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Introduction

International shocks aren't exactly exceptional
events in the economic history of Latin America. Whether they
ultimately will constitute a hindrance or a help when we
evaluate their long run consequences for economic development
turns out to depend on the interplay of the conflicting forces
of stabilization policies enacted to correct the Balance of
Payments or control inflationary pressures and the structural
policies adopted to adjust the long run path of economic
development. The Brazilian experience in the past ten years With
international indebtedness, three digit inflation and long run
adjustment of its productive capacity after the two oil shocks,
the general rise in interest rates and the 1982 sudden cutoff of
voluntary international lending is illustrative of this general

view.
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The aim of this paper is to describe and evaluate
the recent experience of the Brazilian economy of the past five
years (1979-84) in the context of the painful adjustment policies

it has been subjected to since the end of the last decade.

Without the abundance of oil behind today's problems
of Mexico and Venezuela, or the severe financial entanglements
stemming from monetarist experiences that plagues Argentina and
Chile, or still the political stalemates of Chile and Nicaragua,
the Brazilian story of international indebtedness post-1974 has
nevertheless elements that seem to be present someway or another
in every Latin American country. A mixture of excessive confidence
in the country's potentialities, political obstacles to operate
radical changes in expenditures and financial fragility of its
incipient albeit swollen financial sector are the necessary
ingredients to have in mind when we set ourselves the task of
drawing a relatively realistic sketch of the factors behind the
accunmulation of the largest foreign debt among developing

countries up to the first half of the eighties.

The second section of the paper briefly sketches the
major issues involved in the design of development and
stabilization policies of the late seventies. The third section
describes the conflicts of such policies in the first two years
of the Figueiredo government (1979-85). The fourth section
analizes the policy reactions following the first signs of
binding financial constraints and the fifth section covers the
_internal developments after the interest rate shock and the

immediate consequences of the failure of international capital

markets up to the economic recovery of 1984. The last section
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presents final remarks and conclusions as to the perspectives of

the Brazilian economy.

The picture that emerges from an analytical effort
of moderate intensity is blurred in a blend of success in import
substitution strategies cum export promotion, side by side with
economic blunders in the domain of short-run macroeconomic
policy; of a relatively peaceful democratic transition together
with a dangerously high rate of inflation, in the 200% range; of
maintenance of a growth-prone economy which has its investment
potential reined by a need to transfer annually around 4% of

its GDP to international creditors.

The main conclusions of the paper are: a) there has
been an important structural adjustment in the Brazilian economy
in the past ten years reflected in improved exploitation of its

natural resources, lower dependence on imported oil and on

imported industrial inputs, higher export coefficient and a viable

current account in spite of the high interest payments it has to
face in the next years; b) the long-run adjustment to the post
1973 international conditions was not accomplished without deep
policy conflicts, whose solution has not always obeyed the

canons of economic rationality but were within the narrow limits
of political feasibility; c) that the particular poiitical
bounds which defined the contours of feasible short-run policies
ended up favouring long-run structural adjustment; and finally,
d) that since most of the foreign debt accumulated in the process
~is -held the public sector, future servicing of the debt will

require that real resources be transferred from the private

to the public sector. The particular way this transfer is

promoted has an important bearing on future distributive outcomes

of the present policy dilemmas.



2. The starting situation: the Brazilian economy facing the

eighties

Brazilian economic growth between the second half of
the sixties and the first years of the seventies exhibits
distinctive features when compared with previous experiences.
Average growth rate of industrial output was 13.7% between 1967
and 1973. The composition of industrial growth evidenced an
imbalance in favour of durable consumption goods, which had
grown at 22% per year whereas capital and intermediate inputs
had more moderate rates (respectively 15% and 13.4% per year)
and non-durable consumption goods which encompasses the tradional
industries grew at the relatively modest average rate of 8.6%.
Tables 1 and 2 exhibits the structure of production and
employment of manufacturing industry by the end the so-called
"miracle" years when it tended to be a closer to that of modern

industrialized countries than that of underveloped economies.

The structural fragility of the pattern of growth
followed by the Brazilian economy up to mid-seventies has been
abundantly analysed in the literaturez. It then seemed to be
necessary to maintain a highly unequal income distribution in
order to generate the structure of consuption demand in line with
the continuous expansion of the durable goods sector as weel as
to provide savings compatible with the increasing share of

investment in income. The role of the state, which had surpassed

2See. for example, Bacha (1977), Malan and Bonelli (1976), Fishlow (1972)and

Wells (1977, 1979) .and Bacha and Taylor (1978).




any expectations that could be justified by the dominant
ideological content of public discourse, was to keep and
increasing share of the state in the process of investment/savings
intermediation so that it could channel the necessary savings
into infra-structure investments and in the provision of basic
inputs, as well as mobilize cheap capital toward the private
projects. The control of the process of financial intermediation
was thus crucial to harness private iniciative to long run
priorities. The option for an outward looking strategy had a
double role: avoid the worst distortions of import-substitution
industrialization and maintain a steadily rising import capacity
to prevent foreign exchange scarcity from checking the continuity
of a pattern of industrial growth increasingly dependent on

imports of intermediate and capital goods3.

