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BRAZIL 1950 - 1980
THREE DECADES OF GROWTH-ORIENTED ECONOMIC POLICIES

Pedro Malan

Regis Bonelli

Development depends not so much
on finding optimal combinations
for given resources and factors
of production as on calling forth
and enlisting for development
purposes, resources and abilities
that are hidden, scattered or
badly utilized.

A. 0. Hirschman

Paper prepared for the International Symposium "Hirschman’s Work and a New
Development Strategy for Latin America”, organized by the Inter American
Development Bank and the Instituto Torcuato di Tella, Buenos Alres, November
8-11, 1989. Pedro S. Malan is currently Alternate Executive Director for
Brazil at the World Bank. Regis Bonelli 1is Director of INPES/IPEA, the
Research Institute of the Brazilian Ministry of Planning. The authors
acknowledge the valuable comments on an earlier draft by Paule Vieira da
Cunha, FEustadquio Reis, Newton de Castro, Flavio Versiani, Simon Teitel, and
the computational work done by Henrique Correia da Silva. Extremely helpful
comments at the Conference were made in both oral "and written form by
Nathaniel Leff, José Delfino, Joel Bergsman, José Serra and, especially, Simon

Teltel. The deficlencies that remain are the authors’ sole responsibility.
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ABSTRACT

This paper, written as a tribute to Albert Hirschman's work and thought, deals
with the patterns of structural change and financing economic growth in Brazil
from 1950 to 1980. Special attention in given to the role of external finance
and to the evolving forms of public sector intervention. Intersectoral income
shifts provoked both by inflation and economic policy measures are recognized
as a key element in a growth process frequently constrained by unfavorable
external events. The paper shows that concerns with the disappearance of the
external and internal financing capacity of the public sector were recurrent
in our economic history. The result has often been that the government lost
the capability of being a coordinating element for a new growth strategy.
This challenge has been faced and overcome more than once in the past,
something which will have to be tried again if the Brazilian society wishes to
consolidate both democracy and a just and healthy economic system.
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BRAZIL 1950 - 1980

THREE DECADES OF GROWTH-ORIENTED ECONOMIC POLICIES

I. From Backwardness to an Urban and Industrial Society.
II. The Record of Three Decades: An Overall View.
III. Economic Policy, Growth and Structural Change:
1. Post-War Uncertainties (1946-1950)
2. Growth and Disequilibrium (1951-1962)
3. Institutional Change, Structural Continuity (1963-1967)
4, Growing Economic Euphoria (1968-1973)
5. Rise and Fall of Debt-led Structural Adjustment (1974-1980)

Iv, legacies of the Past, Challenges for the Future: A Summing lp.

Bibliographical References

Introduction

This paper is organized as follows: Section I, with an
introductory character,presents a brief illustrative comparison between
the Brazil of 1950 and the Brazil of 1980 and explains the analytical
focus and unifying theme of the paper. Section II presents a brief
overview of the patterns of growth and structural change which marked
the period. Section III covers each of the sub-periods selected, with
focus on the main thrust and results of the economic policies pursued.

Section IV concludes with a summary of major arguments, comments on

implications for the future and prospects for overcoming the current

quandary.
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I. From Backwardness to an Urban and Industrial Society

In 1980 the size of the Brazilian economy, measured by its GDP,
was nearly ten times larger than its size in 1947, the first year for which
modern national accounts fipgures are available., Its industrial sector
increased sixteen-fold in size during the same period. Yet, in terms of per
capita income, Brazil still ranked around 44th {n the world by 1980, and
despite remarkable improvements in a wide array of social indicators ic
still had a long way to go in order to attain levels of social development
and patterns of income and wealth distribution similar to other semi-
industrialized countries at roughly similar or even lower stages of economic

and techneclogical development.

In fact, the Brazillan pattern of income distribution is the worst
among the twenty five or so developing countries for which the World Bank
publishes such statistics. Life expectancy at birth is higher in some
countries with a fraction of Brazil’'s average income per head. Infant
mortality rates in Brazil are similar to those prevailing in India and China
and close to the average rate for lower-middle-income economies. Enrollment
in secondary education in terms of percentage of the relevant age group is
far lower in Brazil than in the average of countries with roughly similar
levels of income per capita.1

As noted by Bacha and Klein ".... the overwhelming force of the
change [since the late forties| has obscured serious problems within the
country, Only now are Brazilians realizing (the extent to which] the
process of growth and change inevitably leaves discontinuities and

disjunctions“.2

Albert Hirschman has been drawing attention for over thirty years
to the dynamics of these trade offs, as well as to some hidden rationalities

and mixed blessings invelved in these imbalances, discontinuities and

See World Development Indicators, a set of tables published as

Statistical Annex to the Annual World Development Report,

Bacha and Klein (1987}, p.1l.

INPES, 187/80
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disjunctions. His work is a permanent source of inmspiration and insight to
those trying to come to grips with the vexing stop-go problems of the

political economy of growth and social change in developing countries.

This paper is written as a modest tribute to Hirschman’s work and
thought. At the request of the organizers of this conference, it covers
just the period from the late forties up to 1980, There are reasons for
this choice. In the early 1980's the process of rapid and sustained growth
with significant diversification of the productive structure which marked
the previous thirty years or so was abruptly interrupted. Although there
were growth spurts in 1984, 1985 and 1986, they were mnot sustained nor
perceived to be sustainable. The fact is that the Brazilian society is
entering the last decade of the century in a state of uncertainty about its

economic future which is ummatched since the 1930's.

In fact, the dismal experience of the 1980's has badly shaken the
idea widely held in many countries of the region - in Brazil perhaps more
than in any other - that continuous economic growth at relatively high rates
was a sort of taken-for-granted natural phenomenon, always likely to prevail
- at the end - over so-called temporary difficulties, either self-imposed by

domestic policies, brought by unfavorable external events, or by any

combination thereof.

The paradox is that, in terms of its size and diversified economic
base, the Brazilian economy is now much stronger than it was in the fifties
and sixties. At that time it was able to cope with the constraints on its
development, often generating future problems in the very process of
overcoming existing ones. This paper attempts to address these issues in
perspective, not dwelling in the past for the sake of it but in order to see
what lessons could be drawn from the three decades of policy making which
transformed the Brazilian economy and its society in a remarkable manner,

but left it unable to avoid stalled economic growth in the 1980’s.

The interest in reassessing the period covered in this paper is
further enhanced by the fact that it is roughly split in two equal periods:

an experiment in democracy (1946 to 1964) and a sequence of military

INPES, 187780



governments (1964 to the eighties). Although the international conditions
were remarkably different (and, on balance, clearly more favorable to the
military regimes up to 1980), the more democratic years have not fared badly

by comparison, in terms of growth and development.

There is an increasing awareness that the current struccural
imbalances and institutional weaknesses facing Brazil could not be addressed
solely through short-term stabilization policies, absolutely required as
they now are. The Brazilian society will have to consider much more
seriously its longer-term objectives - and policies to attain them. In a
sense, something which, despite all shortcomings and contradictions, was
attempted in the three decades covered in this paper. A deeper understanding
of the long-run processes leading to the current situation seems to Dbe
required for understanding current challenges and for reaching a workable
consensus on possible solutions. Experience shows that whether the policies
are predominantly of an heterodox or orthodox bent, a naive belief in their
"permanent" adequacy is sooner or later betrayed by events, either internal
or external to the country. Success is, in great measure, the abilicy to
adapt policies to changing conditions - without losing sight of the evolving
world economy and, particularly, of the longer term social and economic

development objectives of the country,

When not purely words, these objectives require hard choices
involving explicit or implicit trade-offs. The experience of the 1950-1980
period is full of Hirschmanian examples of successes and failures in terms
of coping with hard choices and Ffacing trade-offs. Fortunately for Brazil,
up to 1980 at least, when exogenous shocks hit the economy, the balance was
favorable to overall economic growth, Both policy failures and exogenous
shocks thwarted growth during the 1980s. Given the stock of accumulated
imbalances, this legacy continues, as we enter a new decade, to negatively

affect expectations about the future.

The analytical focus of the paper is on the patterns of structural
change and financing economic growth during these three decades, with

special attention to the role of external finance and to the evolving forms

INPES, 187/90
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of public sector intervention which marked each of the sub-periods

discussed.

The underlying, unifying theme of the paper is a concern with the
intersectoral income shifts jointly proveked by inflation and by publie
sector intervention, which often favored one group of property holders and
entrepreneurs at the expense of another. As recognized by Hirschman,
Brazilian economists were probably among the first in Latin America to
emphasize that inflation could have profound effects on the intersectoral
income distribution, no less than on the traditional division of income
between profits and wages. Depending on the nature of public sector
intervention, these intersectoral shifts have sometimes stimulated growth
and structural change by making extra resources available to sectors with a
leading role in development. At other times these shifts have been quite
erratic and needlessly disruptive. The role of the public sector and of

inflation in these shifts have been fundamental in Brazil.

The paper shows that concerns with the virtual disappearance of
the internal and external financing capacity of the public sector, as
experienced currently, were recurrent In the past - and have been faced
without seriously undermining long-term growth prospects. The current
situation seems more serious since the legacy of unreseclved problems runs
much deeper - but so, one hopes, does the legacy of the achievements of the

past, partly reflected in the country’s current productive structure and

ability to invest in its future.

A brief comparison between the Brazil of 1950 and the Brazil of
1980 will illustrate the extent of the accomplishments and shortcomings.
These are especially acute in the social and educational areas, crucial to
develop the human resource capability needed to face the impressive

technological challenges of the next century.

INPES, 187/80



The Brazil of 1950 and the Brazil of 1980

Tables 1, 2 and 3 present some basic indicators of structural
change in Brazil, comparing 1950 with 1980. The characteristics of a still
predominantly agrarian society in 1950 are clear from the figures., Nearly
2/3 of the population lived in rural areas. The primary sector (mostly
agriculture) was responsible for approximately a fourth of GDP and employed
60%4 of the laboer force. Primary products represented nearly 90% of the
total exports, with coffee accounting for 64% of the total., Gross Domestic
Produect was around 511 billion dollars of 1950 with total exports at USS1.3
billion. Only one out of five Brazilians lived in cities with over 20,000

people.

By 1980, less than one-third of a Brazilian population (at 119
million, nearly two-and-a-half times larger than in 1950) lived in rural
areas. The primary sector was responsible for 10% of GDP and employed 30%
of a labor force which had increased faster than population, to nearly 44
million. Primary products represented slightly over 40% of total exports
(coffee around 12%). Gross Domestic Product reached $252 billion of 1980
with total exports at over $20 billion. One out of two Brazilians lived in

cities with over 20,000 people,

While rural population increased at an average annual rate of less

than 0.5% , urban population increased at over 5% (in cities over 20,000 at

5.9%). Labor force in the primary sector increased by only 0.8% a year,
while in the secondary sector it grew at over 5%, a similar rate to
employment in services, The number of contributors to social security

increased from 2.8 million to 23.8 million.

The secondary sector grew at more than double the average rate in
agriculture (8.4% against 4.1%). As a result, it employed one-fourth of the
labor force in 1980 against 14% in 1950. Exports of manufactured goods

represented nearly 60% of the total in 1980, against 12% in 1950. The stock

INPES, 187/90



R

-

a

of foreigh investment in the Brazilian economy, estimated at around US$1
billion in 1950, had reached nearly US$18 billion by 1980. The flow of such

investment in 1950 was about US$3 million, and in 1980 1t reached over $1.5

billion.

GDP per head in 1950 was slightly above $200 (some $570 in 1980
dollars). In 1980, it reached $2,080. Broad indicators of social change
are also available. The number of women in the labor force increased from
2.5 million to 11.5 million, an average rate of increase of 5.2% per annum.
The birth rate per thousand declined from 44 to 31. The death rate from 15
to 8. Most telling, infant mortality rates declined from 130 to 86 and life
expectancy at birth increased from less than 49 years to nearly 63 years in
1980. Health-care spending as percent of GDP, estimated at around 1% in

1950, increased to 5.6% in 1980.

