures. In any case, it was viewed by many as a clear sign that the Cruzado Plan
of February was in trouble.

15. My translation from M. H. Simonsen (1989,"Indrcia inflacionkfia e infla,ao inercial"). The muse
referred to by Simonsen was Maria da Conceicao Tavares. formerly an economics professor at
Campinas and one of the most eloquent defenders of the Cruzado Plan in its early stage.
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Chapter 5

1. Extension of the assumption of perfect indexation to the foreign sector, so that the cruzeiro de-
preciated at a rate equal to Brazilian inflation, would reduce the RHS of equation 5.2 to (G, - T)/
P, + [r 1/(I+,t)J(B,1 I/P,x) + [ij, (1+ i)](e, 1F1 11PF_1). We ignore here foreign price change, in*, so
that nominal depreciation e is completely determined by domestic inflation it. While negligible
compared with Brazilian inflation, particularly in the 1980s, dollar inflation in the 1970s, to the
extent that it was not embodied in the nominal extemal interest rate i*, may have lightened Bra-
zil's real interest burden.

2. If market real interest rates rise in response to an acceleration of inflation, as has occurred with
some frequency in the past decade, the potential gains to the govemment from an acceleration of
inflation, given indexation, are reversed.

3. For an extensive discussion of this point and related problems in measuring the public sector def-
icit, see Buiter (1983). With a few minor differences, the development in this section follows that
of Cardoso and Dantas (1989).

4. As is clear from equation 5.2, variability in the real exchange rate may change the real interest
component of the deficit. This additional complication is usually not mentioned in discussions of
the measurement of fiscal deficit but may have been of some significance in Brazil. An additional
difficulty in measuring the real public sector deficit using 5.2 arises if the deficit is deflated using
end-of-year prices. In periods of high inflation the use of an end-of-year deflator understates the
true deficit (if it is assumed that the gap between expenditures and receipts persisted through the
year). This problem can be alleviated by using the average price level during the year to approx-
imate P,, as do the estimates of the primary deficit in the next section.

5. Although they should in principle appear in the national accounts data, a number of credit subsi-
dies granted by the monetary authorities may not be included in the official accounts, which
would thus lead to a further underestimate of the PSBR. In accounting for the effect of real interest
rates. Cysne (1990) has argued persuasively that official estimates of the public sector deficit at
the time of the Cruzado Plan substantially underestimated the true deficit.

6. Cameiro's estimates, made for the 1970-84 period, are for the change in debt of the federal gov-
emment only and omit the effect of change in state and local govemment debt. Those of Cardoso
and Dantas for the 1981-88 period calculate changes in debt stocks based on both midyear data,
similar to Cameiro's approach, and end-of-year data. Their results, which generally show a high-
er real deficit than do Cameiro's. also reveal a high degree of sensitivity to the choice of tnidpe-
riod versus end-of-period measurement of prices and debt stocks.

7. Since the early 1980s. when Brazil's public sector deficit became the focus of much attention dur-
ing negotiations with the IMF, a number of economists have analyzed the budget process. Munhoz
(1987) called attention to the critical role of the servicing of the domestic debt. A recent analysis
of some of the pressures on the primary deficit is given by Longo (1990).

8. State enterprises contributed an average of 1.6 percent of GDP to national saving during the 1970s
from their current revenues, simultaneously requiring resources of 1.4 percent of GDP to finance
their capital expenditures. This resulted in a modest but positive public sector savings.

9. J. C. Netto (1987) argues that some purchases of investment goods by state enterprises were the
result of tied extemal loans and that large quantities of imported machinery and equipment were
not being used in the 1980s. Unused capital in the public sector was also the subject of a feature
article in the Brazilian newsmagazine Veja (August 2. 1989).

10. This assessment of the fiscal situation was one of the primary arguments for the Cruzado Plan,
since its proponents maintained that a one-time price freeze and consequent elimination of most
of the interest component of the PSBR would effectively eliminate Brazil's fiscal deficit.

11. Since the central bank only published separate series for public and private extemal debt begin-
ning in 1972, public external debt in the first two years of the series was estimated.