At least two of these three factors of fragility
were under strain when the new government took over in 1974.
First, the US$6.5 billion increase in import outlays in 1974
brought by the guadrupling in the price of imported oil and the
rising costs of machinery and other intermediate goods accompanied
by a fall of about 20% in the import capacity provoked a four -

fold increase in the current account gap to an expressive 6%

3A brief discussion of the basic characteristics of the Brazilian growth
model and a view of the main issues of macroeconomic policy following the
first oil shock is provided in Carneiro (1977, 1978). In the 1978 paper,
a more detailed account of the role of stabilization policies after 1974

is given.




of GDP. In spite of the abundance of international finanée which
in the previous years had led the government to impose
restrictions on foreign borrowing, a loss of reserves of almost
one billion dollars ocurred for the first time since 1967. The
impact of the change in external environment was crucial for

the design of the economic policy of the new government and had
important implications for the strategy of growth for the next

ten years.

Second, the income~concentrating nature of the
previous past experience was severe criticism that found echo
within the military establishment and narrowed the scope of
policy actions required to deal with both the loss of wealth
implicit in the change in relative prices and the inflactionary
pressures from abroad and from a clearly overheated economy4.
Wage policy that resulted in real wage compression seemed to
be a course of action no longer available, if a period of
gradual transition towards democracy was to be believed. Claims
for correction in the wage formula could no longer be postponed
and resulted in slight but meaningful increases in government

imposed wage adjustment indices above past rises in the cost of

4 The average price of gasoline increased 111% above the general price index
in 1974. Modiano (1982) rightly observes that this was far below what was
needed in order to correct the internal price, in view of the rise in the
dollar price of oil. It illustrates, nevertheless , the relevance of
imported inflation, especially when one notes that import prices as a
whole increased by 54% in 1974.
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social policies implied higher claims over the fiscal budget for
social expenditures. Reduction of government consumption or
subsidies found no political support especially if the political
strength of the government were to be tested in the polls as a
means to countervail the loss of confidence from the part of
that portion of the military establishment whom President Geisel

referred to as "sincere but radical revolutionaries".

The above remarks help us in the task of trying to
understand why the availability of international finance was SO
important in the determination of the long run strategy adopted
by the Geisel government following the first oil shock. If
higher domestic savings were virtually impossible to be obtained
either from the public or from the private sector due by and
large to income distribution constraints and other political
considerations, resort to external funding was the last resistence
way to finance an investment program designed to redirect economic
structure in the line with the new prospects for the import
capacity. The new investment program announced in 1975 as part
of the third Development Plan (III PND) was directed to remove

the constraints imposed by the fall in import capacity, through

5Data on the official wage adjustment indices for the period are given in Car
neiro(1977). In fact, wage increases above past increases in the cost of
living resulted from the wage formula adopted in 1974. Much of the pre-1974
discussion about wage repression in the mid-sixties stabilization efforts
centred arround the fact that in the old formula, part of the adjustment was
determined by officially defined expected inflation. Whenever this expected

inflation was underestimated, a new wage squeeze -ocurred. Mario Simonsen,the
author of the post-1964 wage formula, and now Minister of Finance, proposed

in 1974 a compensation for previously rerestimated-infiation—and-this element

was adopted in the new wage rule. For detailed discussion of wage policy

_after 1964, see Carvalho (1981). ——
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the creation of new incentives to the domestic production of

intermediate inputs and capital goods, by trying to stimulate a
new wave of import-substitution enhancing market opportunities
created by the prospects of foreign exchange shortage and by
resorting to an increase in protection through tariff increases
and direct import controls, after 1975. In parallel, a new wave

of incentives to manufactures exports was designed.

Finally, another element of fragility was added to
the picture, and was generated essentially by the interplay of
anti-inflationary policies in 1974 and stagnationist expectations
that followed the slump in world trade in mid-1975. The sudden
deceleration of export revenues in the last four months of 1975
brought its rate of growth

from 28.8% until August to 9% at the end the
year, making export growth insufficient to compensate for the
increase in service expenditures. The perspective of a permanent
current account deficit between US$ 6 and 7 billion and the
pressures of a growing debt/export ratio led economic authorities
to adopt a policy of rigid import rationing whereby priority
projects were granted special privileges based upon either their
contribution to the reduction of the import coefficient or to
the growth of export capacity. In 1976, investments in the
production of capital goods and basic inputs (especially
metallurgic and chemical) absorbed around 98% of fixed capital

outlays approved by the Industrial Development Council (CDI)6.