The regional disparities in Brazil show their ugly face in a
simple breakdown of these statistics. In terms of infant mortality rates
and life expectancy at birth, despite remarkable progress in the North-
Eastern States (164 to 116 and 41 to 54 years respectively), the figures
attained in 1980 are still worse than the levels that Southern States had
already reached in 1950! In fact, for the Southern States, life expectancy
at birth (68 years in 1980) and infant mortality (63) compare reasonably
well with any other developing country. But North and North-Eastern States
still represented over one-third of the Brazilian population in 1980

(against 38% in 19350).

Likewise, literacy rates (among persons 10 years of age or older)
in Brazil as a whole increased from 48.4% in 1950 to 74.5% in 1980, but the
aggregate figures surely hide a wide difference between Northern and
Southern Brazil, as well as between urban and rural areas. There is no
reliable data for 1950 on enrollment in elementary education, but in 1980,
there were 22.5 million youngsters enrolled. Those under age 15 represented

38% of the total population.

One impressive feature of the Brazilian educational system is the

rate of "drop-out after'"and during primary education. In 1980, the

INPES, 187/90



enrollment in secondary education, at 2.8 million, was nine times less than
the enrollment in primary education. On the other hand, ﬁhose enrolled in
universities, nearly 1.4 million, numbered about half of those enrolled in
secondary education. Few countries in the world, developed and developing,

present such structure of enrollment by levels of education.

The phenomenon noted above is partly linked to Brazil's extremely
unequal pattern of income distribution. Unfortunately, there are no data
for 1950, but Table 2 presents the figures for 1960, 1970 and 1980. The
figures refer to income distribution of economically active persons over 10

years old who receive some income, and are based on the Demographic Census.

The pattern reveals not only a high but an increasing degree of
inequality from 1960 to 1980, particularly marked in the 1960s. From 1960
to 1980, the top 5% (and the top 10%) increased their share in income by
full 10 percentage points, 3 There is no developed country nor a successful
developing one, in which the top 10% of the population appropriates half the
total income, while the bottom half takes less than 15%. Any serious
discussion about the longer-term growth prospects and strategies for Brazil
will have to address this vexing issue, given its importance for patterns of
production, consumption and factor use, not to mention the prospects for
dealing with what Okun called "The Big Trade-Off" between equity and
efficiency.* Albert Hirschman’s well known "Tunnel Effect" brings cthe

essential issues to the fore:

It is interesting to note that while there was a very lively debate
over the gauses of the observed increased inequality in the 1960s,
immediately after the publication of the 1970 census results, there was
no similar debate in the early 1980s, despite the continuing trend,
albeit not as marked as in the 1970s. For the official interpretation
see Langoni (1973), For c¢ritical comments and alternative
interpretations, see Fishlow (1973a), Malan (1974 and 1978), and Malan
and Wells (1973).

"...for the conflict between equality and economic efficiency is
inescapable...maybe that is why capitalism and democracy neeed each
other - to put some rationality into equality and some humanity into
efficiency”. See Okun (1975) pp. 120.

INPES, 187/90
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"If growth and equity in income distribution are
considered the two principal economic tasks facing a
country, then these two tasks can be solved sequentially

' if the country is well-supplied with the tunnel effect.
‘If, because of existing social, pelitical or
psychological structures, the tunnel effect is weak or
non-existent, then the two tasks will have to be solved
simultaneously, a difficult enterprise, and one that
probably requires institutions wholly different from
those appropriate to the sequential case. To make
matters worse, it may be impossible to tell in advance
whether a given country is or is not adequately supplied
with the tunnel effect,...it is conceivable that only
development itself will tell".?

It could be argued that Brazil from 1950 to 1980 was "adequately
supplied with the tunnel effect" in the sense that given the rates of growth
actually being achieved, tolerance for existing disparities was significant,
based on the expectation that eventually disparities would narrow. What is
worrisome about the future is that the dismal 1980s seem to have sharply

reduced the supply of such tolerance, after more than two decades of income-

concentrating growth.6

5/ See Hirschman (1981) p.57.

6/ See Bonelli and Sedlacek (1989).

INPES, 187/90
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Table 1: BRAZIL 1950 and 1980

Some Basic Indicators of Structuyral Change

1950 1980 Average Annual
Rate of Growth

A

GDP (US$ billion, Current) 11 252 -
GDP (USS$ billion of 1980) 30 252 7.4
Composition (Factor Cost)
Primary Sector (%) 24.3 10.0 4,1
Secandary Sector (%) 24.1 38.1 8.4
Terciary Sector (%) 51.6 51.9 7.4
Pepulation (million) 51.9 119.1 2.8
Rural (%) 64 312 0.5
Urban (%) 36 68 5.0
(Cities over 20,000) 21 51 5.9
GDP per capita (U$ Current) 214 2,080 -
{ U$ of 1980) 570 2,080 4.5
Labor force (million) 17.1 43.8 3.8
Primary Sector % 60 30 0.8
Secondary Sector % 14 24 5.1
Terciary Sector % 26 46 5.1
Men (million) 14.6 30.7 2.5
Women (million) 2.5 11.5 5.2
Number of Contributors to
Social Security (1,000) 2,857 23,782 7.3
Energy
Installed Capacity (Mw) 1,883 31,147 9.8
Hydro Electric
Production (Gwh) 5,850 133,767 11.0
Trucks (stock at year-end) 10,966 932,589 16.0
Automobiles ( " " LD 200,744 8,155,707 13.1

Sources: Estatisticas Histéricas do Brasil, (IBGE), Anudrios
Estatisticos ((IBGE)

INPES, 187/80
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Tablae 2 :

Brazil 1950 and 1980

Some Basic Indicators of Social Change

Birth Rate (per 1,000 pop.)
Death Rate (per 1,000 pop.)

Life Expectancy at
Birth Rate (years)
Southern States
Northeastern States

Infant Mortality Rates
Southern States
Northeastern States

Youth
(Under age 15 as % of total)

School Enrolilment (1,000)
Primary

Secondary

University

Literacy Rate
(defined as 10 yrs. or over)

Population per Physician
Daily Calorie Supply per Capita

Income Distribution

Top 5%
Top 10%

Bottom 40%
Bottom 50%

Gini Coefficient

1950
44
13

48,

56.

40,
130

100
164

42

n.a.

n.a.

48,

2,210

n.a.

oo WO

(1960)

1980

62.6
68.1
53.9

86
63
116

38

22,522
2,812
1,383

74.5

1,200
2,529

1980
%

0
49.6

La O
=W

.592

Sources: Estatisticas Histéricas do Brasil (IBGE); Anudrios Estatisticos
Bacha and Klein (eds.) Social Change in Brazil: 1945-1983.
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TABLE 3 : Brazil 1950 and 1980

Some Basic Indicators of Change in the External Sector

1950 1980
Export (U$ million Current) 1,335 20,100
Quantum Index 100 441
Price Index 100 324
Primary Products % 87.4 42.6
Coffee % 63.9 12.5
Manufactures (plus semi)?% 12,6 57.3
Imports (U$ million Current) 942 22,955
Quantum Index 100 447
Price Index 100 536
0il and 0il Products % 14.8 42.1
Consumer Goods % 13.7 5.6
Intermediate Goods % 40.7 33.6
Capital Goods % 30.8 18.7
Terms of Trade 100 60,5
Purchasing Power of
Exports 100 267
Direction of Trade % 1950 1980
Exports Imports Exports Imports
to from to from
% % % %
United States 54.5 34.5 17.5 18.6
Furope 32.2 39.0 40 .4 20.5
Latin America 5.2 23.6 17.8 11.7
Japan 1.0 .1 6.1 4.8
Middle East & other
Asia 1.0 .6 8.9 34.5
Others 3.4 2.2 9.3 9.9
1950 1980
Foreign Direct
Investment (U$ millions)
Stock at year-end 1,000 17,500
Flow in year 3 1,532

Sources: IBGE, Banco Central

INPES, 187/90



13

II. The Record of Three Decades: An Overall View

The overall performance of the Brazilian economy from 1930 to

1980 was rather impressive, having the trend GDP growth rate reached

7.4% annually; in per capita terms, it equalled almost 4.5% yearly.

' Deviations from this average reflect differences in both economic
policy and performance, allowing us to characterize six periods from

; the post-war years to the recession of the 1980s. Figure 1 shows, in
its upper part, the overall GDP growth trend. There is a clear
deceleration beginning in 1963 that lasted until 1967, after a long

period of fast growth since the immediate post-war years. It is

followed by a noticeable upward change from 1968 to 1974, and a mild
deceleration, on average, after that year, characterized by variabilicy

of the growth rate. Finally, a recession period began in 1981. The

lower part of Figure 1 presents yearly and average growth rates

according to the periods chosen, while Table 4 shows the corresponding

sectoral output growth rates.

TABLE &

GDP, Agriculture and Manufacturing Growth Rates According
to Sub-Periods: 1947-1983
(In % per year)

1948-50 1951-62 1963-67 1968-74 1975-80 1981-83

GDP 8.0 1.4 3.5 10.7 6.8 -2.4
Agriculture 4.3 4,6 2.1 3.6 5.3 2.3
Manufacturing 12.0 9.2 2.6 12.6 7.0 -4.9

Source: IBGE (1987),

ot

INPES, 187/80
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Table 5 presents the change in the structure of value-added
according to Census data, highlighting the extent of structural change and,

particularly, manufacturing development.

Brazilian development up to the sixties is often presented as a paradigm
case of "inward-looking" development through import substitution
industrialization (ISI). From then on it is considered a relatively
successful story of "outward-looking" growth (see Figure 2). In both phases,
however, the pattern was reliance on a large domestic market, a prominent
role of the state - both directly as investor and indirectly as promoter of

specific activities - and, except for short sub-periods, a successful poliey

of attracting foreign capital.

TABLE 5

Structure of Value Added (GDP at factor cost)

(In %)
Sectors 1950 1960 1970 1980
Primary 24,3 17.8 11.6 10.0
Secundary 24.1 32.2 35.9 38.1
(Manufacturing) (18.7) (25.6) (27.4) (29.2)
Tertiary 51.3 50.0 52.6 51.9

Source: IBGE (1987)

INPES,
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Import substitution was at the very heart of Brazil's early
industrialization efforts - with heavy protection, subsidies and incentives
as key instruments - and resulted in pronounced changes in the structure of
output within the manufacturing industries as well. Tables 6(a) and 6(b)

provide evidence of the extent of the transformation which took place.

Table 6(a) presents the structure of output at the two-digit level
of aggregation and grouped into three classes: traditional (basically
producers of non-durable goods), producers of intermediate goods, and metal
products. The direction of change conforms to a normal (or standard)
pattern of development, with the progressive loss of importance of
"traditional” industries at the expense of the other two groups. Indeed,
the figures make it clear where the industrial dynamism came from:
activities within the metal-mechanic group, whose share of industrial output
(measured in current terms) more than tripled between 1949 and 1970. From
then on the leading segments are to be found in the chemical industry.
Table 6 (b) presents estimates of the structure of output at constant prices
of 1970, according to the end-use of products. Here it can be seen that
growth was led by the durable consumer goods group, whose share in total
industrial output rose from 2.5% (1949) to 13.3 (1980). The performance of
the capital goods producers was almost equally impressive, particularly in

the 1950s and 1970s: from &4.3% of total output in 1949 to 15.4% in 1980.