12. After Samey 's assumption of the presidency following the death of Tancredo Neves, there was a
lengthy discussion, resolved by Congress only in 1988, of how long the mandate should be.
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13. The tendency for legitimate objectives for public sector expenditure to be pushed aside by bu-
reaucratic expansion is eloquently captured in the cynical Brazilian definition of a social worker
as "that nice girl the govemment pays to feel sorry for us" (aquela moca simpdtica que o governo
paga paraficar com pena da gente).

14. Under the 1988 constitution this tax became the Imposto Relativo a Circulacao de Mercadorias
e Servicos (IcMs), but services subject to specific taxes levied by municipalities are excluded. Al-
though a tax rate of 17 percent was applied to many transactions, lower rates applied for goods
defined to be heavily consumed by the poor, and higher rates applied to goods classified as "lux-
ury" items. Since the tax itself is included in the base on which it is calculated, actual levels of
published rates are in fact higher.

15. Fl6res de Lima (1985), using federal tax data, estimated that evasion of the IcM in the early 1980s
was far greater than evasion of other taxes. Her conservative estimates suggest evasion on the
order of about I percent of GDP in early 1980s. With the subsequent acceleration of inflation, there
is a presumption that evasion increased over the 1980s.

16. Tenure for employees of the federal, state, and local govemments and employees of public foun-
dations who were appointed in open competition and have two years of service is guaranteed in
Article 41 of the 1988 constitution.

17. Even these service requirements may be lowered through the use of special leaves (licen5as
pre^mio) to 32 years for men and 27.5 for women.

18. Shah (1991) has recently argued that greater efficiency would result from combining the post-
1988 state value added tax (tcMs) with two other indirect taxes, the federal ipt and the municipal
services tax in a national value added tax administered by the federal government on behalf of
all three levels of govemment, with the proceeds distributed in proportion to current revenues
from these sources. Although Brazil is the only nation to have a state value added tax, significant
harmonization of the tax across states has been realized by the Council of Finance Secretaries of
the States, which must approve changes in tax bases or rates.

19. A number of the constitutional questions raised by Collor Plan I are discussed by Queiroz (1990)
and Martins (1990).

20. Ricardo's argument is found in the "Funding System" chapter of his works Ricardo (1951).
21. Ricardian equivalence in a modem and accessible context is found in Barro (1989). Other recent

treatments include Blanchard and Fischer (1989) and Frenkel and Razin (1987).
22. Although the proposition may be rescued from this objection via an "overlapping generations"-

model, the conditions under which the full proposition can be maintained are rather restrictive.
See Blanchard and Fischer (1989, chap. 3), for a discussion of this problem.

23. Some of the empirical difficulties in testing the proposition and empirical results of such tests are
reviewed in Liederman and Blejer (1988).

24. An econometric test, using the annual data on which table 5.10 is based, does not reject the hy-
pothesis that public savings are fully offset by private saving, but the power of the test is too low
to conclude that Brazilian savers conform to the Ricardian equivalence proposition. But the test
does reject the hypothesis that there is no effect of public saving on private saving.

25. For a modem statement of the structuralist position, see Bresser and Nakano (1984 t. The link be-
tween distributional inequity and populist choices is analyzed by Sachs (1991).

26. Downs (1957) analyzed voter choices for spending and redistribution in a political system which
does not require unanimity. Subsequent work by Buchanan and Tullock (1962) focused on the
political basis for income redistribution. Meltzer and Richard (1981) examined the effect of
changes in the franchise and in labor productivity in determining the size of government.

27. Even bequest-constrained individuals might oppose an increase in the deficit if the loss in welfare
from lower wages outweighed the gain from transferring consumption from the future to the
present.

28. For a discussion of some of these trends and their macroeconomic implications, see Puffert and
Jimenez (1989).
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Chapter 6

I . The link between the level of inflation and its variability has been noted in a number of inflation-
ary episodes. See for example. Fischer (1981). The relation between inflation and relative price
dispersion in Brazil has been discussed by Moura da Silva and Kadota (1982).

2. During most of the 1964-90 period both the Banco Central and the Banco do Brasil could act as
monetary authorities. Because it could operate as a quasi-monetary authority through its special
account, or Conta de Movimento, held with the Banco Central, the Banco do Brasil could in ef-
fect expand credit independently.