“© por a detailed description of industrial policy is the period, see -
Baumgarten and Cunha (1977).




The so called Programme of Basic Inputs almed at reducing

external dependence represented by items like paper and pulp,
non-ferrous minerals, fertilizers, petrochemicals and steel. By
1979, four years before most projects were scheduled to reach
full maturity, such investments allowed a reduction of imports

of around US$ 1.2 billion’.

Between 1974 and 1977, the trade deficit had been
reduced to practically zero, and nominal imports were kept
virtually constant in current dollars, while exports revenues
were growing at an average of 13.9% per year. In 1978, due to
bad crops that led to a fall of 1.7% in agricultural output,
the exports of soybeans, sugar and corn were reduced and the
need to import grains resulted in a trade deficit of US$ 1 billion.
Net imports of goods and services went down from US$ 6.1 billion
in 1974 to US$ 1.5 in 1977, and up again to US$2.8 billion in
1978. The story of external indebtedness in the same period can
be completed by saying that in spite of the described fall in
the need of real transfer of resources from abroad, the combined
effect of rising nominal interest rates and of the accumulation
of debt led the current account deficit from Uuss$ 7.1

billion in 1974 to US$ 6.0 billion in 1978.

With the increase in the inflation rate plateau from
around 20% per annum in the first half of the decade to 40% in

the second half, one may say that the conflict between short-run

7V’elloso (1982) evaluates the import-substitution programme for basic inputs,
~ and presents ‘estimates of the effects of the programme upon Brazilian imports
up to 1981.
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stabilization efforts and the need to provide an appropriate
environment for long-run structural adjustments and thus
guarantee that economic performance could not be a hindrance
to political opening, was solved essentially in favour of the

latter.

Following the attempt at monetary control in 1974,
and with the help of price controls, inflation rates lowered
between mid-1974 and mid-1975, from 33% to 24% in 12-month
rates. However, signs of recession were detected as the rate
of growth of industrial output decreased from above 10% to -6%.
The gains obtained by the opposition party in the November 1974
elections for Congress were then partly attributed to the
recessive measures. They turned to be an important element to
strengthen the role of those in government who favoured lon-run
adjustment through higher investments and more expansionary

fiscal policies.

At the end of President Geisel's term however, lon-
run adjustment was still half way, since the list of on-going
large projects that had to be finished under the next government

required an estimated investment expenditures above US$ 100

billion®.

8The figure of US$ 101.0 billion is obtained by adding official estimates of
investment expenditures necessary to finish the largest projects in the
period 1980-84, namely, the Alcohol Programme, 0il-drilling by Petrobras,
Coal production facilities, the stesl and non-ferrous programme, the Carajas

. _mining complex, the so-called Polonoroeste projects to extend the agricultural

frontier and the hydro-electricity projects inclusive of Tucurui and ITtaipa




strategy. Or does it?

In march 1979, President Figueiredo took office
with a well-defined political project: promoting the transition
from military rule to a democratic civilian government. As the
last year of his predecessor's government had evidenced, the
feasibility of such project hinged on his ability to manage
civilian and military forces at work within the aftexr too narrow
path defined by the need to keep the military establishment bound

together by legalism.

In the economic front, several obstacles would have
to be faced by the new economic team under the command of Mario
Simonsen. In his new capacity as Minister of Planning, Simonsen
would have under his control not only the fiscal budget, but
the investment spending of state enterprises and the so-called
"monetary budget". Contrary to what had been the rule thus far,
he would retain the presidency of the all-powerful National
Monetary Council (CMN), where most decisions over monetary
policy were taken, including the concession of subsidized credit

and the financial capability of the National Development Bank.

The prospects of implemen a stabilization
program of orthodox inspiration designed to bring inflation
back to pre-1974 figures and control external indebtedness
were made less and less credible at the very beginning of the

new government's term, by external as well as domestic

 developments.

THe §&cond oil shock was airsady under—ways;

accompanied this time by a risk of supply shortage due the
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rising in the US and prices of Brazilian exports did not show
any significant recovery. The prospects of crop failures in
several export products, especially soybeans, added to a dim

outlook for the current account.

In the domestic scene, inflationary expectations
were rising following a two percentual point hike in the
inflation rate of March to 5.8% if compared to 3.7% in the
first two months of the year, and of three points if compared
with the average monthly rate of the previous year. In annual
figures, the monthly rate of March represented more than
doubling the rate of inflation relatively to that of the pfevious
year. The building up of union strikes in the State of Sao Paulo
for higher wage adjustments, the announced exchange-rate devaluation
of 4.5% above the current inflation, and finally the intention
to promote a bumper crop in the following year by rising minimum
guaranteed prices for agricultural products by an average of
70%, did the job of eroding any public confidence that could
remain in the orthodox control of demand intended by the new
government. In fact, following a diagnosis of excessive monetary
expansion in the previous year due to a Balance of Payments
surplus of US$ 3.9 billion, the new government had promoted an
emergency plan according to which a fiscal surplus of Cr$ 40
billion (around 1% of expected GDP) was to be pursed in 1979, by
cutting public enterprises permissions to borrow, while tried

~ to manage private spending via credit controls and restrictions

in short term lending by commercial banksg.