The supply of investment goods also grew substantially, as gauged
by the investment rates shown in Figure 3,in spite of the fact that imports
of capital goods displayed a declining trend throughout most of the period
(with the exception of 1951-52 and 1968-74). Excluding the Figure for 1947
- an atypical year due to previous repressed demand - the nominal investment
rate rose from 12.8%7 of GDP (1948-50) to 15.3% (1951-54), and to 16.0%
during the Kubitschek years (1956-60). Nearly the same rate was maintained
during the transition years of 1963-67, after which the nominal investment
rate increased continuously up to its all-time record of 23.3% (1975), to be
repeated again four years later. Except for a minor drop in 1977, the
investment rate was kept at a very high level from 1975 to 1981 (22.8% of

GDP, both investment and GDP measured in current terms).
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TABLE 6 (a)

Structure of Qutput: Manufacturing Industries (%)

INDUSTRTIES

% Structure of output

1950% 1960% 1970 1980
Traditiocnal 73.69 56.20 48.08 35,17
Wood 3.38 2.64 2.29 2.05
Furniture 1.66 1.84 1.78 1.49
Leather, furs and similar products 1.52 1.08 0.66 0.49
Pharmaceutical Products 1.93 1.95 2.14 1.11
Perfumery, soap and candles 1.73 1.52 1.39 0.82
Textiles 18.64 12.54 9.29 6,50
Garments, hosiery and knits 4,33 3.41 3.38 3.90
Food products 31.93 24,15 20.21 14.035
Drinks 3.16 2.37 1.88 1.07
Tobacco products 1.37 1.12 0.96 0.55
Publishing and graphics 2.82 2.28 2.52 1.63
Miscellaneous 1.22 1.29 1,59 1.49
Raw Materials/Intermediate goods 21.01 30.19 33.32 43.95
Non metallic mineral products b 47 4.52 4,17 4.25
Metallurgy 7.57 10.53 12.47 13.90
Paper and Derivatives 1,98 2.97 2.44 2.72
Rubber 1.60 2.53 1.70 1.52
Chemicals 5.18 8.96 10.89 19.51
Plastics 0.20 0.68 1.65 2.05
Capital Goods 5.30 13.61 18.60 20.88
Mechanics 1.60 2.85 5.70 7.69
Electrical and communications preod. 1.40 3.98 4,71 5.26
Transport material 2.30 6.79 8.20 7.94
Total 100.00 100,00 100.00 100,00

Source: IBGE (1987) P. 346

*Data refer to previous year
TABLE 6 (b)
Manufacturing Industries
Structure of Output According to End-use of Products
{Constant prices of 1970)
. %

1950 1960 1970 1980
Non-Durable consumer goods 78.8 56.7 45.0 36.8
Intermediate goods 20.4 24,6 34.4 34.6
Durable consumer goods 2.5 5.1 9.3 13.3
4.3 13.5 11.3 15.4

Capital goods

Source: Serra (1982) p. 9, % based on real output,
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FIGURE 3
NOMINAL INVESTMENT RATE, 1947-83
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Agricultural growth, in turn, took place mainly through expansion

. of the frontier and, more recently, introduction of new crops. In general,

policies which promoted industrialization did not have significant negative
effects on agriculture, with one non-negligible exception: the maintenance
of an overvalued exchange rate in some periods (see discussion below).
From figure 4 it is possible to conclude that the trend in agricultural
output was not much affected by growth rate changes in manufacturing (see

also Table 4). The trend rate for agriculture is on the order of 4.0%

yearly (1947-83).

Another prominent feature of Brazilian development has been the
ingenious use of different mechanisms of resource transfers which allowed
for the financing of the growth process. Indeed, the understanding of this
aspect - to be dealt with in more detail later - is crucial to the analysis
of the Brazilian experience since the 1950s. Due to the conspicuous lack
of an adequate tax system and of appropriate financial intermediation
instruments, a shortcoming typical of underdeveloped countries, Brazil has
long relied on intervention in the foreign exchange system, on foreign
sources of finance and, very often, inflationary finance. The recurrent
inability to expand the tax base, raise taxes and/or cut government
expenditures partly explains why money creation has been so important,
together with cost pressures and relative price changes accommodated by

upward pressures on the general price level.

Actually, two-digit yearly inflation has been the norm in Brazil
since the 1950s. What characterizes the post-war period is the upward
inflationary trend up to the mid-1960s and, again, from 1973 onwards.
Table 7 presents data on the course of inflation according to selected
periods, while Figure 5 shows in its upper part seignorage as per cent of
GDP (i.e., government's revenue from primary money creation as a proportion

of current GDP}, while the lower part presents yearly inflation rates.
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TABLE 7

Yearly Average Inflation Rates (GDP implicit deflator)

Periods &
1947-49 7.7
50-54 15.4
55-59 18.7
60-64 53.7
65-69 33.2
70-74 23.8
75-79 42.5
80-84 128.2
Total 50-79 30.5%

Source: IBGE (198%)

What is interesting to note is that, despite fast output growth
throughout the 1950s, the inflation rate showed only a mild upward
increase. The upper part of Figure 5 shows that after 1956 there occurred
a substantial increase in the rate of money creation. This was certainly
associated with Kubitschek’s ambitious development plan - which promised 30
years of development in only five years of government - and can be
understood as the closer determinant of the strong inflation acceleration
which occurred after 1958, The second great wave of I{nflation
acceleration, which occurred after 1972 and, with added emphasis, after
1978, is associated with a completely different set of phenomena: supply-
side-shocks in the presence of widespread indexing and peculiar policy
responses adopted to deal with them, which led to the virtual disappearance

of public savings and greatly expanded the public sector deficit, thereby

feeding a vicious circle.
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This can be seen in Figure 6(a) and (b), which show a summary of
Government accounts. / Notice that the tax burden displays a mild upward
trend from the immediate post-war years until the end of the 1950s. Since
transfers and interests on public debt increased somewhat, the net tax
burden remained fairly stable relative to GDP. As government consumption
was also stable, the result in current account showed no noticeable trend
either up or down. Indeed, one finds below average figures in 1953 and
1955-57; but in 1958-60 Goverrmment savings still represented some 4% of
GDP. Since investment grew over the decade, deficits occurred in some
years. In the beginning of the 1960s inflation acceleration and the
Olivera-Tanzi effect made for a sudden drop in the ratio of tax revenues to
GDP. The net tax burden decreased from 15.6% in 1960 to 11.Z in 1964,

leading to the virtual disappearance of public savings.

The authoritarian regime brought about a relief to this problem
through a substantial tax reform., The tax burden, which had reached 15.7%
in 1962, grew to an impressive 26% of GDP ten years later. This
temporarily solved the problem of how to finance development. Towards the
end of the 1970s, however, the real tax burden started to decrease due to
the acceleration of inflation. In addition, the sum of subsidies and
transfers (including interest on public debt) began to show a noticeable
increase (from approximately 8% in 1971-74 to nearly 12% in 1980). Public
sector savings once again virtually disappeared, and the public sector
deficit increased, thereby contributing to the growing difficuities which
characterized the 1980s. Thus, towards the end of the 1970s, the central
issue of how to finance growth had to be addressed again. This time, with
the added urgency posed by the virtual disappearance of foreign savings
which took place after 1982 - and well beyond, in marked contrast with a
conspicuous feature of post-war Brazilian development which had been the
utilization of Fforeign savings. A measure of this aspect is shown in

Figure 7 as the ratio of balance of payments current account deficits to

7/ Note that state enterprises are not included within the Government

sector,
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GDP. The relative and absolute importance of foreign savings since the

mid-1960s stand out clearly from the figure.

A picture of long-run changes -in the balance of payments trade
account is shown in Figure 8. It is remarkable that growth could have been
achieved with virtually constant real imports for nearly 20 years (1947-67)
- a chief characteristic of import substitution processes. Since import
prices remained approximately constant from 1951-53 to 1967-69, the average
value of nominal imports rose only 17% (from US$1,507 million to USS1, 763
million) - a little less than 1% per year. This situation changed

dramatically after 1970,

The behavior of exports was somewhat different. Beginning in the
immediate post-war years, prices soared up to 1954: 121% since 1947, A
downward trend follows, with the bottom ocurring in 1962-63. The quantum
of exports behaved in the opposite fashion. Increases between 1954 and the
mid-1960s were very modest, From then on, however, one observes a
continuous upward trend, reflecting a substantial change in economic policy
towards the external sector. £Even so, growth of exports in current terms
was largely surpassed by import growth, particularly after 1970 when
current account deficits began to increase. The recourse to foreign
indebtedness represented a "temporary" solution for nearly one decade - but

the legacy of the external debt boom of the late 1970s and early 1980s (so

vividly described by Figure 9) represented a mortal blow te the previous
growth model when international interest rates and oil prices soared after

1979, contributing to the unprecedented external and internal disequilibria

which marked the entire decade of the 1980s.
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FIGURE 8 (a)
VOLUME AND PRIGE INDICES OF IMPORTS
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III, ECONOMIC POLICY, GROWTH AND STRUCTURAL CHANGE

1. Post-War Uncertainties: (1946-50)

Brazilian economic policy in the immediate post-war years was
deeply influenced by balance of payments considerations, especially those
related to the exchange rate. Indeed, for nearly fifteen years (1938-52)
the official cruzeiro/dollar rate was maintained in the 17-19 range, while
domestic prices increased at close to 13% yearly, a rate more than double
that of the US, Brazil’s main trading partner, absorbing around 50% of the
country’'s exports. A brief analysis of the effects of such a policy, why
it could be implemented and its influence on future events, is important to

set the stage for the discussion to follow.

During World War II, Brazil suffered losses of foreign markets
which required both a reorientation of its exports and a curbing of
imports. The war effort led to an expansion of exports of strategic raw
materials and manufactured products, as well as the support of coffee
prices by the U.S. The results were significant surpluses on trade account
and accumulation of international reserves: the trade surplus accumulated
during the war reached almost US$1.4 billion, while reserves increased
tenfold (from USS 65-70 million in 1939 to US$650 million in 1945). Even
with a fixed exchange rate, the monetization of the surplus helped to fuel
an inflationary process already being fed by both cost and demand

pressures.

Concerns about reserves valuation due to high inflation in the US,
and expectations of an increase in the price of gold after the war, led the
Brazilian authorities to convert more than half of the international
reserves into gold. 1In addition to that, nearly one-third was in the form
of British-blocked sterling balances and inconvertible currencies., The
convertibility issue is crucial to the understanding of the heterodox
policies followed until the late 1950s. The authorities were aware of the

fact that there was a significant repressed demand for imports (the 1928
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level was only surpassed in 1946) and that Brazilian exports’ rate of
growth would be adversely affected by the return of competitive suppliers

to international markets after the war,

In 1946, the combination of repressed demand for imports, an
overvalued exchange rate, a high level of reserves, and relatively low
protective tariffs, resulted in a 35% quantity growth of imports.
Favorable external demand pushed export prices faster than import prices,
leading to a sharp increase in the terms of trade and to the highest trade
surplus Brazil experienced since the beginning of the war: 400 million
dollars. The crucial issue was that up to 1948 Brazil was earning "soft"
(inconvertible) and spending "hard" (convertible) currencies. The illusion
of the 1946 data was that more than US$300 million of the dollar export
surplus was due to inconvertible currency areas - while already in the
first half of 1947 a deficit of nearly USS$200 million was obtained in hard
currencies, when the first controls were imposed. By the end of that year,

reserves in convertible currencies had almost vanished.

Given the importance of coffee and the fact that more than 40% of
exports went to inconvertible currency areas, devaluation was not
congidered to be desirable. Even assuming a high price elasticity of
supply, it would make little sense to accumulate surpluses in inconvertible
currencies, thereby transferring real resources to such areas. Import

controls were widely perceived to be a more effective alternative,

In defense of the cautious attitude with respect to the exchange

rate, it should be said that in the immediate post-war period Brazil did

not benefit from US Government "development" loans - as it thought it
deserved - since US efforts were entirely concentrated on European
reconstruction. The lack of access to external (i.e. US) financing

reinforced the cautious attitude in the management of the exchange rate.
Advice from the United States related mainly to policies to curb inflation
and suggestions to rely on private foreign capital, This situation
prevailed until 1949 when, due to the intensification of the Cold War, the

Truman Administration began a program of cooperation. The hostilities in
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Korea a year later contributed to increase these efforts, as well as to a

boom in commodity markets which further increased coffee prices.

