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ABSTRACT

There is a widespread view that very often the behaviour
of the public sector in Brazil, as in other Latin American
countries facing similar external economic problems, has been
detrimental to the adjustment effort that was required from the
economy, amplifying therefore the difficulties to be faced, and
contributing to make harder the role to be played by the private
sector in the adjustment. The purpose of the paper is to examine
the behaviour of the public sector along the various external
adjustment processes of the Brazilian economy since the early
seventies, and to analyse to what extent the mentioned widespread
view is really true in the case of Brazil.

SUMARIO

E° bastante generalizada a visi3o de que frequentemente o
comportamento do setor piblico no Brasil, bem como em outros
paises latino—americanos que tém estado d4s voltas com problemas
econtmicos externos similares, tem sido prejudicial ao esforgo de
ajuste requerido da economia, amplificando as dificuldades a
enfrentar e contribuindo para tornar ainda mais penoso o papel a .
ser cumprido pelo setor privado no ajuste. 0 objetiveo deste artigo
e examinar o comportamento do setor pdblico durante os varios
processos de ajuste externo da economia brasileira desde o inicio
dos anos setenta, e analisar em que medida as evidéncias
disponiveis comprovam a veracidade da referida vis3o no caso do
Brasil.



Q. Introduction

Q.1 Since the mid-seventies the Hrazilian economy has gone
throﬁgh several i1mportant external shocks as a result of marked
cthangess that have‘been taking place in the world economy,
involving commedity prices, international interest rates,
recession in the industrialized economies and availability of
foreign credit to less develeoped countries. Many aspects of such
shocksz and the overall adjuztmeni processes imposed on the
Brazil:an economy have been extensively zﬁudied along the last few

vears and there is already a considerable literature available on

the subject. 72
LRI ' However, more specific aspects of those processes have

beern ohject of much less research effort than they deserve. That

.

th

certainly seems ©o be the case of the role played by the public
sector in the adjustment processes. There is a widespread view
that very Uften”the behaviour of the public sector in Brazil, as
in other Latin American countries facing similar external economic
rotslens, has been detrimental to the adjustment effnft that was
reguired from the economy, amplifying therefore the difficultien
to be ftaced, and contributing to make harder the role to be played

by the private s=ector in the adjustment.
0.3 The purpose of this paper is to examine the behaviour

of the public sector along the various external adjustment

processes of the Prazilian ecornomy since the early seventies, and

2 For some recent contributions see Carneiro [1984b1 and



2.

to analyse to what extent the mentioned Widespread view 1s really
true in the case of Brazil. The next section outlines the sequence
of external shocks and the resulting overall pattern of adijustment
folldwed by the Brazilian economy, in order to provide a
background for the more specific discussion that comes next.
Section 2 contains an analysis of the behaviow of the public
csector till 1980. Section 3 covers,tﬁe ensuing recession period
and the recovery. The final section analyses the overall
adjustment pattern followed by the public sector and some
important consequences it imposes on the growth prospects of the

Brarzrilian economy.

1. An Overview aof the Background

1.1 The sequence of shocks and the overall pattern of
Cadjustment foll&wed by the Brazilian econamyvare wall known.
Firstly, terms of trade were very badly affected by the sharp
increase in oil prices in late 1973, The mounting balénce of
payment difficulties led to the adoption of a growth—-cum—debt
adjustment strategy. Government refused to abort the rapid growth
process that was taking place in Brazil since the late sixties. /3
Instead, a bold import substitution and export prbmoting |

investment program, involving both public and private sectors, was

Carmeiro (19871].

3 The military government’ s fierce commitment to a rapid
expansion of the economy was viewed as important in helping to
legitimize the authoritarian nature cof the regime. See, for -

example, Skidmore (19723).

L2l



3.

adopted, as favorable foreign credit availability seemed to remove
problems that might stem from the finaﬁcing side. /4 On the basis
of a steeply increasing foreing debt, the BDF growth rate was
maintained above 7% from 1974 to 1977. Even so the trade béiance
deficit was eliminated in 19277, as may be seen in figures 14 and
iB. The i1mprovement in the trade balance resulted in part from
bettering terms of trade and fast expanding exports, but also from
the possibility of keeping imports practically frozen at the 1974
level, since there was much slack to be taken up. As it was
alleged, conditicns remaining the same, the economy would start to
generate a sizeable trade swplus, and a new equilibrium in thebw
foreign accounts —— though involvinglhigher indeptnesz - would be
guickly attained. /95 .

1.2 Unftortunately conditions did nat remaiﬁ the same.
fotually they chanaged dramaticaily. In 1978 terms of trade started
to rapidly worsen again. /6 That trend was enhanceéd by the new
0il shock in 1979, to which the économy'waﬁ especially vulnerable
since hardly an? adjustment in its energy demand pattern had taken
place since the previous oil shock, as there had been to ma jor
changes in the energy pricing policy yet. Nevertheless, the

import subetituting and export promoting investment programs were
.maintained and the average GDF growth Fate was kept at 7% during

the 1978-80 period. Large trade deficits became the norm again. On

4 A detailed analysis of the growth—cum—-debt strategy and the
planmed investment program may be found in Batista [19947..

G The adjustment through i1ndebtness strategy had measnt an

increase in net foreign debt from US$ 6.6 bilion in 1973 to 3.8
bilion in 1977 and the net debt-esports ratio had risen from .99
to 2.04 over the same period.

& Mainly as a result of falling coffee and cocoa export
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Figure 1B
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the other hand, on the wake of the significant rise in
international interest rates, interest payments scared, fueled ,
additicnally, by the fastly swelling foreign debt. At the end of

e

the decade the debt service was already equivalent to
approximately Z/3 of the exports value. The stage was set for the
deep +foreign exchange crisis that followed.