9According to preliminary estimates [1985], PSER went up in 1979 as a
proportion of GDP both in nominal terms and adjusted for the effect of
- ———inflation-en—the-outstanding federal -government's debt e
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By the end ofw£he first semé;;ér, facing increasing
difficulties in finding political support from the part of the
President himself and under pressure of harsh criticism from
the Government supporting party in Congress, Mario Simonseh
resigned and was replaced by the Minister of Agriculture. Delfin
Netto took office following a wave of protest, of politicians
and industrialists as well, against the menace that soaring
interest rates represented to the level of economic activity. In
his inaugural address as now the all-powerful Minister of
Planning, Delfin was hailed by entrepreneurs as his optimistic
views were seen as a sign of return to the bonanza of the times
of the so-called "economic miracle". He promoted an immediate
cut of 10% in nominal interest rates, ruled out recession as a
solution to the problems of the Brazilian economy and placed
his chips on the role of a vigorous stimulus to agriculture
as a means to control inflation. A draft of the six-year
development plan that had been prepared under Simonsen was
purged from any reference to smaller growth rates and was used
to express the faith of the new economic team in economic
growth as a means to deal with inflation and solve Balance of
Payments deficits. Since the new plan presented no figures
concerning quantitative targets or assumptions about the external
constraints, nothing could be said about the official
evaluation of the additional pressure the new priorities for
public investment would exert over domestic savings or the need

for more international borrowing.

At this point total investment as a proportion of

GDP had declined from a record high of almost 30% in 1975 to

'Wwfzgé£m§éars of the seventies. Total domestic sources to



investment (defined as personal plus entrepreneurial plus
government current account surplusses) had declined from 26.7%

of GDP in 1975 to 21.7% of GDP in 1978 °. This reduction in
domestic sources for capital accumulation reflected not only

the slight increase observed in private consumption, of three
percent points if compared with the first years of the decade

and of five percent points when compared with 1975, but also

a progressive decline in government disposable income (Table 3 ). Roughly,
tax revenues minus transfers and subsidies from narrowly defined
government decreased by one third as a proportion of GDP from

the first half of the seventies to 1978. Since the new plan
contained no quantitative estimates of the effects of the new
strategy on the pattern of transfers of income between the
private and the public sector, its announcement could be welcomed
by the private sector as positive in the sense that no additional
pressure would be forthcoming. Perhaps in no other instance of
Brazilian discussions of policy making in recent times wishful
thinking has so clearly predominated over a realistic appraisal
of the constraints then limitative to the continuation of economic
growth without more inflation or higher external deficits. The
peculiarity of the political situation at the moment,rit is hard
to overemphasise, set definite limits to the possibilities of
finding support for a program of fiscal reforms to provide
funding for new or on-going projects, but there are no records

of a realistic diagnosis either, and there is some evidence

of sistematic underestimation of the strain that the

financial requirements of on-going projects would imposéwaﬁmwrw

the government —accountsimthe fottowing—years—Fhepragmatic

style of the new team proved to be a good way to unite Brazilian

1OSee'I‘able 3 in the Appendix.



capitalists and the military establishment around the new
government, but, of course stopped short of providing a way out

of the crucial policy dilemmas.

The accomodating stance of the new economic team
had further consequences for the behaviour of the economy in the
next years. It became clear, for example, that inflationary
pressures would not be a sufficient reason for the adoption of
contractionary domestic policies, and that the government would
tolerate increasing deficits in the current account of the
Balance of Payments as long as international finance could be
made available. In practical terms, it meant it was believed
that private financial markets would provide funds for Balance
of Payments imbalances, as the country could exhibit a reasonable
growth performance and signs of structural adjustment compatible
with long run adaption to the relative prices configuration
prevailing in international markets. This meant, of course,
accelerating investment in the activities that led to
substitution of imported oil and to more export capacity.
Apparently, the belief in the role of agricultural prices in
bringing inflation back to tolerable levels implied setting
incentives to agriculture high in the priority list. Finally,
the need to put a stop in the labour strikes them seen as a
menace to peaceful transition to civil rule, led the Congress to
approve a government-sponsored law modifying wage adjustments.
This law, voted at the end of October, and signed by the
‘President at the beginning of November 1979, reduced the interval

between wage adjustments from a year to six months, thereby

increasing the degree of wage indexation when the economy was

being exposed to sucessive inflationary shocks stemming from
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the prices of agricultural products, gasoline, fuel oil and
other oil derivatives, public tariffs as weel as wage increases
above past inflation following the strikes of the first ten

months of the year.