3. Savings deposits received monetary correction plus annual interest, which in the 1980s was about
6 percent.

4. With the acceleration of inflation, however, many time deposits and bills of exchange became
subject to a priori monetary correction.

5. Critics have also charged that the govemment has manipulated the indexation system for less no-
ble reasons. A catalog of such charges may be found in Silveira (1987).

6. This specific mechanism of negative arbitrage by the govemment became known as the ciranda
financeiru, or financial merry-go-round.

7. The specific law that regulates the foreign debts of public and private firms was Lei 4131. Foreign
borrowing under this law is discussed further in chapter 7.

8. This was govemed by Resolution 63, which was the analogue of Law 4131 for the banking in-
dustry. Another mechanism, Resolution 776, permitted firms to purchase exchange indexed
ORTNS forward from the banks, which in tum could also assume exchange risk by lending for a
price equal to its value in domestic currency.

9. The transformation of Brazil's extemal debt from a partly private one to an overwhelmingly pub-
lic debt is examined in detail by Cruz (1984).

10. The role of the nominal exchange in the inflationary process has received increasing attention.
See, for example, Kiguel and Liviatan (1988) or Dombusch, Sturzenegger, and Wolf (1990).

11. Among the best structuralist attempts to explain Brazilian inflationary experience are Bresser
Pereira (1984) and Bresser Pereira and Nakano (1984).

12. The intuition behind all three tests is that if X "causes" Y, then information about past values of
X may help in predicting Y This is the essence of the Granger test, which attempts to find out if
inclusion of past values of X in a regression of Y on previous observations of Y will improve its
predictive power. The Sims and GMD tests extend this approach to test leads, or future values of
X. If future values of X are unrelated to current Y, thcn Y cannot be said to "cause" X, although X
may or may not "cause" Y.

13. Rossi constructed liquidity-weighted indices for M2, M3, and M4. The latter aggregate is equal
to M3 plus time deposits.

14. Among the examples of this interpretation of Brazilian price and monetary experience are Car-
doso (1983), Rossi (1989), and Cardoso and Fishlow (1990). For earlier evidence that money
supply changes in Brazil have often followed price changes, rather than leading them, see Han-
son (1980).

15. Feliz and Welch test for the effect of forward looking expectations in the inflationary process by
using an approach employed by Campbell and Shiller (1987) and Diba and Grossman (1988) to
study asset price changes in a present value model.

16. The Chow test yielded an F-statistic of 36.254, decisively rejecting the null hypothesis of equal-
ity between the two regressions.

17. This effect, which postulates a negative relation between inflation and govemment revenue, is
examined in Olivera (1967) and Tanzi (1977).

18. The continuous-time estimate of the inflation tax is given by d = In (I + 7)MM, where Tx is the
rate of inflation and Al the monetary base. For a derivation. see Welch, Braga, and Andre (1987)
or Welch (1993).
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19. Although inflation is hardly a uniquely Brazilian problem. in the 1980-89 period only Argentina,
Bolivia, and Peru had comparable rates of annual increase. as measured by the implicit GDP de-
flator, averaging 335, 392, and 160, in comparison with Brazil's 228 annual rate. Comparable
data for another high-inflation economy, Nicaragua, suggests an annual rate of more than 3,000
since 1985. See World Bank. World Bank (1991), and Dombusch. Sturzenegger, and Wolf
(1990).

20. Some of the intellectual authors of the Cruzado Plan were clearly aware of the need to achieve
fiscal equilibrium in the medium and long run, even if they emphasized the critical role of expec-
tations in the short run. See, for example, Lopes ( 1986).

21. Keynes noted that it is "the form of taxation which the public finds hardest to evade and even the
weakest govemment can enforce, when it can enforce nothing else," (Keynes, 1923, p. 41, cited
in Corden, 19901

Chapter 7

1. A parallel breakdown of Resolution 63 loans by public and private borrowers is not available.
2. The rationality of private investors waiting for an extended period after a stabilization program

before beginning or resuming investment has recently been discussed by Dombusch (1990).
3. The changes in intemational banks' lending practices and the development of variable-rate loans

to sovereign borrows by syndicates of large commercial banks is discussed by Devlin (1989).
4. The procedure used here to measure the real interest rate on Brazil's extemal debt ex post follows

Barbosa and De la Cal (1992).
5. This outcome implicitly assumes that private savers do not increase their savings enough to offset

fully the fall in public saving, as the Barro-Ricardian equivalence argument maintains. The rele-
vance of this issue to the Brazilian experience is considered in chapter 6 of this study.