1. In late 1980, as the balance of payments situation was

4

becoming untenable and the annual inflation rate reached 100%, the
axpansionist macroeconomic policy was finélly abandorned. Demand
control measures were impoased whereas export promoting policie5>;5
well as externasl borrowing incentives were énhanced. In 1981, for
the first time since the late forties when official national
accounts estimates started to be published, the ébP growth rate
became negative (-5.4%) . Anieven deeper recession was avoided at
first =ince the possibility of juat concluding 505& of the large
import-substituting and export promoting investment projects —;
that had been ugder way since the mid-seventies —— precluded a
sharper fall in aggregate investment. In 1982 there was again a
positive, though =small, GDP growth rate. However, the'gerimuan&gs
of the balance of payments situation after the interruption of
voluntary loans from the internaticornal’ private banking =zystem,
following the Mexican moratorium in the second half of that vear,
led to the adoption of more stringent contractionist measuresQ
élready under the surveillance of the IMF. Aggregste investment
was severely reduced and in 1982 there was again a 2.9% fall in

6. From 1980 to 1983 per capita aggregate output was reduced by

prices.



almost 12%. /7

1.4 Fartly because of the recession and partly because of
‘the structural changes that the matuwring of the import-
substituting and export promoting investment effort finally made
possible, the BHrazilian economy managed to make a surprisingly
large external adjustment in only three vyears:, /8 Desspite
practically stagnated exports, largely duse to the recession in
industrialized countries and reduction in import capacity of debt
ridden Third Narld_trade partners, the trade balance deficit of
2.8 billion observed in 1980 was turned into a 6.3 billion surpias
in 1983, The imports—-GDF ratio was reduced from 9.2% in 1980 to
7«3% in 1983, In the following year B;axilian exports could at
last increase very fast in the wake of the expansion of world
trade fueled by the growth of the American economy. As there was
also & further significant fall in imports in 1984, the result was
a 13.1 billion dollars trade surplus that allowed the economy to
service its huge 100 bhillion doliars foreign debt and still start
to grow again. ThE imports—-GDF ratio was further reduced to oniy
2.9%, notwithstanding the acceleration of GDF growth to 8.3% in
1985, fostered by lowering international interest rates and

Fallihg imported oil prices.

7 For further details see Carneiro [19873.

4 The important role playsd by thuse structural changes is
stressed and extensively analysed by Batista [19861 and Castro and
Souza 198537, :

yo



2. Fublic Sector Behaviowr During the Growth-cum—Debt
Feriod, 1970-80

2

2.1 It is worth starting with & short comment on the
structure of the Brazilian public sector and the nature of
relevant available data. As in many other countrieg, naticnal
accounts estimates in Brazil treat public enterprises as belonging
te the private sector. /9 The public sector is supposed to
include strict govérnmental activities. That means the most
conepicuons government zgencies as well as all decentralizedv
public agencies that carry on governmental -activities, at 1ocal,w
state and federal level, but not public enterprises. Legal
dietinctions appart, the main difference between publiﬁ agencies
arnd thoze enterprises would be the fact that the latter carry on
praductive activities which are basically financed from the sales
cf the resulting gonds and Seﬁviqes. /710  The unavoidable adoption
of a broader concept of public seédtor in this paper involves,
therefore, an effort to complement national accounts estimates and
public finance data, both referring to government itself, with
infarmation on public enterprises during the period under
analysis. Unfortunately such kind of information is much harder
to come by. There is no alternative but to use data collected on a
much less systematic base and often involving an ihcomplete
‘coverage of public enterprises. In what follows the behaviour of
the government sector ané the behaviour of public enterprises will

be analyzed separately at first, and afterwards there will be an

effort to reach conclusions concerning the public sector as a

= See Fundacéa Getdlio Vargas L197213.
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28. The Government Sector

2.2 ’ There is of course a multiplicity of dimensions that
might be considered in a full evaluation of the the government
sector®s behaviowr in any economy over a period of time. It has
becom= usual to start such an evaluation by examining the
evolution of classical qgovernment size indicators such as thé tax
burden and the public enpenditures-GDF ratico. In the early N
seventies aggregate taxes corresponded to slightly more than a
quar ter uf'GDP in Hrazil. In comparison to olther less developed
countries’ tax burden that ratio may be considered as relatively
high, though it is certainly very low in compérison to most
industrialized economies®. The hqdernization of the Brazilian tax
system, launched in the mid sixtiés, as well as the very high GDF

growth rates that were observed since 1968, had allowed a

substantial increase in the tax burden since then. /11

2.3 As may be seen in table 26, over the 1274-80 period

there was a clear reduction in tﬁe tax burden. As a result of that
trend the aggregate taxeé-GDP ratio in 19280 was approximately 1.7
percentage points belew the average ratic observed along the 1970-

73 period, meaning an almost 7% fall in the burden. There was an

10 See Hanson Costa (19857,

i1 See Maneschi [1972]1 for a good synthetic account of the tax
reform of 19646 and the improvements that were obtained in the
cefficiency of tax collection and administration, as well as the

resulting effects on tax reveue.
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11.

important change in the composition of the aggregate tax revenue
but the increase in the importance of direct taxes was not enough
to offset the fall in the indirect taxes burden. & much sharper
fa]lvhowever-was observed 1in government’s disposable income as a
proportion of GDF, that might be roughly associated to the net tax
burden, which is the relative weight of aggregate tares less what
is given back to the private sectar in the form of transfers and
subsidies. /12 Government's disposable income is certainly a
better measure of what would be government™s command over the
economny’ s recsouwrges and production if it éould have no recourse to

an increase in public debt.