In the second semester of 1979 prices were rising
at an annualized rate of 101.3% on against 56% per year in the
first semester. The increase in wage indexation implied by
the new wage law played an important role in defining this
100%-0dd rate as the new plateau around which inflation rates
would flutuate for the next three years11. At the time, a
curious type of argument that related inflation to calendar
years led the government, at the end of the year, to promote a
sharp devaluation of 22%12. In order to prevent speculation
concerning another maxi-devaluation and control financial
indexation, exchange rate correction and indexation were pre-
announced at target levels of 40% and 45% respectively for the
next year, in an effort to "bring down expected inflation" and
promote a real devaluation without further raising the inflation
plateau. Neddless to say, the effects of corrective inflation
and of the new rhythm of cost increases defined in the wage
formula led the pre-fixation of monetary and exchange rate

correction to be abandoned in the middle of the next year, at

least three months after it was totally discredited.

11For an analysis of the effects of the role of indexation in the multiplication
of such shocks, see Modiano (1984), where a detailed system of price equations

for the Brazilian economy is analysed and estimated.

12 sovermment officials tried to convince economic agents that inflactionary
effects of the price corrections of 1979 would be confined to that year,

minimizing the linkages between past and future inflation brought about by

indexation rules.
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Attempts at dealing with expectational variables
during 1980 consumed most of the new team's efforts as it
became progressively clear to economic agents at home and abroad,
that the whole macroeconomic policy program had turned into a
tragic blunder13. By the end of the year, the effects of
devaluation had disappeared, and the average exchange rate of 1980 turned
out to appreciaté by about 3% in relation to the previous
year, when deflated by the general price index. Discredit at
home about the soundness of economic policy had relatively little
effect if compared with the consequences of discredit of
international lenders. In the domestic scene, it meant cheap
credit for consuption expenditures and to working capital, negative
real rates on personnal savings, a windfall subsidy granted to
mortgages and the Development Bank's debtors and so forth. The
net result, was sharp increase in the sales of durable consumption
goods, a fall in financial assets (in real terms) by 13.2%
following a drop by the same amount in non-monetary assets, a fall
in Government's disposable income of about 1% of GDP, and, of
course, and increase in non-oil imports by over US$2 billions(Table 4)
Added to the increase of almost US$ 3 billions in expenditures
with imported oil, this figure leads to a total rise in
import outlays of almost US$ 5 billions, going from 7.6% to 9.2%
of GDP between 1979 and 1980. In spite of a gain of 6% in export
prices and an increase in the quantum of exports by 22.6% in the

same year, the trade deficit remained practically the same (Tables 5 and 6).

13 Iragic because it contributed to strengthen the position of those who favoured
a recession as a means to curb inflation and stop snowbalhing external

indebtedness.
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~ By this time, rates of interest in the US economy
had already risen by more than 6 percent points above 1978
levels and Brazilian net interest payments had climbed from US$
2.7 billion in 1978 to over US$ 6.3 billion in 1980, absorbing
more than 30% of export revenues. As a result, the current
account deficit was US$ 12.8 billion in 1980 (Table5 ). Mounting disbelief
of international bankers with respect to macroeconomic policy
led to increasing difficulties in raising finance to meet Balance
of Payments needs with the benefit of hindsight, we may say that
Delfim Netto tried to play a stronger hand than he could with
foreign bankers and before and at the end of the year, he had to
announce a complete turnaround of short run policies. An increase
in domestic interest rates was promoted so as to induce
voluntary borrowing abroad from the part of the private sector,
as well as to display political will to control external
finance needs in the following years. The lack of confidence
from the part of international banks, however, made it impossible
to raise sufficient foreign exchange for Balance of Payments
equilibrium, and by the end of 1980 foreign reserves had

dropped by about US$ 3 billion.

The observed GDP growth of 7.2% in real terms in
1980 could not, alas, be hailed as the sign of sucessful
performance of the strategy announced by Delfim Netto one year
and a half before. Instead, it was foreseen by economic agents
at home and abroad that a painful and perharps long adjustment
could no longer be postponed. Inevitably, orthodox discipline

would be called for£h”tordééirwitﬁ”iﬁfigfiéhméﬁawfdrgfiﬁngW”W

Needless to say, inflation acceleration from 40% to 100% between
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1978 and 1980 had little to do with monetary policy as the

experience of the following years wouldeitness14,

14On this issue see the exchange of views between Resende and Lopes (1981,

1982) and Contador (1981) as well as the interesting findings of Camargo
and Landau (1983).
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4. 1981-82: Restrictive demand policies without IMF surveillance

The first serious sign of shortage of international
finance to the Brazilian economy, as seen in the previous
section, came when the lenders' willingness to comply with
adjustment without heavy short run internal costs was submitted
to a test in 1980. From the end of 1980 on, one may say that
the main lines of macroeconomic policy were dictated by the

availability of foreign finance.