The crucial role of coffee policy in Brazil up to the early sixties
has been widely recognized. By 1949, in particular, coffee stocks were
nearly depleted. After the expiration of the Pan American Agreement on
Coffee (1948) it became clear that the gruzeire was not going to be
devalued and coffee prices went up very quickly; 125% between 1948 and
1950. At the same time, the valorization schemes of the beginning of the
century were restored as the Government decided to support prices by buying
coffee from domestic producers at the celling price. As a result, coffee

accounted for 73.7% of total exports in 1952,

The fixed exchange rate regime under inflationary conditions
progressively eroded the competitiveness of other exports. The result was
a 64% fall in the quantum of non-coffee exports between 1946 and 1952,
Part of the fall, however, was due to increased international competition,
as traditional suppliers re-entered the market. Moreover, potential
exports to inconvertible areas were frequently denied export licenses.
Uncil 1951 the balance of payments situation did not appear to be
threatening, given rising coffee prices. Neo one suggested at the time
that Brazil should devalue the exchange rate for reasons of commercial
policy. Rather, contemporary discussions centered around: (i) the
allocative implications of the system of import controls implemented in
mid-1947; (ii) the effect of the overvalued exchange rate on the capital

account of the balance of payments,

The rationing of imports was instrumental to industrialization by
restricting imports of final consumer goods, which fell from 24.4% to 15,8%
of the total import bill., It has been suggested, however, that the driving
forces behind the unusually high rates of industrial growth achieved were
mainly booming demand conditions, supply incentives ranking second. This

brings in the question of inflation and the role of monetary and fiscal

policies in this period.
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Short-term balance of payments difficulties were not  the only
concern during the Dutra govermment (1946-1950): the authorities were also
worried with inflationary pressures arising from the monetization of the
balance of payments surpluses and of financing government expenditures. The
budget deficit in 1946 represented 1.6% of GDP and was entirely financed by
newly issued money, Central Government investment expenditures were reduced
in 1947 and 1948 so as to obtain a budgetary surplus. Howeveg, the increased
autonomy given to State governments by the new Constitution resulted in a
more than proportional increase in public expenditures of States and
Municipalities. The central government had to finance state deficits through
an accomodating monetary policy. It should be recognized, however, that
inadequate tax revenues were at the root of the problem. The pelitical
difficulties to increase the effectiveness of taxation left inflationary

finance as the only alternative.

In terms of the balance of payments, the overvaluation of the
cruzeiro had increasingly negative effects since it stimulated growing
outflows through the capital account. In addition, the Dutra government
liberalized the regulations on remittances abroad, in the hope that this
action would eventually stimulate net inflows of private foreign capital.
A realistic assessment of the prevailing conditions in international
private capital markets would have shown that this hope was vain: from

1947 to 1950 Brazil experienced a net outflow of nearly US$600 million,

Nonetheless, on balance, the growth record of the immediate post-
war years 1s rather impressive,. Operating at levels close to full
utilization, GDP grew at 7.2% per annum (1946-50), led by the expansion of
manufacturing activities producing mainly for the domestic market. The
investment rate, albeit low (13.3% of GDP over 1947-50), began to increase
in the beginning of the fifties. A favorable evolution of the terms of
trade helped in shaping these results: between 1945 and 1950 the index of

terms of trade increased 107%, while import capacity grew some 358%.

The end of the forties is, thus, a transition phase between the
difficulties of the war period and the pains of the foreign exchange crises

of the fifties. It saw the beginning of a new and long period of capital-
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intensive import substitution industrialization which would last until the

beginning of the sixties.

2. Growth and Disequilibrium (1951-1962)

The second Vargas administration (1951-54) was much less committed
to "liberal", open policies with regard to the foreign sector than the
previous Government. One of its first measures was to order a downward
revigion of the book-value estimates of foreign capital, in the belief that
these estimates were inflated for purposes of legal remittances. Even so,
the balance of factor services was negative in US$209 million (1951)
falling to half cthat value in the following year, The restrictive
decisions generated strong reactions from both the State Department and the
World Bank - the latter having decided not to make any new loans to Brazil

before a solution to the problem of remittances be found. 8

In 1951, the fear of a world-wide extension of the conflict led to
a relaxation of the import controls and to an 82% increase of imports, to
1,703 million dollars. Since coffee prices were still high, and cotton
prices soared in that year, export receipts increased 30%, to 1771 million
dollars - a level which, in nominal dollars, would only be surpassed in
1968. The trade balance, however, fell substantially, to US$68 million;
at the same time, the current account deficit reached US$400 million, the
largest ever registered up to then. In 1952 the value of imports was the
same as in 1951, but exports fell 20%Z due to a similar reduction in the
quantity exported - partly a result of what was then an extremely
overvalued exchange rate, The current account deficit reached USS$624
million and Brazil accumulated a backlog of commercial arrears of more than
US$560 million in 1951-52. These events created a problem of short-term

external indebtedness which marked the rest of the decade.

8/ World Bank loans to Brazil declined in 1953 and 1954, and were nil in

1955-57. Except for a small loan in 1958, from 1955 to 1965 the Bank
did not extend any loans to Brazil, See Malan (1977), pg. 116
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Financing the commercial arrears meant a protracted process of

negotiations involving the Eximbank and a consortium of London banks, in

N which short-maturity loans were negotiated under the assumption that export
prices (mainly coffee) would continue to rise in the Ffuture. As we now
know, this hope did not materialize. At the end of 1954, when coffee
prices began their decline, foreign public debt was US$1l.3 billion.? The
increasing priority to debt-servicing in the allocation of scarce foreign
exchange came to compound the critical growth problem of the fifties and
early sixties, which required ingenious and oxiginal solutions for

financing growth.

At issue was the pattern of import substitution industrialization
and its financing. Import substitution accelerated in the fifties partly
as a response to rapidly changing international conditions, partly as a way
to cope with an also rapidly changing domestic and political economic

environment.

Apparently, judging by the rate of industrial growth actually
achieved (10.2% between 1952 and 1961), Brazil has fared admirably well
under adverse external conditions. However, as it had happened before -
and would happen again - the success was partly due to stretching Brazil's
ability to draw upon the future, in a sort of a political ecycle in which
the incumbent authorities leave to their successors the task of facing the
hard choices involved in deciding who is going to bear the burden of the

required adjustment.

The fifties are worth studying because the decisions taken during
the decade were - perhaps more than in any other decade - crucial in
shaping the long-run pattern of capital accumulation in Brazil, from then on
dependent upon public sector intervention, investment in infrastructure and

some key basic industries, and upon an increasing role of foreign capital.

3/ HNote that the accumulated current account deficit in 1953-54 was only
US$140 million, to be compared with US$1,027 million in 1951-52; 1i.e.,
some adjustment had been made,
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One cannot hope to understand this process without a discussion of the
external conditions which marked the period and the causes and consequences
N of the foreign exchange regime adopted after 1953. The measures taken were

not typically Brazilian. As the official history of the IMF puts it:

"World economic conditions in 1953-54 reflected three
major factors:-the continuing recovery of Europe, a
slackening of activity in the United States in the
second half of 1953 and a fall in the price of
primary products as output, which has expanded in
response to the Korean hostilities, encountered

diminished demand, The first of these factors
encouraged the hope of a speedy return to
convertibility... the second and the third created

difficulties for a number of primary producing
countries and resulted in a series of changes in
their exchange syscem.lO

As to the system itself, the same observer concludes:

"....few exchange systems were as complicated or as
rapidly changing as that of Brazil. 1Its progressive
liberalization, however, would have to wait for liberal-
izatien and convertibilit{ being achieved in the ad-
vanced industrial world".ll

By 1954, the completion of European recovery had important
implications for the semi-industrializing world since trade credits
(supplier’s credits) were part and parcel of European much needed export
drive, Indeed, by the mid-fifties, the United States was becoming
increasingly concerned with European competition since both Europe and
Japan were offering extended terms of payment to potential foreign
customers. Although of relatively short maturities and high interest
costs, these credits were a sort of development finance to the importing
countries because they were tied to purchases of foreign machinery and
equipment. Brazil figured conspicuously among these countries, especially

after the break with the World Bank in 1952, the attitude of benign neglect

10/ Horsefield, (1969) p. 378. Indeed, Bolivia devalued its currency by
684 in May ‘53, Chile by 72% in October 1953, Mexico by 31% in April
1954, Nicaragua by 29% in June 1955; Pakistan by 30.5% in July 19535,

ll/ Horsefield, (1969) p. 382,
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of the Eisenhower administration after 1953, and the dramatic fall of

coffee prices after 1954.

In response to stagnating export earnings and facing an
increasingly inflexible import structure, a near exhaustion of bilateral
lines of credit for balance of payments assistance and increasing debt
service claims, Brazil altered radically its foreign exchange system in
1953. Despite its heterodoxy, the new system did meet exceedingly well the
balance of payments constraint up to the late fifties, when problems
surrounding coffee policy and excess demand made inflation rates accelerate
and the growing pains of disequilibrium began to assert themselves with

special force.

The increasingly high administrative costs of non-reliance on
market signals were clearly recognized by 1933 as the amount of foreign
exchange to be allocated was much higher than at the inception of the
system in 1947 and the import list was much more diversified. To meet this
challenge, an auction system was introduced in October. It represented a
fundamental change in the form of appropriation of the scarcity rents
involved in the import control system. From then on, the government would
become the major recipient of the implicit tax invelved in the wide

differential between the export and the import exchange rates.

Cumbersome as 1t may seem, the system represented a vast
improvement over the previous one since it allowed for some market forces
to determine the effective exchange rate in each import category. The
excess of auctlion premia collected from importers over the bonuses paid to
eXporters was soon to become one of the most important factors behind
variations in high powered money - and a most welcome source of government

revenues (the more so, the larger the differential between the average

import and export rates).

The domestic money collected for the foreign exchange sold was to
be largely offset by government deficits which, in the absence of an
adequate tax system, were financed through the banking system, and

significant govermment borrowing, domestically and abroad. While from 1946
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to 1952 credit to the private sector increased on average by approximately

12% yearly in real terms, from 1952 up to 1964 real credit to the private

: sector was virtually constant.

This transfer of resources to the government and to favored
industrial sectors, although seemingly operating through the well-known
principles of inflationary financing of government expenditures, had its
real basis on the foreign exchange system. Coupled with the multiple rate
auction system, this allowed bhoth a taxation of exports and a selective
import policy which assured the essential intermediate and capital goods
required by the industrialization effort under way. In a system of import
controls, or a differentiated tariff structure such as Brazil had after
1957 (where most imports of consumer goods are kept out and most
intermediate and capital goods entered almost freely at a vastly overvalued
exchange rate) there is a temporary discrimination not only against exports

but also against domestic producers of intermediate and capital goods.

Hirschman’s insightful remarks about the political economy of this

arrangement aptly tackle the issues involved:

"Viewed in this way, the inability to export
manufactures appears as the price which had to be
paid for building up an industrial sector under
adverse soclo-political conditions. As
industrialization proceeded, the desirability of the
overvaluation devices becomes increasingly
questionable from the point of view of industry
itself, for overvaluation not only impeded exports
but interfered...with the viéorous exploitation of
the backward linkage dynamic.l

This "vigorous exploitation" was helped by the substantial
inflows of foreign capital which Brazil utilized to compensate for an
inelastic supply of foreign exchange, which accentuated the protective
effects of import controls and of a differentiated tariff structure.
Since the inflows tend to drive down the real price of foreign

exchange, the profitability of exporting may also have declined as a

12/ See Hirschman (1968) p. 118.
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result of the inflows (unless foreign capital flowed into export

activities, which it did not).