2.4 During the 1970-73% period government®s digpoasable
income &% a praoportion of GDF was on the average'élmost 17%. In
1980 it had been réduced tDAapprmximately 10%. as may be seen in
table 2. That sharp reduction muﬁt be ascribed in the first place
to a rapid increase in subsidization. Subsidies as a proportion bf
BDFP in 1980 were approximately three times Higher than what they
were, on the average, along the 1970-73 period. /13 Eut it must

alesoc be ascribed to a rise in the importance of transfers. That

rise was less relevant in the case of assistance & social security

transters and much more relevant in the case of interest on public

12 The difference between the net tax burden and government®s
digposable income is the fact that the later also takes into
account other government current revenues, besides taxes.

| & The several goods and services which were subsidized during
the period under analysis include wheat, domestically consumed
cotfee and sugar, exported sugar, and metropoelitan passager rail
transportation. Many other zgricultural goods were also benefited
through the government geranteed minimum price policy. It should
alco be mentioned that liguid fuel prices were subsidized, as a
result of the partial shifting of imported wil price rises and the
maintenance of a single national price policy for each kind of
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debt. /14 As in the national accounts tﬁe remaining transfers are
in fact subtracted from cther CUFFEﬂt‘FEVEHUES, it 1s the rapid
increase in those latter transfers that explain why the item
"other net current revenue" becomes negative after 1972, also
contributing to the sharp reduction in government;s disposable

income ags & proportion of GDF.

2.5 It is important to analyse what was govermnment’s
adjustment to such a reduction in its disporable income, the main
determinant of its command over the economy55 resources and
production. As seen in table ZB, there was in farct a fall in
gavernment®s consumption as a proportion of GDP during the 1974-80
period. In 1980 that proportion was approximately 1.9 percentage
paints below the 1970-73 average, what means a 17%4 fall in the
importance of government’s consumption. Fart of that fall was due
to the fact that government®s pﬁrcha%es of goods and services did
rnot grow as rapidly as the aggregate output. But tﬁe largest part
of i1t was the result of a steep decline in government’s payroll as
a proportion of GDF from an avérage of 7.94 in 1970-73 to 56.18 in
1980, as shown in table 2ZH. The available evidence indicates that
such decline stemmed basically from a fall in real wages and

salaries paid by government and not from a reduction in the number

fuel 1n a continental size country.

14 . MNotice that, following a common procedure, interest
payments on public debt are treated in the Brazilian national
caccounts as transfers to the private sector. Therefore, the
government’s disposable income concept implicitly considers those
payments as a part of the private sector’s income, what goes
against Farro’s well known argument. But the corncept is perfectly
consistent with the equally well know criticism to that argument.,
that basically points to the fact that economic agents are in
general very differently affected by interest payments on public
debt on ore side, and the need to increase taxes in the future on
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of government®s employees per unit of GDP.

2.6 In fact there is. a striking paucity of reliable
information on public employment in Brazil during the seveﬁtiea.
Rezem&e and Castelo Branco [1976]1 estimate that in 1973 Overalf
government employment (what includes descentralized agencles, hut
excludes public enterprises) was approvimately 2.9 million,
equivalent to 8.1% of the working population. EBut they are careful
enough to warn about the precarious data base of their own
estimate. For the eiohties more reliable cfficial estimates have

become avaiable. Government employment in 1980 would have reached

-y A

d.3 million, or approximately 7.&% of the working population. /15
2.7 On the other hand there is strong evidence that, at
least in the federal central administration —-- which according to
Rezende and Castelo Branco was fesponsible for approximately 1/4
of the overall government employment in 1973 —— thére Has a
substantial reduction in public émployeés’ real wages and salaries
along the seventies. Abreu [19@4] estimates a A7% reduction from
1970 to 1980. /16 As the federal central administration™s real
expenditure on personnel increased (30% along the same period, he
calls attention tos the fact that there is room to believe that the
."quantgm” would have risen Significantiy. But he also carefully
points out that such "quantum” would probably ove;egtimate the

actual behaviour of empluyhent. Fromotions, seniority rights and

the ather side. See Rarro [19741 and 4o example Buiter [198%3.
15 As will be seen in table 30 in section . '

16 See also Escobar [19841. The federal central
administration doke not include decentralired federal agenciles
that carry on governmental activities.
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the fact that there was & considerable ihgreage in military
personnel s real Salarjes during the period would all make the
”quantuh” a distorted estimator of the number of e¢ployeeg. Eut
there sezams to be no doubt that there was some increase in the
federal centr;l administration employment. Reliable evidence on
thé evolution of both employment and salaries in other segments of
the government sector is more difficult to obtain, but it is very
hard to believe that the reduction in the importance of
government® s expenditure on persqnnel would have stemmed from any

fall in the number of public emplovyees. /17

2.8 Notwithstanding the impressive fall in government’s
consumption as a proportion of GDF, it is clear that the thrust of
the adjustment to the sharp reduction in governmernt’s disposable
income actually fell upon its saving capacity, following the line
of least political resistance. As shown in table ZE, in the early
seventies government’®s saQings were on the average equivalent to
VS.B4Z of the GDF; what means that approximately 1/3 of
government’s disposable income was saved. That high Savings
propensity fell steadly from 1974 on, and in 1980 it had become
something slightly above 10%. Government’s savings as aAproportiQn
ot GDF in that later year corresponded‘to less than 1/6 of what 1t

used to be in the begining of the decade.

17 It ¢should be pointed out that even though there was a rise
in militery personnel’s real salaries along the seventies, total
military exwpenditure as a proportian of GDF, at 19680 prices, fell
trom more than 2/ 1n 1970 to only .5% in 1980. The latter seems
strikingly low by Sollhy American standards, =zince the
corresponding percentages in 1980 were 2.9% in Argentine, 1.5% in
Colombia, 6.4% 1n Chile and 7.2% in Perug. :

i
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2H. Fublic Enterprises

2.9 A menticned'abmve, in Drﬁer to have a complete picture
of the behaviouw of the public sector as a whole, one has to
complement the analysis just developed with an account of what
happerned to public enterprises during the 1970-80 period. Table 20
was computed using what seems to be the best available aggregate
data on the subject, that untfortunately refer only to federal
public enterprises. Actually, those make up by far the most
important part of the public enterpriées’ sector in Brazil, but is
important to have iﬁ mind the fact that state and local
enterprises are not included in the data that will be used here.