6. Although such outflows were relatively small in the 1970s, the substantial increase in the change
in Brazil's registered debt and capital flows as reported in the balance of payments suggests that
in the 1980s Brazil's net capital inflow was significantly reduced by the rise in Brazilian assets
abroad.

7. Brazil's extemal payments situation was exacerbated by it decision not to tum to the IMF in 1981,
following the deterioration of its borrowing capacity. This decision, which appears to have been
motivated by domestic political considerations, may have cost Brazil close to half a percent of
oDP in 1981, as a consequence of the higher spreads (see Bacha 1983). The impact of the forced
adjustment on Brazilian savings and investment has been analyzed by Dinsmoor (1990).

8. The use of an active crawling peg to aid in fixing price expectations in earlier stabilization at-
tempts in Argentina and Chile led in those cases to short-term capital inflows that produced se-
vere overvaluation, a problem that has been modeled by Dombusch (1980. chap. 12). This was
not the outcome in Brazil, since capital account policies did not permit similar short term inflows.

9. These values are in current dollars, as given by in Conjuntura Econdmica, various issues.
10. The "resource transfer" caused by Brazil's need to service the extemal debt are the focus of stud-

ies by Marques (1988) and Vianna (1988). For an interesting comparison of Brazilian payments
with German reparations payments after World War 1, see Fraga (1986). The problem is also ex-
amined by Langoni (1985), who as president of the Banco Central during the 1982 crisis was
deeply involved in the negotiations with Brazil's creditors.

11. The strains on domestic financial markets and the resulting high real interest rates after 1982 are
documented and discussed by Zini (1990).

12. Subsidized agricultural credit for coffee planting. for example, was available through the Banco
do Brasil in the late 1970s at rates of less than 40 percent. with no indexation, shortly before in-
flation rates were to rise to triple-digit levels. Credit for fertilizer was an even more attractive sub-
sidy, since these credits were available in the late 1970s at a zero interest rate.
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13. Initial investigations of the extemal-intemal interest rate relationship, using the LIBOR plus ex
post exchange rate depreciation showed that they were heavily affected by sharp changes in the
nominal exchange rate in particular periods. Given Brazil's approximate purchasing power parity
rule, price change appears to provide a better ex ante measure of exchange rate depreciation than
does actual ex post exchange rate depreciation.

14. In the extreme classical case in which the interest-elasticity of money demand is zero, corre-
sponding to a vertical LM curve, the crowding out is complete. even if the economy is not at full
employment. This case can be ignored in the Brazilian context, in which there appears to be a
significant interest effect on money demand.

15. Price controls applying to capital and intermediate goods could of course have the opposite effect
on final producers, who as a result faced quantity rationing of such goods in periods of scarcity,
as they did during the Cruzado Plan.

Chapter 8

1. In the immediate postwar period Brazil was close to having a fixed rate with no controls. Over-
valuation, however, soon exhausted the reserves accumulated during the war and led to exchange
controls.

2. One of the first serious analytical examinations of the parallel market was by Dombusch and oth-
ers (1983). This approach was later extended in a study by Pechman (1984).

3. Because a large part of Brazilian exports, particularly of manufactures, received various kinds of
direct and indirect subsidies in the post- 1964 period, this provided an additional incentive for reg-
istration of the export and the negotiation of the proceeds at the official rate.

4. The positive effect of the reduction in exchange rate uncertainty on Brazilian exports is examined
in Coes (1981).

5. The difference between changes in the Brazilian wholesale price index and the U.S. wholesale
price index accounts for almost all of the movement in the nominal cruzeiro/dollar rate in this
period.

6. For a number of nonstandard products (especially manufactures and some agricultural products)
that do not have perfect substitutes in world markets. Brazil faces demand price elasticities con-
siderably less than infinity. In this sense it is not a "small country," and has some influence on its
extemal terms of trade.