Economic space for manoeuvre provided by the availability of
finance in 1979 and 1980 was partly wasted with the policies
of 1980, but nevertheless, time was an important factor for the
structural adjustment to proceed, and the most important elements
of the long run strategy of the late seventies were still under
way. Investments in oil-drilling facilities, enrgy-substitution
in industry and transportation, import-substitution in basic
inputs and exports-oriented activities proceeded in spite of
repeated announments of budget cuts, and were privileged by the

long-run list of priorities of the Third Development Plan.

Perhaps the most important consequences of 1979/80
failures in dealing with inflation and current account deficits
was a state of impending lack of confidence in the short-run
management of the economy. As a result, the following years
were plagued by the need of a continuous display, in the
official discourse, of orthodox faith in demand controls as a
‘méans to deal with inflation. 0Old-fashioned monetary policy

aided by ceilings on credid growth was privileged as an effective

instrument to control inflationary pressures, and in spite of
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‘the known resistence of indexed economies to respond the desired
way to monetary controls, a continuous preoccupation with the
size of the monetary base side by side a belief that maintaining
a high level of interest rates was crucial to keep the private
sector borrowing abroad led to a disastrous policy of financing
government needs by selling more and more government bonds to

private sector15.

The new prescription that inspired macroeconomic
management had the following ingredients: a) capital expenditures
of state enterprises were to be cut in order to control the
broadly defined government deficit as well as to adjust public

sector imports to a predetermined budget16; b) loans to the

1SIn fact, in spite of monetary contraction partly evidence by the fall in all

(monetary and non-monetary) financial aggregates in real terms, the estimated
public deficit went up both in nominal terms (from 5.1 to 9.1% of GDP) and
when adjusted for inflation (from 0.9 to 5.2% of GDP). One can see in Table
8 that the monetary base dopped by 22.9%, conventional M1 by 21%, total
financial assets by 2.2% and total loans to the private sector went down by
11.3%. As already pointed out in another paper (Carneiro [1985]) it was one of
the rare instances in the Brazilian recent history when all indicators of
monetary policy exhibited an inequivocal sign of contraction.

16Maintenance of investiment capacity of state enterprises after 1980 required

substantial transfers from the fiscal Hudget in order to make up for the
weight services on previously accumulated foreign debt exerted on state
campanies' financial statements. Such campanies had been used as absorbers
of foreign finance needed for Balance of Payments reasons in the previous
period and were induced to borrow for beyond their individual needs. Attempts
at controlling their "deficits" or borrowing requirements in the following
years constituted a repeated menace upon the continuation of investment
‘programmes that were badly needed for the adjustment of Brazilian productive
capacity. On this issue see the evidence presented by Werneck (1982 and

1984).
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pr;;;;e sector were subjected to a ceiling of 50% over the
nominal values of December 1980; <c¢) lending interest rates were
free from previous years' controls except for loans to the
agriculture sector and special credit lines to exporters; d) the
nominal growth of means of payments and monetary base would be
limited to 50%; e) tax incentives to manufactures exports that
had been removed since the exchange devaluation of December 1979

were reinstated.

The macroeconomic strategy that would prevail in 1981
and 1982 was basically directed towards reducing foreign exchange
needs by controlling domestic absorption. The fall in capacity
utilization for domestic needs would render export activities
more attractive at the same time it would contribute do reduce
intermediate imports. The degree of sucess of such strategy in
effectively reducing the real resource gap depends of course on
the effects of the resulting recession. The smaller the fall in
GDP for a given reduction in domestic absorption, the less the
need of real transfer or resources from abroad. Expenditure
switching policies may lead to more efficient short run
adjustments, that is to say, smaller output losses. In the
Brazilian case, raising the domestic price of oil derivatives
was valuable for enhancing direct substitution efforts, but the
bulk of the expenditure switching effect in favour of tradeables
dependend on government investment and on the availability of
finance intermediated by governmental agencies such as the
M@agéqgg}wpgyg}gpmgpfﬁ?épkVKBNDE). On the other hand, substantial

real devaluations were ruled out not only because of fresh

memories of the frustrated attempt in December 13/9, but also

due to the prevailing belief at that time that exports were
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not being limited by capacity but by demand conditions due to

world recession.

The effect of the years of restrictive policies
over the rate of inflation was practically null. Both general
and industrial prices accelerated steadily up to mid-1981
reaching a local peak of about 120% when we consider 12-month
rates and declining back to the 100% plateau by the end of the
year due to desaceleration of agricultural prices (see graphs
1 and 2). Following a larger crop for foodstuffs and a decline
in international prices of export agriculture products, 12-month
rates of change of agricultural prices in mid-1982 went down by
almost one half of the record high of 138% attained in March
1981. Its effect over the general price index in 1982, however
was damped not only by the downward resistence of industrial
inflation, but also by the countervailing pressure exerted by
the corrections of relative prices in favour of oil derivatives

and other public prices.