/18

2,10 Table 2C presents the evolution of fhe aggregate
revenus and expendituwre of federal non-financial pﬁblic
enterprises, as a proportion of the BDF, broken down in their main
companents. It surely would not make any sense to just add up the
total revenue or expenditwe figures obtained in that table to the
ones that may be obtained in table ZA, which refers to the
government sector, in order to have a full picture of the
evolution of the size of the public sector as a whole during the
period. The picturé that one would get would be totally distorted.
Government’™s expenditwe as a proportion of GDF is a good
indicafor of 1ts potential command over the economy™s aggregate

output. However that is certainly not true in the case ot public

18 An estimate referring to 1978, ascribes 80%Z of the total
net worth of non—financial public enterprises in Brazil ta federal
public enterprises. See Vis&o [19791, ©. 484.

yoes
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enterprises’ expenditures. More than S04 of those expendituwres
have been made on the purchase of intermediate gocds and sevices,
as may Ee checked in table 2C. That has nothing to do with command
over the aggrggate output of final goods and services. Another way
to make that point clear is to observe that if one adds up the
expendituwres of all enterprises ——- public and private -— in any
economy, one would suwrely obtain a sum well in excess of that

econamy’s GDF, as is well known. /19

2.11 A more careful approach is needed therefore. There is
no deubt however that the data presented in table 2C indicate a
substantial increase in the importance of public enterprises in
the Erazilian economy over the seventies. Almost every expenditure
or revenue component shown in the table has risen considerably as
a propoertion of the GDF. Before examining table 2L in detail, it
sthiould be pointed out that there is at least one véry simple
explanation for that trenﬁ! The main sectors that are dominated
by public enterprises in Brazil have grown much faster than the
economy as a whole. To avoid the possibility of any interpretation
difficulties that could be raised before the presentation of
evidence in support Df this point based on value of proaution
data, the evolution of the main public enterprises’® physical
output indicators during the seventies is presented in table 2D.

/20 It may be seen that during that period the rise in nhysical

19 See Werneck [198ébl for a detailed discussion on the
misleading conclusions (and policy proposals) that have been drawn
from a careless interpretation of public enterprises’ expend: tures
as & proportion of GDF in Brasil.

20 Such interpretation difficulties would stem from the
effects of the pricing policies for the goods and services
produced by public enterprises on the evolution of their curfent

-
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TABLE 2D

BRAZIT., 1970 - 1979
PHYSICAL OUTPUT OF SELECTED PUBLIC ENTERPRISES PRODUCTS

BY UNIT OF GDP

Scctoral Cutput

Indexes Output Indexes | per nit of Peal GP Indexes
(1970=100) (1870=100)
Year 1979 1979
Real GDP . 210 ‘ -
Iron Ore 272 130
Flat Steel ' 273 - 130
Electricity : 320 : 152
Rail Freight 351 167
Telecommunicationsl 312 148
Postal Services2“ 397 189
Processed Crude 0il 218 - 104
Petrochenical Nephtha 5403 ‘ 2573

Notes: (1) Number of installed telephone terminals; (2) Number of
posted objects; (3) For naphtha production the adopted

base year was 1972,

Sources: Output indexes for iron ore, flat steel, electricity and
rail freight were computed from data presented in Trebhat
{1983). Data needed for the remaining indexes wvere

obtained in aAnuario Estatiéﬁico do Brasil, IRGE, several

issues.
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25,
operational expenditure components. Partigularly imoortant was the
213% increase in the expenditures on goods and services as per
cent Df‘GDP along the decéde, since those outlays corresponded to
approximately 2/73 of public enterprises total operational
expenditures in the early seventies. That behaviow was largely
do@iﬁated by the rise in the price of imported oil, that gave
place to the two clear shifts observed in the series in 1974 and
1980. On the other hand, one should’remember that Brazil was
notoricusly slow in adjusting domestic il products prices to the
changing world market Conditi0n5; 24  When the adjustment came, a
large part of it took tHe form of higher taxes on @il products. -
That is what explains the sudden increase in the importance of
public enterprises’ expenditures on production related taxes from

1979 on, as shown in table 2C.

2.17 In what concerns the evolution of other current

expendi tures, the remarkagie fact was the explosive behaviour of
the financial expenditures. From 1970 to 1980, those expenditures,
measured as a proportion of GDP, increased almost IOCOZ, as

may be observed in table 2. As will be seen below,
notwithstanding their’falling‘self—financing capacity, federal
public enterprises increased significaqtly their investment effort
along the =seventies. A growing fractién-of investment ocutlays was
financed by foreign debt. Financial costs rose accordingly, ané as
international interest rates soared by the end of the decade
public enterpriées were very badly affected, particularly after

the maxidevaluation in late 1979%. The fact that their profits

24 As will be seen below in table 26, in 1978 fuel il and

v
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becams tavable inm the mid seventies contributed to a further

increase in their current expendil tures,

2.18 There were there?ore many factors from the exp@ndituré
side contributing to the reduction and eventual disappeararce of
federal public enterprises’ current suwrplus along the Eevehties.
However, the impact of those factors could have been extensively
offset by the effects of the pricing policies for the goods and
services produced by those enterprises. Bu£ as inflation rates
tended to increase‘from 1974 Dn,‘there was & rising temptation to
use public enterpriées’.prices and tariffs as anti-inflation =
palicy instruments. That led to a consistent reduction in real
prices and tariffs along the whole second half of the decade, the
oniy exception being oil products pricesQ as may be seen in table
26. From 1975 to 1980 that reduction reached apﬁroximat&ly 24% in

thz cass aof electricity, 2% in the case of telecommunicaticns,

P

S04 in the case of flat steel, 16% in the case of pastal services
and 39% in the case of gas. As méntianed above, the rise in real
prices of cil products was moreuthe result of tax rises than of

an 1ncrease in priées received by the broducer. In consequence of
the adopted pricing policies, the growth of public enterprises’
aggregate sales of goods and services over the seventies was
totally out of line;with the rise in their costs. While aggregate
dperational expenditures, as a proportion of GDF, increased 1817%
and curkentrexpenditure 1853%, the rige in aggregate sales of goods
and services as per cent of GDF was only 114%. The current surplusg

had to drop accordingly. Falling real prices and tariffs meant to

Tore

diesel oil real prices were only I5% higher than in 1973.
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28.
transfer an enlarging part of the benefits that were stemming from
the expensive investment projects public enterprises had been
developing along the seventies to the rest of the économy. That
increased even more ?hose enterprises® difficulties to ceée with

the soaring interest payments on the huge debts they had assume to

be able to finance those very investments.