It is true that if it were not for these inflows, the
spectacular fall in export prices after 1954 would have jeopardized the
industrialization effort of the Kubitschek years (1956-60). But it is
also true that what avoided a serious balance of payments crisis (and,
consequently, the abandonment of the drive towards industrialization)
was the permission to import equipment without exchange cover made
possible by Instruction 113 of SUMOC. Such imports came to represent
more than one-third of total imports in 1959 and 1961, entering the
country in the form of equity capital in existing or newly established
enterprises. Such capital was converted into domestic currency at an
exchange rate close to the "free" market rate. Since amortization and
interest payments for most of these externally financed equipment
imports could be made at the lower average exchange rate for exports,
the foreign investor was given a substantial subsidy. Foreign capital
was especially attracted to explore the highly protected markets for
durable consumer goods. The automobile industry represented nearly
seventy percent of total foreign direct investment in the period
1955-1961. Supply incentives, perhaps more than demand prospects, were
the driving force behind the birth of this important industrial

segment,

Heavy reliance on foreign capital was a mixed blessing. On the
one hand, it really allowed the industrialization effort to continue -
and to accelerate, under Kubitschek - in conditions of stagnating or
even declining capacity to import; on the other hand, it generated
serious problems for the future. In fact, around three-fourths of the
gross autonomous capital in 1956-61 entered Brazil in the form of
credit operations carrying contractual terms of amortization and
interest. Medium-term suppliers’ credits became the major form of
inflow. They rose from US$97 million at the end of 1954 to US$987
million at the end of 1961, and accounted for more than two-thirds of

the gross inflows of autonomous capital over the period 1954-1961.
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The basic problem was not so much the level of the debt, but

the progressively hard terms in which new debt was obtained. By the
) end of 1960, Brazil was the largest international debtor among less
developed countries. Total debt (US$3.9 billion) had been increasing
at a rate (21.5% yearly, from 1950 to 1960) nearly three times the
growth rate of GDP and was equal to three times the annual value of
exporﬁ receipts by the end of 1960, Seventy per cent of the total debt

was scheduled to be paid in the next three years.

The alternative would have been a more aggressive export
policy. It should be noted,however, that in 1960 nearly 30 per cent
of Brazilian export revenues came from inconvertible currency areas.
But the crucial issue was related to coffee. By 1958, international
overproduction was such that prices of Brazilian coffee declined by
more than 20%. The government had not only to increase bonuses given
to exporters, but also spent 24,5 billion cruzeiros (roughly equivalent
to US200 million) buying coffee from growers. Coffee exports in that
year, at US$688 million, were more than 50 per cent lower than the 1956
level and even less so in real terms, given dollar inflation. As a
result, there was a sharp reduction in the amount of forelgn exchange
actually brought to the auctions, more than doubling the auction premia

and fueling inflation. As Fishlow rightly observed:

"Commercial policy could extend significant and even
increasing subsidies to industry... but after 19538 it
could not longer simultaneously provide for internal
transfer of real resources to pay for them"

After the break with the IMF in mid 1959, due to a failure to implement an
anti-inflationary package, the economy was drifting up to the end of
Kubitschek’s term. Quadros’ brief tenure of seven months was marked by a
classic devaluation cum stabilization program which, thanks to the Kennedy
administration’s unconditional support, appeared to signal a new phase of
successful orthodox economic policy-making with respect to the foreign

sector,

13/ Fishlow: (1975), p.26.
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As a matter of fact, internal imbalances, mostly aparent in the

rate of inflation, had profound roots in the Brazilian newly established

\ and highly unbalanced economic structure. The legacy of Kubitschek's
ambitious goals, in terms of inflation and balance of payments
disequilibria, required some hard choices which the Goulart government was

not prepared to make. Military intervention in April 1964 decided in favor

of orthodoxy.

3. Institutional Change, Structural Continuity (1963-1967)

The beginning of the sixties witnessed a loss of dynamism in the
level of economic activity. This was particularly true in the
manufacturing industries where growth rates, after having averaged almost
13% yearly between 1957 and 1961, fell to 8% in 1962 and stagnated in the
following year. Stimuli from domestic demand seemed to have failed as
inflation, in itself a serious problem in the previous period, accelerated
to rates unkown until then (50% in 1962 and 78% in 1963). Mounting
political instability had a strong influence on a set of economic policy
measures which lacked coherence. The Plano Trienal,supposedly to be -
implemented over 1963-65, proposed strong stabilization measures, the
initial implementation of which had an impact much greater than envisaged
by the Plan itself,l4 It has been argued that the stabilization policy
attempts of 1963 triggered the recession in that year, given the sharp
monetary and credit restrictions suddenly imposed.15 In fact, vacillations
and inconsistencies in the conduct of economic policy, as well as budget

constraints, are reflected in the diminishing priority of growth and

* 14/ Money supply was planned to increase by Cr$25.1 billion in the firsd\
quarter of 1963 - but grew only Cr$3.7 billion, denoting a strong
liquidity contraction. In the second quarter the planned expansion was

3 Cr$74.1 billion. Actually it reached 179.4 billion, meaning that the
Plano had been abandoned by then.

15/ See J. Wells (1977) and A. Lara Rezende (1982), for forceful arguments
in this direction.
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industrialization during both the Quadros and Goulart governments, as
compared to that of Kubitschek, Public investment was sharply cut as a
counter-inflationary measure, but current expenditures were allowed to rise
even more rapidly than before. The budget deficit increased substanciallyl6
and was financed mainly by money creation, In addition to thart,
inflationary pressures were strengthened by attempts at vreal wage
increéses.l7 Therefore, uncertainties over the future could also be
blamed for the sharp fall in investment and years of reduced industrial
growth.l8 In fact, in real terms, the overall average growth in

manufacturing between 1963 and 1965 was close to zero.

Many contemporary analysts, emphasizing limited domestic market
sizes and unequal patterns of income distribution, tended to view this loss
of dynamism in terms of a stagnation which followed the exhaustion of the
import substitution process. Hirschman and Fishlow have convincingly shown
that the type of import substitution industrialization which has occurred,
with initially large, indivisible and complementary capital expenditures,

was I1nherently cyclical rather than stagnation-prone.lg At the outset,

16/

In 1961 the Federal budget showed its first current account deficit in
many years, of some 0,6% of GDP, In 1962 and 1963 the deficit reached
2.8% and 0.9%. The overall deficit, in the same years, was of 1.9%,
4,3%, and 1,7% of GDP, See Sochaczewski (1980).

In 1962 the Government instituted the payment of a 13th salary to be
paid in December of every year.

One should note another reason contributing for the growth slowdown and
inflation acceleration: agricultural output stagnated in 1963 afrer
many years of above average growth rates.

See Hfrschman (1968) and Fishlow (1972). Hirschman's analysis, in
fact, noted that the sharper decline in investment than in income
ultimately leads demand to grow up to previous capacity and motivates a
new cycle of capital formation - as it did start to occur in Brazil
shortly after his article was published.
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productien and investment grew rapidly, at rates clearly superior to those
which could be sustained over the longer term.20 The deceleration of the
rate of growth in output and investment implied by the substitution process
is inevitable and - as Fishlow has shown - inherently destabilizing, since
entrepreneurial expectations do not exactly move opposite, but rather tend
to follow, production statistics. Therefore, they not only fail to
restrain early euphoria, but also to sustain optimism as the rate of growth
diminishes. In fact, the opposite occurred, contributing to the marked
slowdown of output and to the associated exacerbation of distributive

conflicts and political instability which led to the fall of Goulart in

March, 1964,

The military intervention of 1964, which acquired a dynamic of its
own and led to 21 years of military governments, 1s, from a political point
of view, a crucial benchmark in Brazil’s recent history. From a strictly
economic and structural perspective, however, it is important to note that
the military governments continued to explore all the possibilities of the
capital-intensive pattern of development associated with foreign investment
which Kubitschek had so successfully promoted during his Administration.

It is in this sense that the sub-period after 1964 could be characterized

as political change cum structural continuity.

In addition to the cyclical factors, there are two additional
reasons explaining the crisis of the early 1960s. Both of these were, in a
sense, dealt with in the immediate post-1964 period. One has already been
referred to: the temporary exhaustion of the capacity of the public sector
to either finance directly the investments in infrastructure or to continue

the indirect transfer of resources through intervention in the foreign

20/ Fishlow (1972) has described the process in the following terms: "In

the case of actual substitutes, such rates are due to displacement. In
the case of new goods, which had neither been imported nor produced,
the reason is the response to lowered price. Effectively, due to
prohibttion or licensing, the price of the imported equivalent was
extraordinarily high, while the domestic substitute was available at a
cost within the relevant range. After this initial reduction in price
and the response to it have occurred, growth is governed subsequently
by income elasticity." p.347.
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exchange-system. The other was the balance of payments crisis of the early
1960s. 1In fact, between 1959 and 1962 the outflow of interest payments and
profit remittances almost doubled. In 1962, debt service amounted to one-
third of exports. Legislation curtailing profit remittances was passed in
1962 and foreign investment declined sharply after 1961 (from an annual

average of almost $120 million in 1957-61 to $30 million in 1963),

The post-64 regime was able to design reasonable solutions to both
problems. The fiscal c¢risis and the financial disequilibrium of the public
sector were tackled by a revised tax system and improved collection,
including indexing of back taxes, increases in the prices of public
utilities and, for the first time in the country, the institution of
monetary correction for Government paper in order to have them voluntarily
held by the public so as to allow a non-inflationary financing of a
deficit. Several actions to increase the efficiency and modernize the
state apparatus were undertaken. The balance of payments crisis was solved
partly with the enthusiastic support of the US administration for the new
regime, a quick restructuring of the debt to official creditors, a re-
opening of World Bank loans, a surge in exports and a very sharp fall in
imports (of over 30% between 1963 and 1965), both partly due to the sharp
deceleration in output and domestic incomes in 1964 and, particularly, in
1965,

>

The stabilization program of 1964-66 was not as orthodox as it has
often been described. The program was partly based on an explicit incomes
policy and continued to rely on nominal anchors such as the exchange rate
and key public prices. 1Its relative success in curbing inflation from an
annualized 100% in the first trimester of 1964 to around 30% in 1966 was
obtained at the expense of certain groups, especially low-wage earners,
since the wage formula adopted in 1965 granted increases partly based on

governmental expectations of future inflation -- as expected, consistently
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underestimated.?l But it should be noted that the "modernizing" and
income concentrating reforms of the 1964-66 period laid the basis for a
: resumption of growth without immediate additional investment, given the

ldle capacity generated by the large investments of the 1956-62 period.

In authoritarian Brazil from 1964 to around 1970, the more
regressive distribution of income against low-wage earners and the opening
on a large scale of consumer credit facilities for purchases of consumer
durables made possible the sustained boom of the automobile and appliances
industries somewhat at the expense of both the traditional consumer goods
industries and the industries producing capital goods and basic inputs. In
fact, the fall in real wages at the bottom came together with a widening of
the wage spectrum, with large increases in real wages at the top of the
distribution. This phenomenon partly accounts for the observed change in
consumption patterns which was strongly reinforced by the introduction of

consumer credit, and indexed finanecial instruments.

It is worth noting that throughout the 1964-73 period, the real
function of {ndexation was to avoid some undesirable intersectorial
transfers or repercussions of inflation, which was widely expected to
continue around the average of the 1950s. In fact, inflation never fell
below 15X in the period. In this respect - and with the crucial exception
of wages - indexation was effective in the sense that it safeguarded the
real income of exporters (through frequent devaluations of the exchange
rate after August 1968), the assets of creditors and savers (through
indexing of interest rates on loans, treasury bills and savings deposits),

and fiscal revenues through indexing of back taxes.