In spite of further deteriorarion in the terms of
trade (Table6), a significant reversal in the trade balance was obtained,
resulting in a total improvement of about US$ 4 billion in the
real resource balance in 1981 in comparison with 1980 (Table 7). Exports
over GDP were up by 0.5% and a gain of 1% was made on the
import coefficient. The increase of international lending rates
by almost four percent points in 1981, howerver, led to an
addition of US$%$ 3 billion in interest payments which now absorbed

_almost 40% of export revenues (Table 9)

At this point, the Brazilian economy suffered a deep

recession as industrial output fell by 5.4% in 1981 and a
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post-war years. The usefulness of the recession raised doubts

even in most conservative minds, as capital inflows became scarcer
and only a modest increase in foreign reserves (Table 11) was obtained at
the end the year thanks to a sharp increase in short-term
financing that foreshadowed the deterioration of debt maturities

in the following years.

The deepening of world recession in 1982 enhanced
by defensive behaviour of policy-makers in central economies
and by declining import capacity of more recent customers of
Brazilian manufactures led to a loss of almost US$ 3 billions
in export revenues that year, the result of a 6% fall in export
prices and of almost 9% in c¢uantum (Table 6). Continuity of substitution
in intermediate goods (both o0il and non-o0il) and a recession-
induced decline in capital goods allowed a fall in total import
expenditures of over US$ 2.6 billion, and therefore a relatively
small loss in the trade balance (Tables 4 and 7).The increase of over US$ 3
billion in interest payments (Table 5), however, turned the current
account deficit virtually independent of domestic absorption.
The stage was set for a new round of foreign exchange
restrictions to economic growth starting with the Mexican

moratorium of August 1982.

In october 25, 1982 the government formally announced
that the macroeconomic performance of the Brazilian economy
in the following year would be further restricted.

_International bankers and official lenders, now acting as a

uniform entity since August, had put a ceiling of US$ 10.6 billion

to Brazilian borrowing in the next year. The rules of the game

of external finance had been suspended since the Mexican
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moratorium, and for the foresseable future the country would
have its crediworthiness formally evaluated by a committee of

bankers.

Although it should be evidence by then, that IMF
supervision would be a necessary condition for the new scheme
to work out and that a thourough rescheduling of payments would
have to be forthcoming, the proximity of general elections

h of November) made government officials

(scheduled for the 15t
dismiss any intention of going to the Fund for help until late
November. Needless to say, the deterioration of economic
conditions and the mounting signs of uncertainty of future
prospects played an important role in the severe loss inflicted
to the government party in the November elections in spite of
the realtive sucess the government had in keeping the hot issue
of IMF supervision out of the campaing. Re~negotiation of the
external debt was a favourite campaign issue for the opposition

parties and remained a pending question for the coming

presidential election two years ahead.
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5. 1983-84: Muddling-through to recovery

Since the first half of 1982, when export revenues
became to decline the road was open for a political rescheduling
of financial commitments related to external debt. As several
authors observed (for ex. Simonsen (1984), Diaz (1984)) there
is simply no way out of the debt crisis without a growing
demand for exports. As time became too short for a market
solution, it became clear that any solution would have to come
through negotiation. The episode of the Mexican moratorium and
the failure of the Toronto meeting of September 1982 to provide
more financial resources to international lending agencies
signalled that the deadlock would require a painstaking effort
in order to avoid concerted behaviour from the part of debtors
and prevent aggravation of the position of both borrowers and

lenders by the withdrawal of marginal lenders.

The participation of Brazil, the largest debtor
among developing countries, in the so-called muddling-through
strategy to prevent general repudiation required the supervision
of macroeconomic management by the IMF. An agreement between the
Brazilian government and international banks was reached by
December . At the same time, after three months of formal
denials, for already mentioned political reasons, the Minister
of Finance announced that a letter of intention was being
presented to the IMF. In the next twenty-four months the

Brazilian government would have seven letters of intention
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e;;Qiﬂéawﬁérthe IMF Board17.

This painful exchange between Brazilian government
officials and the IMF illustrates the dificulties involved in
adapting the IMF orthodox recipes to a highly indexed
developing economy in which the public sector not only has been
directly responsible be something between one third and one
half of total investment, but it intermediates a high proportion
of private investment through the administration of important

compulsory savings funds.