2.19 As may be observed in table ﬁE, federal public
enterprises became ‘increasingly dependent on government resources
and debt capital to carry on the;r investment programs. Actually,
from 1979 on, gDvernmen£ transfers and subsidies we?e needed to
cover part of their aggregate current expenditures. fAis alsa shown
in table 2E, federal public enterprises® aggregate fimancing
requirements were merely (4677 of GDF in 1970, when they were
equivalent to less than 1/4 of their capital eypenditures. Ten
vears later those requirementsfcarresponded to 10.8%4 of the GDF.
Around 1/5 of the financing came ?rom government fundse and 4/5

from borrowing.

2.20 Such fast increase.in the financing reguirements is due
not only to the behaviour of public enterprises’ current surplus,
but also to a signficant enhancement Gf'their investment effort.
Accofding té table 20, federal public enterprises’.§ixed
investment, as a propoi-tion gf GDF, increased from 2.84% in 1970
to 8.20% in 1980, almost tripling during the period. That meant a
'rige in the share of federal public enterpricses? {ixed 1nvestment
in the economy’s total gross fixed investment from 15.1% in 1970
to IV7.3% in 1980, A large part of that r;se‘reflects the crucial

role attributed to public enterprises in the import-substituting
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and export promoting investment program, that constituted the core
of the long-run strategy of adjustment of the Brasilian econocmy to
the extérnal shocks in the seventies. /25 But it élsg reflects
the fast growth over the period in the demand for qoods and
services produced by those enterprises —— already cbserved in
table BD. -— and the above average incremental capital-ocutput
ratios that prevail in most of the sectors in which public

enterprises operate in Rrazil.

2,21 Although public and private investment piayed A -
complementary roles, one may ask why such a prominent role in the
investment effort was attributed to public enterpricses during the
seventies, precissly when the econamic policy was most
conservative and market oriented in Brazil. The key to the proper
answer to that guestion is the‘realization ot the financing strain
that enduring rapid growth is bouﬁﬂ to put on any economy. Facing
suceszive yvears of fastly expanding demand and continuously
endeavoring ta keep their market shares, private domestic
enterprises began to present glear signs of financial overexertion
by the mid-seventies. Actually, as the Brazilian financial system
lacks a stong new lssues stock market, private domestic
enterprises have to finance their expansion relying basically on

retained earnings and borrowing. With the acceleration of the

25 See again Batista [19841 for further deteils on this point.
It is 1mportant to notice that a large part of the impoart
subztituting efrort was left to private enterprises. A good
evanple ig the invesztment program designed to permit the
widespread substitution of alcobhol for gascoline asz a car fuel.
Thouwgn setrongly subsidized, the investment effort was almost
JLotally carried on by privete enterprises. '



economy’s growth in the early seventies énd the relative
exhaustion of the possibility of getting higher profit rates
throughAreal wages reduction, private domestic enterprises plunged
into debt as ﬁhey tried to keep pace with the enpansion of their

respective sectors,

2.2 Meanwhile, faced with financially constrained private
domestic enterprises on the one hand, and the need to expand
certain sectors very rapidly, and yet wishing to aveid foreiagn
doninance of such sectors, on the other, government was often left
with no choice but to resort to public enterprises, in order to -
prevent the formaticon of bottlenecks that could eventually
jeopardize the whole growth project. It was remarkable that a long
period of strong conservative control of the Brazilian economic
policy ended up in-giving the public sector anm unprecedented
impartance in the economy, certainly much greater than that which
would seem appropriate touthe very mentars of such policy, back in
the mid sixties. The already mentioned strong commitment to a
rapid expansion of the economy - viewed as important in helping to
legitimize the authoritarian nature of the regime ~ seems to have
overcome certain aspects of the liberal

sconemic palicy pledge, forming a pragmatic stand on some issues,

ecpecially those related to the reole of public enterprises. /2

26 It should be mentioned that along the seventies the
Erazilian government mads every effort to increase private
demestic enterprises financial ability to grow. The varied set of
pelicies, mainly ioplemented through the official National
Econcmic Development Hank, 1nvolved highly subsidized partially
indered iong term loans, subscription of private enterprises’
equity capital by the Bank, subsydized financing of voting shares
zubzcription by controlling shareholders, as well as a raise in
the upper legal Ffraction of the total equity capital that a



2C The Consolidated Fublic Sector

Table ZH was the result of an effort to consolidate the

2.2

-

o

available separate informations on the behaviouw of the government

1

cector, on one hand, and federal public enterprises on the other
hand, which have been used in this section. The table reveals that
the rise in the importance of public sector’™s fived investoment was
substantially less remarkable thgn in the case of federal public
enterprises”™ fixed invegtmemt only. In 1970, public sector’s fixed
investment already represented 7.26% of the GDF or 38.46% ot the
economy’ s gross fixed cepital formation. Ten years later the
corresnonding percentages were 10.52% and 47.80%. - The reason for
that was the fall in the importance of government’s investment
along the decads. It is clear that most of the public sector’s
investment effort along thé seventies was comentrated in the
expansion of production capacity within public enterprises. Public
Sucial’investment was undoubtly reiegated to a Secondary position.
The maintenance of the rapid growth strategy required the
postponement of a longly needed deeper social investment effort.