21/ As noted by a leading analyst: "Due to the underestimate of the
inflationary residual, this criterion (the formula of readjuscing wage
by the average and not by the peak and incorporating an estimate of
next-period inflation called the residual) geems to have provoked a

certain dec of real wages between 1965 and 1967 whic after all
was c terpart to the i ove that was i ded fo
1 s, owners of publiec ut es concessio olders o nanc

instrument other b i of co tive ation" (emphasis

added). See Simonsen, (1970), p. 184 (our translation),
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The important point to retain is that governmental intervention

increased and the system, despite all the so-called "liberal" rhetoric of

' the 1964-67 period, continued to be a highly administered one. It could be

used, and as time went on, it was actually used to award special favors to

economic activities newly considered essential, by exempting them from the

indexing mechanism, just as the 1950s’ combination of inflation,

overvaluation and foreign exchange auctions had shifted resources towards

favored sectors.22

4. Growing Euphoria (1968-1973)

The performance of the Brazilian economy during this period has

been rather impressive when viewed through the Llenses of conventional

indicators. Indeed, the so-called "Brazilian Miracle" was characterized

by: (a) a yearly average real GDP growth rate of 10.7% over a seven-year

period; {(b) a relatively low rate of inflation, as compared to

the

previous (1963-67) and next (1975-80) periods (23.6% yearly versus 56.4%

and 49.6%, respectively), its effects being partially neutralized by

widespread indexing; (c) an overall surplus in the balance of payments in

every vear from 1968 to 1973, leading to a rise in both foreign exchange

reserves<- and foreign debt, which increased from US$3.3 billion to

US$17.2 billion from 1967 to 1974, nearly three-fourths of the increase

being due to currency loans.

The military government’'s political legitimacy during this period

rested largely upon these achievements: in many interpretations,

an

authoritarian and centralized regime, and its associated ‘rational and

22/ For a brilliant discussion of these possibilities, see Hirschman
{1981),

23/ International reserves were $200 million at year-end 1967, barely
enough to cover one-month-and-a-half of Imports. In December 1973,
they reached $6.4 billion, more than half of the total Brazilian
external debt ($12.6 billion) and roughly equivalent to gne yeag of
(pre-oil-increase) imports. See Bonelli and Malan (1976).
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pragmatic’ economic policies, have been presented as the main factors
beneath these rather favorable results. However, a clear understanding of
the Brazilian ’'boom’ should necessarily take into account, in addition to
the role of a pragmatic domestic policy able to seize the opportunity, the
simultaneity of a domestic cyclical upswing and the xery favorable

international conditions of the period.

At the outset, it should be noted that it was an industrial ’'boom’:
agricultural output grew only 3.6% per year over the period, while
manufacturing industries output expanded at 12.6% yearly in real terms.
From the supply side, the beginning of the boom was made possible by the
existence of substantial idle capacity in manufacturing, which made the
'boom’ relatively costless in its initial years. Notice that the aggregate
investment rate, which had been in the order of 16% in 1966-67, reached
only 20% in 1972-73. Output growth, therefore, was based on capacity built
years before. After 1970 manufacturing investment began to accelerate in
response to both expectations of prosperity and decreasing idle capacity.
New investments were granted an extensive system of incentives which
included value added and sales tax exemptions and credits, custom tariff
exemptions for capital equipment, and preferential credit support from

official entities,

In addition, favorable balance of payments conditions allowed
increasing imports of industrial raw materials and capital goods. From the
demand side, a broad range of expansionist fiscal and monetary policies was
implemented. Expanded consumer credit for the acquisition of durable
consumer goods (the leading segment during the ’'boom’), increased incomes,
and the concentration of earnings in the top-income group, were responsible

for a 22.8% yearly growth rate of real output of durables between 1967 and

1974, The booming domestic demand was reinforced by schemes of export
promotion via incentives and subsidies; exports of manufactured products
rose by 16,8% yearly in real terms. Imports, on the other hand, rose

almost 26.0% per year - thereby almost doubling their share in total supply
(from 9.2% to 17.3% when measured in 1970 prices).24

24/ For a detailed discussion, see Malan and Bonelli (1977)
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The success in opening up the Brazilian economy in the late sixties
and early seventies has to be seen against the background of the deep
changes then under way in the international economy - in terms of trade as
well as of international capital movements. Both received important
stimuli from the European return to full convertibility after 1959
(followed by Japan in 1964). In nominal dollar terms, world trade grew at
an amézing rate of 18% a year from 1967 to 1973. Fueled by US balance of
payments deficits, the late 1960s were marked by the increased importance
of deposits denominated in the national currencies of the major industrial
countries, especially deposits denominated in dellars held outside the
United States. Voluntary private international capital flows, absent since
the 1930s, returned with special vigor. These developments set the 1960s,
especially its second half, distinctively apart from the 1950s.25 In fact,
the revival of international trade and investment in the 1960s, though
benefiting essentially the more advanced economies, spilled over to the
periphery of the system, particularly to countries whose exportable
production was complementary to the centre, and semi-industrialized
countries with relatively high levels of per capita income, relatively
cheap labour supplies, relatively stable economic policies, and large,

growing and protected domestic markets.

Brazil has traditionally benefitted from the attraction that the
size of her domestic market, her westernized urban consumption pattetrns,
and protective practices have exercised on foreign investment, Indeed,
partly due to a favorable legislation with respect to foreign capital,
since World War II direct investments have grown faster in Brazil than in

any other country in Latin America except Venezuela. By the end of 1956,

25/ Professor Robert Triffin has noted that while world reserves increased

at an average rate of 2,75% per year between 1949 and 1969, the average
rate of increase from 1969 to 1974 was 22.7% per annum! Triffin notes
that this system of credit reserve creation undoubtedly contributed to
the ability of the advanced countries to expand their loans and
investments in the developing world. In fact, he rightly notes that
the inerease in the overall surplus in the balance of payments of
developing countries was not derived from current account surpluses,
but rather from the over-financing of their current account deficits by
capital flows from the developed countries, especially the U.S, See
Teiffin (1975).
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US direct investment in Brazil was exceeded only by investments in Canada,
UK and Venezuela'.26 The economic ministers of the regime which came to
power in 1964 were keenly aware of the crucial role that foreign capital
had played in the structural changes cthat were taking place in the
Brazilian economy. They were accordingly deeply committed to assuring the
continuance of this role by pursuing an overtly open capitalistic

develépment. 27

With respect to trade, the bias against exports 28 began to be
reversed. This was achieved through bureaucratic simplifications of the
licensing system, by the introduction of a complex system of credit and tax
incentives, and particularly by the adoption of the mini-devaluations
policy in August 1968. From 1967 to 1973, Brazilian exports increased at a
rate of 24.8% a year, while world exports increased by 18.3% a year, both

in nominal dellar terms.

Since export prices inereased more than import prices (an average
9.4%4 a year as opposed to 6.2% for import prices), the terms of trade
increased by 20% from 1967 to 1973, allowing for a higher rate of income

growth than product growth. Due to the 13% a year increase in the volume

26/

See US Department of Commerce (1957). p.64. It should be noted that
Venezuela appears as third in the list due to oil investments. Over
half of the US$1.2 billion invested in Brazil was in the manufacturing
sector (US$701 million). The comparable figure for Venezuela was
USS114 million.

Public sector intervention in economic life, both as policy-maker and
as direct producer through state enterprises, increased after 1964 in
spite of all the privatist rhetoric of the successive governments.
This is one of the most interesting areas for research in the political
economy field in Brazil.

Brazilian exports, from 1947 to 1964 have fluctuated in nominal dollars
between US$1.100 million (1949) and US$1.771 million (1951, the highest
level up to 1968), with an average of US$1.448 million. One of the
most remarkable aspects of the Brazilian experience with economic
development was the attainment of a 7% average rate of growth of GDP in
real terms for two decades (1947-67), with exports almost stagnant (the
yearly rate of increase in dollar terms was only 2.1% between 1947/48
and 1967/68, less than the rate of population increase). Import
capacity was stagnant as well, since import prices did not fall during
the period.
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of exports, the current capacity to import increased by 150% from 1967 to

1973, the sharpest sustained increase Brazil has experienced since the

1920s,

The increased import capacity was more than fully utilized. This
is expected, since in a growing industrialized economy imports have to grow
at a slightly faster rate than exports in order to assure the much-needed
tranfer of real resources from the rest of the world. In fact, Brazilian
imports (CIF) showed an increase of 27% a year from 1967 to 1973, while
world imports increased by 17.5% a year. The breakdown of this increase in
its price and quantity components shows that the volume imported rose by

18.5% per year in the period, while import prices increased at a rate three

times lower (6.2%). The implied income-elasticity of demand for real
imports - near 2 - suggests the validity of a crucial observation by Diaz-
Alejandro:

For the range of growth in which a country has
developed consumer and Intermediate pgoods industries
but has not yet developed significantly its capital
goods industry, the greater the (rate of growth of) per
capita income, the more likely it will be that its
short-run marginal propensity to import will be
proportionally greater than its average propensity to
import due to its dependence on imported capital goods
and the cyclical nature of the demand for these items.

Indeed, capital goods imports, which represented slightly more than
one-fourth of the import bill in 1965-66, reached 41% of total imports in
1971-72. This very  high rate of capital accumulation (since domestic
production of capital goods rose by an impressive 20.5% per year on the
average between 1967 and 1973), was accomplished simultaneously with very
high rates of growth of consumption expenditures. This conjunction of a
high investment effort with a high propensity to consume was only made
viable through a policy of rapidly expanding external indebtedness.
Brazilian total foreign debt, in fact, increased almost four-fold from 1967

(US$3.3 billion) to 1973 (US$12.6 billion).

29/ Diaz Alejandro (1965) p. 509.
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Partly as a result, the country developed a more permissive
attitude towards inflation. Contemporary observers pointed to the fact that
the excess-demand view according to which inflation should be curbed by
credit restraint, discretionary wage policy, and balanced budgets30 had
been abandoned in favour of a more gradualist-structuralist approach
emphasizing cost-pressures and the need to learn to live with a rate of
inflation of at least 12-15% a year.31 The excess capacity of 1967 did
suggest that an expansionist credit policy might have stimulated output
considerably and outweighed the social costs associated with the general
increase in the price level. Indeed, after 1967-68 the ratio of loans to
the private sector to the money supply, which had been near one since the
early 1950s, began to increase steadily and sharply, reaching 1.7 times the
money supply by December 1975. On the other hand, due to the tax reform of
1967, the gross tax burden increased by almest five percentage points of
Gross Domestic Product between 1967 and 1972, contributing to the surpluses

of the early 1970’'s, maintained throughout 1973-75. 32

30/

a1/

For some accounts of the attempts at curbing inflation during 1964-67
along these lines, see Fishlow (1973); Morley (1971) and Kafka (1967).

As Bacha pointed out, "Paradoxically the gradualistic approach to
monetary policy eventually adopted by Brazilian policy-makers
vindicates (with a vengeance!) the structuralist critique of monetarism
as a means of fighting inflation in Latin America". See Bacha (1977)
p.48,

See Silva,(l976), especially Chapter III, for a discussion of these
points., Note that the series on government accounts before and after
1970 are not strictly comparable.
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The basic lines of the wage policy, conducted through discretienary
government formulae, continued unimpaired until 197433 For some critics,
it was one essential domestic feature behind the boom, as well as behind
the increased regressiveness in the pattern of income distribution in the
1960s. 34

Indexing, coupled with a wide spectrum of fiscal incentives to
those able to save, gave a boost to private voluntary savings. Non-
monetary assets, harely one-third of monetary assets by 1967, reached the
same value by 1971 and were 55% larger than the monetary assets by 1975,
Compulsory savings increased sharply after 1967 due to workers’ pension
funds and social security schemes which were created in the second half of
the 1960s, providing sources of longer-term financing for housing and urban

infrastructure.

In short, economic policy was 'successful’ because it was
operating in an environment potentially conducive to high levels of
expenditure and output growth. The year 1974, however, would painfully
show that growing euphoria has its costs, and that a given economic policy

frequently outlives its utility.