7. For a discussion of this problem and an attempt to quantify equilibrium real exchange rates for
some of the major industrial countries, see Williamson (1983a), who calculated "fundamental
equilibrium exchange rates" that take into account capital flows and other autonomous factors.

8. This characterization implicitly assumes that tariff protection is sufficiently high to be redundant,
and not simply to have the effect of raising the local price while permitting imports to continue.
A number of studies have found a high degree of redundancy in the Brazilian tariff system, as
well as a variety of nontariff barriers, which can also break the link between domestic and world
prices.

9. An estimate of the response of Brazilian manufactured exports to relative prices (including the
real exchange rate) by Cardoso and Dombusch (1988) showed a much stronger response than
earlier studies of Brazilian exports had suggested. A subsequent refinement of their model by
Coes (1990), with an improved specification and more accurate price data, indicated that the
price response of manufactured exports was even higher

10. Although the 1964 law originally covered only the minimum wage and the wages of federal em-
ployees, over the next two years the wage adjustment formula was extended to cover many of
Brazil's industrial workers.

I. For good summaries of the institutional setting and an analysis of the feedback mechanism, see
Macedo (19831 and Simonsen (1983). Macedo argues that the 1979 policy raised the inflation
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rate to a new level but that it did not lead to a continuous increase in the rate. The impact of the
shock of the early 1980s on the labor market is examined in Torres and others (1986).

12. In 1980 the policy was modified by dividing the higher income category (those eaming more than
ten minimum salaries) into three groups, with the highest group (those eaming more than twenty
minimum salaries) receiving no adjustment for inflation. Those with incomes between fifteen and
twenty minimum salaries received adjustments of half the inflation rate, and those between ten
and fifteen minimum salaries continued with an 80 percent adjustment. Distributional features of
the policy have been analyzed by Camargo (1980).

13. Between 1970 and 1979 the real minimum wage in Rio de Janeiro rose about 3 percent. while
that in Sao Paulo increased about 9 percent. GDP in constant prices more than doubled during this
period. For a discussion of the real minimum wage in the 1970s, see Wells and Drobny (1982).

14. Gregory (1968) cites Ministry of Labor reports showing that about half the employees in urban
establishments employing five or more workers had eamings that did not exceed the minimum
salary by more than 10 percent.

15. Calculated from data in 1GE, Esuatisticas Histdricos do Brasil (1990) and iiGE Anudrio Estatfs -
tie o do Br-asil (1991).

16. After 1981, IHGE published more detailed wage data, distinguishing between the eamings of
workers with formal wage agreements (carteira assinadaI and other workers and providing sep-
arate series for most of Brazil's important cities.

17. Estimates are from World Bank (1991). Real wages also declined in this period in Chile, Ecuador,
and Peru. Although they rose slightly in Argentina between 1980 and 1988, this was primarily
due to thc recovery from the 1970s. when Argentina was one of the few major Latin American
nations to suffer a decline in both per capita GDP and real wages.

18. It is possible for a country to be relatively open in both ways (as is the case with the United States)
or relatively closed in both ways (as was the case for the former Soviet Union). Sweden provides
an example of an economy that has been relatively open to trade, while restricting many kinds of
intemational capital transactions by its residents.

19. Although the modest tariff liberalization of March 1967 played a part, the main policy change
behind the increase in imports in this period was the widespread exemption of favored imports
from fomial restrictions, as well as a willingness of CACEX, the foreign trade administration. to
approve import licenses.

20. Brazilian commercial policy and administrative controls in the 1964-74 period are examined in
more detail in Coes (1991).

21. One of the most thorough investigations of Brazilian capital fight is by Meyer and Marques
(1990).

22. The large capital inflow can be viewed as a financial transfer that had to be matched by a real
transfer to maintain extemal equilibrium. The extent to which relative prices must change to ef-
fect the real transfer has been the subject of discussion by international economists since the issue
was raised by Keynes (1929) in the context of post-World War I Gemian reparation payments.
For a modem discussion and references, see Bhagwati and Srinivasan (1983, chap. 12).