Rapid growith in bound to be an extremely disharmonic and strenucus

corporation may i1ssue in the form of non—voting shares. Even so
private domestic enterprises operaticns i1in the fastest growing
sectors remained +inanclaily strained. Some of those pelicies
amounted to a substantial giveaway of public resowces to private
domestic enterprises, a practice that was carried on the very las
limits of what was politically feazsible given the authoritarien
nature of the regiae. For a discussion of that experience .and the
difficulties 1nvolved in chanelling encough pubiicly generated
savings in private domestic enterprises, in order to kllow then to
e<pand aw fast as the rapid growth program reqguared them to, see
Werneck L19771 and Werneck [19807. :

31.
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process. The lagging behind of sccial investment was only one of
the many clear signs of such disharmony in Brazil during the

ceventies., /27

2,24 A%ter subsidies, transfers and "other governmert
caéital expenditures" are re—-estimated net of flows to federal
public enterprises, one obtains in table 7H adjusted estimates of
government’ s disposable income, that are somewhat higher than
those presented in table ZE above. One also gets much higher
estimates of the importance of gévernment’s savings. But the fall
irn those savings over tHe seventies seems to have been evern -

steeper than that observed in table 2E.

2.2G According to the data shown in tabhle 2H, public
sector’s consolidated borrowing requirements would have reached
moye than 11% of the GDF in 1980, after & very fast increase in
the late seventies. It was not possible to Dbtain’informétion on
all the compornents of public sector’s debt over the seventies.
Table 21 presents the eveolution of some of those components as per
cent of GDF, but unfortunately dees not include any information on
public enterprises’ or decentralized agencies® domestic debt. fAs
shown in the table, the increasing indebtedness of the public
sector stemmed less from a rising sfoék‘o% government bondse held
by the public than frem an explosive increase in foreign debt énd
in private sector’s forelign currency denominated deposits fn the

Central BRarmk. That made the outstanding debt extremely vulnerable

to the behaviouwr of the real exchange rate. The value of the

27 Ore may tuwrn to Hormai [19721 for an insightful discussion
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outstanding debt as a proportion of GDF imcr@ased significantly in
“the wake of the late 1979 maxi--devaluation. On the other hand,
public sector’s interest payments waﬁld rise steeply as

international interest rates soared in the late seventies. /28

3. Fublic Sector Behaviour during the Debt Crisis, 1981-85

3A The Government Sector

-1 Fartly as a result of the recession and partly as a

2

result of the effects of the sharp actéleration of inflation an
the real value of collected taves, the téx burden was
substantially reduced from 24.1% in 1780 to 21.72 in 1984, as may
be seen in table 3A. But in conseqguence of the ausferity measures
designed to curb public expenditure, there was a significant
cutback of subsidies as a proportion Df_GDP; from 3.63% in 1980 to
1.58% in 1984. The importance of assistance & sccial security
transters in 1984 was practically the same ocbserved in 1980,
notwithstanding the natural increase in their importance during
the 1981-87 recession. Interest payments on public debt as per
cent of GDF, on thé other hand, were more than tripled over the
sSame pefimd. The net result was that in only four -years
governﬁent’s disposable income as a proportion of GDF was

practically halved, falling from slightly more than 10% in 1980 to

on the idea of disharmony as related to econemic growth.
28 See Cruz [1984] +or an account of the explosive growth of
the public sector’s external debt along the seventies.
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L in 1984,

%]
I
R

. A

3.2 | That drastic fall in gavérnment’s disposable income was
accompanied by a more modest 1/10 reduction»in the importance of
government’s consumption, as shown in table 3IB. Such a reduction
was basically obtained by the cutback of expenditwres on wages and
salaries as a proportion of GDF. But that cutback was not at all a
consequence of any fall in public employment. Guite on the
contrary, as may be seen in table 3C, government employment was
increased by more than J2% from i??? fm 1984. Fublic emplovment
per unit of GDF wasvrisén 1in excess of 20% in only four years and -
the share of public employees in the working population
experienced a significant rice. Althdugh thes appéarance of
mounting palitical pressures to create pﬁblic employment
cportunities during a recession 1is only natural; 1t is widely
atceptaed that a large part of the rise in public employment over
the period may be ascribed to the military regime’ﬁ‘effdrt to win
the 1982 elections at any price. be that as it may. éhe fact is
that the cutback in the importance of government’s expenditure on
wages and salarieg was only possible, therefore, due to a sharp
reduction in public employess’ remuneration levéls. As shown in
table IZC, real government expenditure on wages, salaries and
payroll taxes per éublic employee was reduced in excess of ZOY%
&ver the period.

Z.3 But again, as happened in the seventies, the thrust of
fhe adjustment to the rapidly shrinking government®s dizposable
income fell upon government’™s savings. However, as they alréaay o«

represented only a little more than 1% of the GDF in 1980, those
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savings actually became negative, reachihg —-2.8% of the BGLHF In
1984, as may be seen in table 3IB. In other words, government’s
dispogaﬁle income in that year was not enough to finance even 2/
of government’'s consgmptian, notwithstarding the observed‘fall in

the latter™s impurtance since 1980.

SE Fublic Enterprises

3.4 Im what concermns the énalyzie of the behaviour of
public enterprises duriag the eighties, oneAhas to Fesort to_
different data, since the data used in the previous ssction is not
evailable for that period. Since late 1979, the Federal Government
has tried to sstablish a firmer grip on its public enterprises,
submitting'them to the financial control of a new agency
especially created for that pufpose: the Fublic Enterprises
Control Secretariat (SEST). That égency has produced a rich flow
of infarmation on +tederal public enterprises, covering the period
since 1980. However, as it deals basically with cash flow data,
series obtained from such data are not directly comparable to
those used in section 2. Resides, SEST s data is broken down in a
way that is not perfectly consistent with the revenue and
expenditure.classi{ications used in the previous section.