33/ Writing in 1973 on the Brazilian contribution to anti-inflationary

policies, Mario H, Simonsen noted: ",..there is a considerable
advantage in creating a rule for arbitrating collective wage
negotiations. The great problem of these negotiations in the modern

world, including wage setting at the level of governmental decision, is
that they are agressively affected by the political power of unions and
employers’ associations, by electoral criteria and by other criteria
distant from any economic efficiency theorem. A [wage-setting] formula
of this type has the advantage of replaci an endless game of strikes
and pressures by a simple arithmetic calculation" (emphasis added) see
Simonsen (1973) p.31, (our translation).

34/ Fishlow, (1973a)
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5. Rise and Fall of Debt-led Structural Adjustment (1974-1980)

Brazilian policy response to the sharp oil price increases of
1973/74, as formulated by the Geisel administration inaugurated in March
1974, had a clear emphasis on the need for growth-oriented structural
adjusﬁment. The strategy was explicitly formulated in the second National
Development Plan, which confidently projected into the next five years the
average rate of growth of the previous period. It launched an ambitious
program of import-substitution investments in capital goods and basic raw
materials, while continuing to pursue the long-gestation projects which had
been initiated in the previous years of growing euphoria. 0f course,
public poliecy in the form of privileged access to subsidized credit was

geared to the new priorities,

The perception of the need to increase pet exports and therefore to
transfer abroad real resources was there, as the only long-term solution to
the lowered rate of growth of real disposable income implied by the terms
of trade deterioration caused by the oil shock. However, the Government
chose "rationally" to ride out the potential recession and not to
experience the inevitable income loss in 1974-75. It continued to borrow
abroad so as to maintain growth and domestic demand, while attempting to

change the structure of production of the Brazilian economy.

The growth of external debt was thought to be a temporary price to
be paid for financing this change, as well as for distributing over time
the burden of the adjustment. Given OPEC countries’preferences for holding
in liquid form their sizeable increases in income and the decision on the
part of the major industrial countries to leave the so-called recycling of
OPEC surpluses entirely to private commercial banks, there was no
difficulty whatsoever in tapping external resources. These were transferred
mostly in the form of currency loans to both the private and the public
sectors for general balance of payments support - an option which Brazil

had already exercised in the 1968-1973 periced.
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As a result, net medium and long term foreign debt rose fivefold
between December 1973 and December 1978, from §$6,155 million
(approximately equal to the value of exports in 1973) to $31,616 milien

(two-and- a-half times the value of exports in 1978).

With the exception of 1974 and 1975, when there was a loss in
international reserves (of around $950 million in each year) for the whole
eleven-year period from 1968 to 1978, there was an over-financing of
Brazil's current account defiecit through the capital account, In 1978
alone, gross capital flows totalled nearly $11 billion, much in excess of
the current account deficit and leading to a $4 billon increase in the
Central Bank's international reserves. OPEC surplus had been reduced to
virtually nil in that year, indicating an important fact, not well
understood at the time: that the international private credit market was

not dependent on OPEC surpluses to extend loans to developing countries.

For many optimistic observers, by 1977-78 the balance of payments
adjustment in Brazil was nearly completed. The trade deficit of $4.7
billion in 1974 had been eliminated in 1977. The current account deficit
was reduced from $7.1 billion in 1974 to $4 billion in 1977. Imporcs,
after rising slightly more than 100% in 1974 (to $12.6 billion) were kept
in the $§ 12 billion mark for the next three years. Exports rose from
$6.2 billion in 1973 to $12.1 billion in 1977, Moreover, the economy was
growing at an average annual rate equal to the historial (i.e. post-war)
rate of around 7%, and inflation had stabilized at the 353-40% rate. The
real investment rate as a share of GDP was around 25% in 1974-76, an
historical high and nearly 5 percentage points above the average for

1968-70 (20.5%).

But could one really say that adjustment "Brazilian-style" had been
accomplished by 1977-78? Could one maintain that were it not for the second
oil shock and the U.S. "monetarist revolution" of 1979, Brazil -together
with other forty developing (and socialist) countries- would not have

reached the debt rescheduling stage in the years from 1980 to 19827
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A perceptive analyst wrote in 1979 the following passage worth

quoting in Ffull:

...."in many semi-industrialized "and in a number of the
less developed countries, there is a degree of
financial precariousness that is much more widespread
than at any time since at least 1950. What happened
was that a number of countries took conscicus and, I
think, rational decisions to ride out the recession.
They chose not to experience it in 1974-75, but to
borrow abroad instead, to maintain growth and domestic
demand, and external debt rose accordingly. They took
a gamble that I think was rational and that, indeed was
very helpful from the point of view of the world
economy as a whole, because they helped to limit the
extent of the downturn. But it is a gamble that they
essentially lost. The recession was much sharper and
much longer than was anticipated at the time, and now
these countries face serious decisions as to how much
to retrench and how to accomplish it...(emphasis added) 35

It is hard to answer this counterfactual question even with the
benefit of hindsight, but it is undeniable that the adjustment, as
attempted, did increase the vulnerability of the Brazilian economy to
further external shocks, 0il dependence was the most apparent one for a
country importing more than 80% of its consumption. CQil came to represent
around one-third of total imports in 1976-78 (as against 10-11% over the
1968-73 period), despite a wvirtual stabilization of its nominal price
around $12 per barrel between 1974 and 1977 -a sharp fall in real terms due

to world inflation and the rise in the price of Brazilian exports. Other

imports fell accordingly. Capital goods went down from 41% of total
imports in 1971-72 to 26% in 1977-78 and intermediate goods from 394 rto
33%.

However, as serious as the problem posed by oil dependency, if not
more, was the Increased vulnerability to upward changes in international
interest rate which came to regulate nearly 70% of the long and medium term

Brazilian foreign debt - $43.5 billion by the end of 1978, of which $29.5

35/ Cooper (1979), p.325.
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billion eonsisted of currency loans. As a result, net interest payments

came to represent, in 1977-78, nearly half of Brazil’s current account

v deficic.

This fact has an important implication. With a higher interest
bill, the same current account deficit implies a much lower transfer of
real resources from the rest of the world. In other words, the net
contribution of foreign savings to Brazilian growth was steadily declining
over the period, In order to maintain the economy growing, this reduction
in the contribution of foreign capital had to be matched by an increase in
domestic savings expressed not in inconvertible cruzeires but in foreign
exchange terms, i.e., the adjustment required a sustained expansion of net

exports.

By building up foreign debt, this real adjustment could have been
postponed or distributed over time, but it could not have been avoided. In
a mixed economy it would have required a substantial shift in relative
prices - sustained and perceived as such - to induce substitution not only
in consumption, but in production as well. This adjustment was very
timidly running its course, together with its slowly working real effects
{due to the higher capital ratios and long maturation periods of the big
investment projects being simultaneously implemented) when a more
vulnerable Brazilian economy suffered two near-fatal blows: first, the
second oil shock ,which sent oil prices from $12 to $30 per barrel from late
1978 to early 1980; second, the sharp rise in international interest rates,
which doubled in nominal terms from 1977 to 1979, and increased even
further in 1980 before reaching their peak in 1981 (17-18%) under the
impulse of a rather peculiar monetary and fiscal mix in U.S. economic
policy. The game was clearly over. It took nearly three years, from 1979

to 1982, for Brazil to fully recognize lt. 36

The second oil shock led to an OPEC surplus in a two-year perioed
(1979-80) of nearly the same magnitude, in current dollar terms, as the

surpluses observed in the 1974-78 period (around $170 billion). The lower

36/ See Fishlow (1986)

INPES, 187/90



=r

-l

S5

magnitude in real terms was more than compensated for by the higher share
of eil consumption in world income, by the sharp rise in international
interest rates, and by the difficulties involved in a second-round of
recycling the OPEC surpluses, due to tle increased vulnerability of the

already highly indebted developing countries.

Brazil's trade defiecit rose from $1 billionm in 1978 to $2.7 billion
in 1979, and to $2.8 billion in 1980, despite an impressive growth of
exports of more than 50 per cent in nominal terms, in the two-year period
1979-80. But imports rose by more than 70 per cent, due to sharply
deteriorating terms of trade. O0il came to represent nearly 45 per cent of
total imports in 1980, The apparently high level of the Central Bank
reserves at year-end 1978 ($11.8 billion) was sharply reduced by the next
two years overall balance <. payments deficit: $3.2 billion in 1979 and

§3.6 billion in 1980.

A short-lived, unrealistic expansionist policy in late 1979/early
1980 was attempted by Minister Delfim Nette, who had replaced Minister
Mario Simonsen in August, 1979. The rate of growth of real GDP in 1979 was
6.8% and nearly 8% in 1980. A devaluation of 30% in December 1979 helped
boost exports frem $15.2 billion in 1979 to $20.1 billion in 1980.
However, imports rose from $18.0 billion in 1979 to $23.0 billion in 1980,
practically repeating the trade deficit of 1979, The current account
deficit rose from US$10.5 billion in 1979 to $12.8 billion in 1980, half of

it represented by the interest costs on net foreign debt.

Inflation, which was kept in the 35-40% range from 1974 to 1978,
rose to 77% in 1979 and to an unprecedented 110% in 1980. By mid-year, the
first hints of Brazil'’s need for rescheduling its foreign debt started to
appear in public discussion - the suggestion of the need for IMF advice
being voiced by an increasing number of foreign bankers. The spreads paid
by Brazil on external loans increased from 0.75 per cent to 2-1/8 per cent
while short-term borrowing soared. In just two years, 1979 and 1980,

Brazil lost more than $6 billion in international reserves.
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The reason was, as so often in the past, the balance of payments
crisis. Compounding it were the rather precarious net reserves position,
and very specially, the erosion of credibility in the Govermment’'s policy.
This erosion was precipitated by the disastrous decision (in January 1980)
to predetermine the rates of devaluation and monetary correction for 1980
(at 40 per cent and 45 per cent respectively) when even the more optimistic
observers were expecting a rate of inflation of at least the same magnitude
of 1979 (77 per cent), and probably much more, due to the second oil shock,
the December 1979 maxi-devaluation, the acceleration of wage readjustments
decided upon in late 1979, and the widespread use of backward-looking

indexing mechanisms,

The public sector had clearly, once again, lost any capacity to
exercise a minimal coordinating role. Although the coup de grace came in

1982, Brazil lost the decade of the 1980s for growth and development in

1980-83, when it was forced to turn to a policy-generated recession which,
differently from the 1964 -66 experience, did not serve any purpose in

terms of restoring external and internal balance.

The fact is that current account deficits of the magnitude
experienced by the Brazilian economy during the 1974-80 period - on average

roughly 5% of GDP - reflect either: (a) a current level of public and

private expenditures on consumption and investment, which is too high
relatively to aggregate domestic productive capacity at given prices; (b)
a level of such expenditures that was too high relatively to existing
domestic productive capacity and financed by past external borrowing
(payments on which were increasingly falling due); or, perhaps more relevant
to the Brazilian case,(c) a composition of total expenditure between
tradeable and non-tradeable sectors which was not sustainable at the
current level of productive capacity in the tradeable sector. Rather
ambitious public programs in non-tradeable areas, as well as badly needed
investment in the "social" sectors, a traditional non-tradeable activity,
drained resources from investment in tradeables and raised fundamental

questions for the growth strategy.
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The adjustment to this disequilibrium continues to be as elusive a
goal in 1989 as it was in the early 1980s. As the 1980s come to an end,
the experience of three-and-a-half decades of sustained high-growth run the
risk of becoming a rememberance of things past. The 1980s have been marked
by the problems accumulated in the previous decade plus an erratic pattern
of domestic policy responses. One could only hope that the 1990s would not

be held hostage of the legacies and erratic policies of the 1980s.