23. The relation between wages and the exchange rate was analyzed soon after the extemal shock of
the early 1980s by Braga, Castelo Branco. and Malan (1985). The distributional effects of cor-
recting a balance of payments deficit are discussed in a paper by Cline (1983) and in comments
on it by Dombusch (1983). who argues that intemational capital mobility and labor immobility
force labor to bear a larger share of the adjustment burden.

24. Under the assumption that imperfect capital markets did not permit intertemporal shifting of in-
come, concave utilities imply a preference for a more stable real wage path. The large spread be-
tween the cost at which Brazilians could borrow (assuming they could at all) and the rate of
interest paid on their savings virtually eliminated any intertemporal shifting of income to smooth
consumption.

25. National accounts data (IFiGE, Estatisticas Hisuticias do Brasil, 1990: and Anuario Estatistico do
Brasil, 1991) indicate that wages, salaries, and other employee remuneration as a share of GDP

fell from 40.7 percent in 1970 to 39.9 percent in 1985.
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26. If certain categories of labor are intemationally mobile, or "tradable," they may escape the bur-
den of the real depreciation to some extent. A recent increase in the international migration of
more highly skilled Brazilians may be partly explained in these terms.

Chapter 9

1. The effect of increases in the assumed initial capital output ratio, which affects only the initial
conditions of the simulated path, gradually die out over time. Differences in this parameter are
therefore more important in the early years of the estimates.

2. The labor force definition used here is IBGE's "economically active population" (populaqdo eco-
nomicamerite ativa).

3. If the ICOR is defined as dKIdY = I/dY, where I is net investment, it is undefined at dY = 0. For this
reason ICOR estimates for Brazil in the 1980s are less informative than those of the preceding dec-
ade. since average output growth in the 1980s slowed to levels close to zero.

4. As ln(Ut) is always less than zero, the actual regression is redefined by the value of the largest residual.
5. Castelar and Matesco's (1989) estimates indicate that the economy was operating within I per-

cent of full capacity in 1974. 1976, and 1980.
6. Since constant price investment series are not available before 1970, ICOR estimates in that year

or earlier must be based on current price series. The current price and constant price series are
not identical, since the implicit GDP deflator published by IBGE is not always equal to the deflator
for fixed capital formation. In order to isolate the long-term behavior of the series and separate it
from cyclical trends. Castelar and Matesco (1989) estimated it as a time series that combined cy-
clical and other components. The estimated cyclical component was then removed to obtain the
adjusted series that is reported in table A.17.

7. Investment in residential housing was not always profitable. Rent controls during the 1980s, par-
ticularly during the Cruzado Plan, imposed large losses on many Brazilians who had attempted
to eam an inflation-proof income from such investments.

8. The Campos-Bulhoes economic policy team that implemented the 1964-66 stabilization pro-
gram recognized the pitfalls of using state enterprise prices directly to repress inflation. Prices in
a number of sectors-including railways, power, and other services-were raised sharply.

9. These eight enterprises accounted for at least 90 percent of public enterprise investment in the
other years for which data are available.

10. Unpublished estimates by (IPEA) (1988) place federal spending per university student at levels of
more than fifteen times the expenditures per student primary and secondary school student.

11. The probability of power shortages by the end of the 1980s was projected by Eletrobras to be well
above traditional levels, owing to low investment in the distribution system, despite the plans to
bring the ltaipu project into full production by 1991.

12. In some larger cities, the delay in obtaining new telephone service was as much as eighteen
months and drew frequent complaints from irate consumers in the Brazilian press.

13. The nuclear reactor at Angra do Reis. on the coast near Rio and Sao Paulo, has been so problem-
ridden and the power supply so intermittent that Brazilians have irreverently baptized it the Va-
galume (firefly).

Technical Appendix

I . An early but still useful and frank discussion of Brazilian national income accounts is Zerkowski
(1965). Contemporary explanations include IBGE'S own discussion in various issues of the
Anudrio Estastica do Brasil.
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2. Note that the "inflation tax" is not identical to seigniorage, which is total government revenue
from money creation. It is one component of seignorage, which would still be eamed if real in-
come were increasing but inflation were zero.

3. See, for example, Rossi (1988).
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