3.5 Table 3D, computed from SEST s data, presents the
‘evaolution of aggregate expenditures and revenues of‘pubyic

enterprises, as & proportion of GDF, from 1980 to 1985, /29
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Operational expenditures as per cent of the GDF, were nractically
equal in 1980 and 19435, notwithstanding the relatively rapid
increagé in public entefprises’ outpﬁts, as will be ceen below.
The importance of expenditures on wages and salaries was Somewhaf
enhanced in 1981 and 1982, but was steadly reduced since then <o
as to reach in 1985 a percentage of GDF slightly 1ower than the

one abserved in 19830,

3.6 kBefore proceeding with the analysis ot the data
presented in table 3D, it is intéresting to look into what
happened to public énterprises’ employment during the pericd with-
the help of table 3E. In four of the eight sectors considered
there was an increase in federal publi& enterprisés’ employment,
but the total number of emplovees in fedéral public enterorices
increased only slightly more than 3% from 1980 {D 1985, As the
table also shows, the relatively rapid growth in the ohysical
output indicators suggests that output per employee.in federal
public enterprises has risen significantly along the ei1ghties, the
rise ranging from 27% in mining to 147% in domestic oil
production. 0f course, that does not necessarily mean that federal
public enterprises have become more efficient, since operating

capital stock per employee has also risen considerably over the

agaregate accounts of federal public enterprises, it hides the
widely different experiences of the various enterprises. Sse
Wernmeck (19851 for a detailed analvsis o0f the behaviour af the 20
largest federal public enterprises groups in the 1980-83 period.
The varied range of experiences which emerge from that analysilsg
may be ilustrated by some striking comparisonsz invelving
FETROEBRAS, the o1l group, and SIDERPRAES. the =teesl graoaup. From
19680 to 1982, real investment ocutlayvs increacsed by 8B.&% in the
former and fell  almost &7% in the latter. During the came ceriod,
financial expendi tures, as a preportion of current exponditures,
rase from 1.37 to 4% in FETROBRAS while it increased from 9.7% to
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same period.

7

.7 | Going back to the analysis of table 3D, one may notice
an increase in the importance of other operational expenditures
(mainly made up of expenditures on goods and services) till 1983,
and a +fall thereafter. That may be basically explained by reduced
outlays on oil imparts, stemming from & combination of falling
demand, import substitution and decreasing imported oil prices.
Financial expenditures, on the other hand,.increased very fast
through the whole period. Measured as'per cent of the GDF, they
were more than threé ti&eﬁ higher in 1985 as compared to 1980. In-
the begining of the period financial ewpenditures carresponded to
6.8% of federal public ernterprises® éggregate current expendi ture.
Five years later that share had risen t0119.11, in the wake of
increasing indebtedness and the effects of the éxchange rate real
devaluation on the cruzeiro value of both public enterprises®

cutetanding foreign debt and interest payments on 1t.

3.8 According to table 2D, after 1981 public enterprises’
aqqgregate Dp@ratignal revenue was 5y5£ematica11y smaller than
their aggregate current expenditure. Again, operational revenue
was much affected by the pricing poli;ieﬁ followed during the
period, which were;inspired by government’s recurrent atempis to
éonduct'antiwinflation policy on the basis of price restraint‘

within the public sector. /30 Table IF presents the evolution of

I408% im SIDERERAS.

S0 That kind of anti-inflation policy has been tried in
different countries and does not constitute at all one more Latin
Amorican economic pelicy deviation. See Millward L197&),. for an
account of similar atempts in the United Fingdom. For a fuller
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real price indexes for some important outputs of large federal
public enterprigses during the period. In five vears the fall in
real prices and tariffs reached approximately 20% in the case of
electricity, 317 in the case of postal services, 33% in the case
of gasoline and 94 in the case of gas. Telecommunication tariffs
we%e reduced by 41% from 1980 to 1984. Noteworthy exceptions were
fuel oil and diesel prices. /31 It is important to note that this
deterioration of public enterprises’ outputs real prices since
1280 only aggravated the effects of a falling real prices trend
that really goes back to the mid;seventies, as was seen in the

previous section.

IC Fublic Sector®s Investment and Debt

3.9 For the period under analysis in this séction, it was
not possible to constructua counterpart of table 2H, consolidating
in a consistent way the government secteor’s data and federal
public enterprises’ data, in ordef to obtain a clear‘view of the
public sector’s capital account. What was possible was to bring

together the available information on the behaviour of public

it

sector’s investment over the period. As shown in table 36, public
sector”s fixed investment represented an average of approxdimately

173 of the economy’s gross fixed capital formation, in the 1980-84

discussion on the Brazilian ewxperience in the early eighties, see
Wernech [1984al. ‘

31 The long delaved adjustment in the real prices of those
products became unavolidable after the second oil shock. From 1973
to 1979, imported oil quantum per unit of GDF had f&llen only 57%.
Imports were still equivalent to approximately 85%% of the domsstic
il consumption in 1979, :
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pericd. As a result of government’ s effort to cut back FSER after
1982, public sector’e real investment was reduced in 1964 to less
than 70% of the 1980 level, what empiains a large part of the
1981~8% recession. The cutback in public enterprise=z’ investment
wase somewhat more severe tharm in government’ s, as SEST s
centrolling powers hecame more effective, and as a whole vintage
of investment projects, started in the mid—seventies, were

ey

reaching completion in the early eighties, /32

3.10 The evélution of public séctor’s debt over the period
under analvsis is pﬁezeﬁted in table ZH, which was computed fram ..
re-estimates recently published by the Central Bank.
Unfortunately, the new available series only start in 1981. 1t may
be‘aeen that the total public sectar’s nét debt practically
doubled as a proportion of GDHF during the periocd. A large part of
thet increase occurred in 19873, basically as a result of the
effect of the February maxi-devaluation on the cruzeiro value of
the outstanding debt. Not only the external debt was a{fected, but
also the large foreign cuwrrency denominated component of the

public sector’s domestic debt. /33 As the net debt - GDF ratio

32 Gn the effects of SEST s controls on public enterprises’
investment, see Werneck [198%5]. .

3 Fart of the domestic debt was issued as exchange rate
indered bonds. Futhermore since the early seventies the Central
Bank started to retain (and eventually to allow) deposits o+ part
af the intlows of foreign loans. At first that was intended only
to aveid an encessive inflow of loans and the resulting monetary
pressures. Later on that was alsp seen as a viay to foster the
inflow of foreign loans, since the Central Bank announced it would
offer the same intere=t rates and conditions affecting a new loan
to foreign currency denominated deposits of any part of that loan.
bhat was at first only valid to new loans was eventually opened up
to formerly contracted foreign loans. That allowed the
anticipation of the repayment of any foreign debt by simply
depositing the equivalent cruzeiro value in the Central Bank, that
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reaches 50%, public sector accounts are becoming increasingly
strained by the need to accomodate the required debt service

expendi tures and vulnerable to a rise in interest rates.