IV. Legaciles of the Past, Challenges for the Future:

A Summing-up

The decade of the 1980‘'s draws to a close amidst unprecedented
disenchantment and frustration with widespread and deep-rooted economic
crisis facing the vast majority of countries in Latin America. The
remarkable and welcome resurgence of civilian, democratically-elected
governments, although justly raising high expectations, does not, per se,
remove the dark shadow of uncertainties clouding the near-term economic
future of most countries of the region, a continent lagging behind
developments elsewhere (Africa excepted) in an increasingly competitive

world economy.

A deep rethinking is in order. In fact, it is under way in many
countries in the Region, The rethinking, as usual, takes the form of a
never-ending dialogue between the past and the future. The current
pessimism, largely based on the dismal performance of the 1980's, is
diluting the memories of the long lasting period of economic growth which
marked the experience of several countries of the region in the three

decades before the early 1980's.

Brazil, in particular, experienced in about three decades one of
the most rapid and extensive transformations of productive structure ever
geen in semi-industrialized countries. From a still predominantly agrarian
society in the forties Brazil has been transformed into a full-fledged

urban and industrial society which, by 1980, ranked as the eighth largest
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economy in the so-called Western World and the seventh in terms of
industrial sector output, The market value of goods and services produced
by the Brazilian economy more than doubled in real terms every ten years
from the immediate post-war years up to ‘1980, a broadly sustained average
real rate of growth of 7.4% per annum, roughly similar to the Japanese and

Korean growth records over the period,.

The sustainability of this high growth performance should not be
overlooked, During the 33 years from 1948 to 1980, only in four (1936 and
1963-5) the positive rate of growth was bellow 4%, In six years it was
between 4 and 6%. In all the other 23 years it was over 6% being over 10%

in six of these. 37

The great leap forward which Brazil managed to achieve in economic and
{less so) in social terms in the three-and-a-half decades after Word War II
fits admirably well in Hirschman's sailing-against-the-wind notion of an
unbalanced and "antagonistic" growth process. Unbalanced, because of the
discontinuities and indivisibilities which marked the process of overcoming
shortages and bottlenecks, Antagonistic, because although all-around
growth was, in fact, being achieved and the overall movement was clearly
forward, during several sub-periods some specific sectors were gaining at
the expense of others, or some specific objectives were being pursued at
the expense of others. 38 gailing against the wind, notes Hirschman, is
actually how Western societies have been travelling when they were moving

forward at all. Brazil has been no exception.

The paper emphasized the sectoral (and intersectoral) income shifts
provoked by inflation and particularly by the changing nature of public

intervention. During the three decades or so covered by this paper, these

37/ In contrast, in the nine years from 1381 to 1989 the average rate of

growth of GDP was only 2.1% a year. In six of the nine years’ growth
was below 4% and there was actually a decline of GDP in no less than 3
years out of these nine, something Brazil had last experienced in 1942.
In half-a-century (1930-1980) Brazilian GDP declined only in four
years: 1930-31, 1940 and 1942.

38/ Hirschman (1983).
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shifts stimulated growth by making extra resources available to public
sector investment in infrastructure -- and associated private contractors
-- as well as to private sectors exploring new profitable opportunities by
either investing in backward-linkage irtdustries, new import-substitution

activities, or expanding into export markets,

During the 1950’'s, the bulk of the resources required to finance
these expanding investments came largely at the expense of tradeable
agriculture in general, and from the coffee sector in particular, through
public sector intervention in the foreign exchange system. The inflation-
induced overvalued exchange rate, coupled with the required import controls
operating through the auction system, functioned as a sort of indirect
taxation of the coffee complex, transferring resources to the industrial

and public sectors,

The effectiveness of this resource transfer mechanism began to
falter in 1959 (partly due to the continuing fall in coffee prices and
decreasing total exports) and disappeared with the changes in the exchange
rate system of early 196l. Short-term inflows of foreign capital masked
for a while the extent to which the pattern of financing development in the
1950s had reached diminishing returns by the very end of the decade and was

rendered ineffective after 1961.

The growth retardation of the early mid-1960s, especially acute in
1963-65, had its roots in the cyclical nature of import substitution
industrialization, with its large, indivisible and complementary
investments, as well as in the effects on "animal spirits" of investors
(domestic and international) of the political turmoil and uncertainties
following President Quadros’ resignation in August 1961. The public sector
lost any capability to be even a loose coordinating element for any growth
strategy. Limitations of publie finances and external resources proved

unsurmountable. The military intervened in March 1964.

The military intervention represented a fundamental benchmark in
Brazilian recent political history. The momentum it acquired led to more

than two decades of military regimes with deep-rooted political
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consequences. However, from an economic, structural point of view, the
first military government (Castelo Branco, 1964-1966) managed to overcome

the institutional bottlenecks hindering a continuation of the associated

model of development (with strong participation of foreign capital} which
Kubitschek had so successfully promoted in the second half of the 1950s.
Under the first military government, the limitations of public finance were
overcome through tax reform, the introduction of indexed government paper
and the modernization and improved self-financing capacity of public
enterprises, allowed for by the increase in public sector tariffs and
prices. The external resource constraint was quickly alleviated by the
attainment of large trade surpluses (partly due to sharply reduced growth)
and by a suddenly discovered extreme good will of official foreign

creditors, which quickly rescheduled Brazilian external debt.

The burden of the adjustment to a lower inflation path was borne
largely by low and middle-wage earners and the Income redistributiocn
increased the disposable income of the better-off. By 1967, domestic
economic conditions were ripe for a cyclical recovery based on industrial
capacity created during the previous cycle (1956-62). The convergence of a
domestic cyelical upswing with an unprecedented and extremely favorable
international environment in trade and finance, led to the growing economic
euphoria of the so-called Brazilian Miracle of 1968-1973, The public
sector continued to be the coordinating element., Growing incomes generated
growing tax receipts, exports were booming and external borrowing
facilities were such that development seemed to go on with an unlimited
supply of foreign exchange. Brazil was accumulating both external debt and

international reserves,

The first oil shock was an important signal pointing to the
vulnerabilities of an imported-energy-intensive pattern of capital
accumulation based on an attempt to reproduce modes of consumption which
are characteristic of societies with far higher levels of income per head.
The inecrease in the relative price of oil required a reduction in real
national income (and the internal distribution of this burden) unless real
output capacity could have been accelerated and externally financed. The

easy (perhaps too easy) availability of external resources at very low real
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interest rates actually existed: international liquidity increased as oil
exporters decided to keep their newly acquired wealth in the international
financial market and as the major country governments decided to leave the

"recycling" process entirely in the hands of private commercial banks.

At this juncture, in the mid-1970s the public sector tried to play
its usual "coordinating role" emphasizing the need for a new phase of
import-substitution in the areas of capital goods and basic raw materials.
Resource transfers and privileged access to underpriced scarce resources in
the form of exemptions from fully indexed credit were extended to private
and public enterprises investing in these favored sectors. At the same
time, the ambitious, long-gestation projects generated in the phase of
growing euphoria, (mostly non-tradeable infrastructure), continued to be
carried through. This represented an over-loading of the fiscal and
financial capabilities of the public sector given the existing tax
structure. The impressive new investment boom of the mid and late
seventies was only possible, without an upsurge in inflation, through the

mechanism of spiralling external indebtedness.

The sharp increase in foreign debt contracted in the form of
currency loans at floating rates of interest increased remarkably the
external wvulnerability of the Brazilian economy, already high given its
significant dependence on imported oil and on fast-growing external demand

for its exportable production.

The second oil shock of 1979, the doubling of international
interest rates between 1979 and 1981 and the policy-generated OECD
recession of 1980-82 represented a nearly deadly set of blows to the
Brazilian economy. The fall of the curtain came with the abrupt
interruption of private external lending in 1982, Since then, the
Brazilian economy has been barely muddling through, incapable, contrary to
the experience of the 1950s, 1960s and even 1970s, to change the pattern of
public sector intervention and elicit new forms of foreign financial

resources to cyclically reignite a new wave of investment in favored

sectors.

INPES, 187/90



62

The public sector has lost its financial capacity. The fiscal
system is in need for another round of change. The economy requires fresh
inflows of net external finance, which - given the large stock of
accumulated debt - remain a rather elusive goal for the foreseeable future.
Such are the legacies of the past and the current predicament of the

Brazilian economy. What next?

The eventual resumption of sustained growth requires: (a) the
channelling of increased private savings into socially-productive
investments; (b) the overcoming of the deep financial and administrative
crisis of the public sector with a restoration of public savings and a
rethinking of the role of the State, and (c) a significant reduction in the

net transfer of resources abroad,

The three points above have become closely interrelated policy
issues, generating a devilish circle of cummulative causation with damaging
short- and medium-term effects both on the government's credibilicty
(domestic and international) and on private expectations (domestic and

foreign).

The net result of the prevailing uncertainties is a dramatic
shortening of the time horizons of the relevant economic agents. Private
productive investment is postponed, while private savings and retained
earnings are applied in short-term financial instruments, are used for
activities or invested in assets held purely as a hedge against inflation.
Public investment is sharply curtailed because the financing capacity
(internal and external) of the public sector has virtually disappeared.
Within certain limits, the extraction of the inflationary tax requires a
growing rate of inflation given the reduction of the base for the incidence
of the tax, caused by the flight from non-interest-bearing money. The
attempt to service external debt by transferring abroad unprecedented and
unsustainable shares of GDP further depresses national disposable income,
particularly of the public sector, which has been made responsible for
virtually all foreign debt, while foreign exchange is mostly privately

earned. The buying of foreign exchange by the public sector soars domestic
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public debt and keeps sustained upward pressure on domestic interest rates,

always affected by the expected rate of devaluation.

A credible policy in Brazil today must focus, in the short-run, on
reducing inflation and recovering the control of monetary and fiscal
policy, thereby attempting to create the conditions for a resumption of
investment - private and public, domestic and international. These are
likely to be self-defeating exercises unless (a) Brazil manages to
modernize and restore the financial health of its public sector, while
increasing the efficiency and the visions of the future of the Brazilian
public administration, (b) the net outward transfer of financial resources
is sharply curtailed, preferably through negotiated schemes, so as to
release part of these resources for investment and imports of certain
capital goods and raw materials required for the resumption of sustained
growth, without which there is neither hope for a reduction of social

disparities, nor future for a true democracy in Brazil.

Unfortunately, when critical short-term macroeconomic problems
loom so large, as in Brazil today, there is a tendency to overlook two
basic inter-related issues which are crucial in defining what the country
will be as an economy and as a society in the longer term. The first has
been bluntly put by Arthur Lewis: "The long run engine for growth is
technological change.”39 Brazil might be able to face this challenge, but
this depends, in a very fundamental way, on the second issue: educatien
planning and human development40 - areas in which, despite many

achievements, Brazil has been regrettably lagging behind even other middle

39/ Lewis (1978) p.245. See also Rosenberg and Birdzell Jr. (1986).

Although dealing essentially with today’s rich countries, their
analysis suggests that few developing countries, starting from far
behind, can hope to "catch up with the West's interwoven dynamics of
technology, industrial production and economic growth”. In their view,
"Third World countries have very substantial potential for growth...
before they began to press against the limits of technological
knowledge, but institutional arrangements that are unsuited for
innovation, are likely, sooner or later, to circunscribe future growth"

(pp.328-329).

40/ Sen (1989) pp.41-58.
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income developing countries with a clearer vision of their own future in an

increasingly competitive international environment.

The Bilas for Hope in this situation is that the pressures of

an aggravating crisis are bound to concentrate the minds, energies and
political sense of economic survival of the country. The record thus far
might'not be that reassuring. However, it is important to recognize that
significant changes are already taking place as both government and society
try to sgort out "what went wrong" in the past, to cope with the harsher
realities of the present - and to look towards the future with some broadly
shared sense of purpose and direction. As we have seen, this has been
attempted in the post-war period up to 1980, It will have to be tried
again, if Brazil 1is to consolidate both democracy and an open, modern

economy .

I
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