4. fAsymmetric Adjustment and Growth Frospects

4.1 The two previous sections provided a deteiled analysis
of the public sector behaviour from the early seventies to the
mid—eighties, a period during which the Brazilian econamy has been
submited to a series thimportant external shocks, fhat wer e -
brieftly outlined in the first section. One may now try to have a
broader perspective of that behaviour and to identify the overall
adjustment patterns followed by the public sector in response to
the external difficultiQS and domestic pressures faced by the

Brazilian economy along the period.

a4,z During the growth—-cum-debt periocd, the public sector
adjustment was characterized by two different trends that were
obviously inconsistent in the long run. On one hand, the huge
import~5ub5tituting and export promoting progfam, that constituted
the core of the long-run strategy. of adjustment of the Brazilian
economny to fhe 01l shocks, imposed on the public sector a sireable
and central part in the required investment effort. 0On the Dther

hand, despite those enhanced commi tments, public sector s share in

would then tabe full responsabitily for the deht contract, as long
&z the depoesit was not drawn. As the debt cricis gathered, debtors
could easily shift to the Central Fank the rapidly rising foreign
exchange rate risk. See Ferracioli, Dib and Dias (19553 and
Farkinzon de Castro and Lundberg [19857. :

[
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aggregate income shrank significantly alcqg the seventies. That
latter trend stemmed from the falling gross tax burden, the rising
transfefs and subsidies to the private sector and the decreasing
real prices and tariffs charged for the goods and services

produced by public enterprises.

4.3 It is important to understand that, though untenable in
the longfrun, the coexistence of those two trends played important
roles in the designed adjustment strategy. That strategy meant an
erxogenous determination of the economy’s average annual growth
rate, well above the raée that would be consistent with an -
equilibrium in the balance of payment’s cuwrrent account, eveﬁ in
the medium run. Fublic sector’s increasing borrowing requirements
constituted a secure way to assure the Steady flow of foreign
loans that was required to finance the mounting deficitary
external accounts position. The maintenance of the high investment
selt—financing capacity tﬁat public enterprises di5p1ayeq in the .
early seventies, would mean having to rely more extensively on the
nervous and risk avert private sector®s investment behaviow to
accomplish the increasingly difficult foreign capital flow
targets. In other words, the adopted shortsighted economic policy
logic was the following. As public enterprises had such an easy
access to hadly needed foreign loans &D‘{inanue their investments,
there seemed to be nb praoblem in reducing their sel{~financingv
capacity. Actually, it would induce them to resort to debt capital
to carry on the investment plans. There was therefore room to let
their real prices and tariffs to be somewhat eroded, what would be
particularly CDﬂVEﬂi?ﬁt since it would avoid UNNEeCesSary bressures

on the worrysome evolution of inflation. /34

[
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4.4 The reduction in the net tax burden and in public
enterprises’ real prices and tariffs allowed the burden of the
adiustment ta’fall upon the public sector, and to delay therefore
the required adjustment on the part of the private sector. Eut
wi£hin the public sector the response to the shrinking share in
aggregate income was the virtual disappearance of the important
role the public sector had been playing as a saver. As there was
no offsetting enhancement of private savings, the adjustment
meant substituting foreign savings for domestic savings without

any fall in consumption. /35

4.5 As interest payments on the, predominantly public,
foreign debt scared in the wake of higher internatibnal interest
rates, there was still no effort to increase the public sector’s
share in aggregate income in order to accomodate the mounting
expenditures. Aveoiding a }ise in taxes and fearing the
Anflationary impact of a correction in public enterprises® real
prices and tariffs, governmernt simply resorted to inéreasing

toreign and domestic indebtedness. The resulting pressure on

34 In fact, in the mid-seventies pdblic enterprises were
tfourbidden to resort to new equity capital from minority private
shareholders and forced to limit their baorrowing in the domestic
financial markets, in order to induce them to rescrt to foreign
loans. There is no room in the Brazilian case to ascribe the
explosive behaviow of the toreign debt to a liberalization of
borrowing restrictions imposed on public enterprises and agencies,
that would had lead to unwanted indebtedness from the point of
view of the central government. Strict control on foreign exchange
and external credit operations were maintained throughout the
period under analysis in this paper. Foreign borrowing targets ,
were explicitly established by qovermnment and their accompl it shment
carefully surveyed month after month by the Central Rank.

3o See Werneck [1984c] for a more complete analysis of this
point. :

o
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interest rates in the domnestic financial‘markets contributed to
increase the transfers of resources from the public to the private
sector ﬁver the eighties. Futhermore, when the fDréign debt crisis
came there was an ef{art to bail out private sector®s borrowers
through arvrangements that permitted the absortion of foreign
exchange risks by the Central Eanik, aggravating public sector’s -

financial strains.

4.6 The concentration of the adjustment burden on the
public sector, revealed by its shrinking share in aggregate
income, and the consaquént disappearance of‘its Savings capacity -~
poses important questions on the ability of the EBrazilian economy
to sustaln again the high average historical growth rate it was.
able to maintain from the late forties to 1980. That would involve
a significant enhancement of the present low domestic saving
eftort, what could hardly be obtained without re-establishing the

importance of public sector’ea savipngs. /36

36 The design of a policy that could effectively generate the
required enhancement of the domestic savings effort in Hrazil
involves some important trade—-offs that are analysed in Werneck
[19871, through simulations based on two simple consistency
models. Those simulaticns outline what would be the required
increase in the private sector’s saving effort in different
scenarios, that involve distinct sets of hypotheses on the
evolution of income distribution and of variables that determine
the public sector’®e savings capacity. The results stress the lack
"of realism of savings policies that do not restore the importance
of public sector’s savings, which used to represent - in the mid
severnties — one third of total domestic savings in Hrazil.

e
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