The story IMF supervision of macroeconomic policies
of Brazilian economy in the past two years begins with the
targets of the first letter of intention concerning the
performance criteria for 1983. A ceiling for the current-
account deficit of US$ 6.9 billions was defined and required
the generation of a trade surplus of UsS$ 6 billion and a target
for net exports of goods and services about US$ 4 billions in
comparison with the negative figure of US$ 2.8 billions of the
previous year. The trade surplus would be obtained through an expected
increase of 12% in exports and a cut of imports expenditures
by US$ 2.4 billions over the previous year. With respect to
domestic targets, a projected rate of inflation of 78% was to be
pursued thanks to cuts in domestic spending brougth about by
a contraction in government expenditures in order to reduce

nominal public sector borrowing requirements as a proportion

i The story of the details of the Brazilian negotiation with the IMF and

the international banks is told by Fritsch (1985), Marques (1985) and
Carneiro (1985).
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one half its estimated value in the previous year. In order to
induce expenditure switching, the monthly devaluation of the
exchange rate would exceed monthly inflation by one percent
point, and drastic cuts in state enterprises outlays were
programmed so that import restrictions would affect the public

sector more intensively than the private sector.

In February 18, following a speculative wave in the
black market, the exchange rate was devalued by 30% and new
policies were announced which required that Brazilian authorities
sent a second letter of intentions before the IMF Board had a
chance to approve the first one. The new package of policies
included new credit allocation programs to incentive exports
and to facilitate import substitution as well as the
announcement that for the next twelve months monetary correction
applying to government indexed bonds would be equal exchange
rate correction and both would be defined by the monthly

behaviour of the General Price Index.

The combination of domestic recession, price incentives
provided by the exchange rate devaluation and favourable
developments in exogenous variables like the international
price of oil and interest rates as well as the signs of recovery
in the U.S. economy, especially strong during the second
semester, helped the fulfillment of practically all commitments
concerning the external accounts. At the years's end, a trade
- surplus of US$ 6.47 billion was made public. A current account

deficit of US$ 6.2 billion (Table 5), or 2.7% of GDP was the most important

sign of successful adjustment towards the control of

snowballing indebtedness.
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"WWThe figures behind these results, however, were an
increase of only 7.3% in exports (instead of projected 12% but
a significant figure when we consider that export prices fell
by 6.4% by the third consecutive year!) and a drop of imports
expenditures by 21.5% relatively to 1982 figures (Tables 4 and 12).This reductio
in imports to 6.8% of GDP was obtained due to the combined effect
of a 4.7% reduction in the international price of oil, direct
import controls, a recession-induced fall in import demand as well
as of long-run import substitution due the operation of several
of the new projects that had been developed in the post-1975
investment programme. The latter would contribute to a possible
permanent reduction in the import coefficient (Table 4). Lower prices,
higher domestic production of oil and substitution of gasoline
and fuel oil contributed to a decrease in expenditures with
imported oil by 9.7%. Income effects and higher domestic
production were the dominant factors behind the 20% decrease in
imports of consumer goods (especially wheat) and the 32% fall

in the remaining items. (See Table 4 ).

This sucess story of external adjustment, however,
was accompanied by very complicated negotiations concerning the
domestic targets that occupied the best part of Brazilian
authorities and IMF officials' time and efforts all the year
long. The dominant fact behind the difficulties lay in the
behaviour of inflation rates, illustrated by graphs 1 to 3. By
the end of the first quarter, it was clear to most economists
who understand the effects of indexation, that the promised

reduction in the rate of ihfiéﬁi&hWQGﬁiéwﬁétWbé"fuifiiigafwfﬁé

recessive monetary policies to reduce inflation in 1983: the

-~ 4nduced-effects of the maxi-devaluation-through-indexation.... ... ..
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réﬂaréhéwapward tféhéwgfragricuigaiéwpfiéégwwhich added downward
rigidity to inflation rates. The former contributed to render
the reduction of nominal borrowing requirements of the public
sector virtually impossible, due to the effect of indexation
over the service of the public debt. The latter represented an
additional supply shock over the rate of inflation with an
intensity comparable to the one provoked by the maxi-devaluation.
Econometric evidence available for the Brazilian economy today
indicates that from a starting situation of a relatively
stabilized inflation around 100%, a real devaluation of 30%
plus a 30% increase in real agricultural prices are sufficient
to explain the resulting rate of about 230% observed at the end

of 198318 (Table 13 ).

The progressive accelation of inflation sice the
beginning of the year was sufficient to discredit the
projected anual rate upon which nominal values for the public
sector and for monetary targets were based. In fact, three
months after formal approval of the stabilization programme, the
IMF suspended the liberation of US$ 2 billion because of
failure of Brazilian government to accomplish the projected
reduction in nominal deficits. A mixture of causes led to a
postponement of discussion of the fundamental issues that lay
behind the difficulties. First, the IMF money was essential to
make other parts of the programme accorded with the private

banks in December. Second, political support to an economic

18Modiano (1984) presents an econametric evaluation of reduced forms

multipliers for the different supply shocks which affected Brazilian
dinflation in 1983.
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team who showed at least moderate goodwill with the IMF could
be impaired by an excessive delay in finding a new way out of
the impasse. At the point it looked like none of the parts

involved in the agreement, Brazilian authorities, bankers and

the IMF, would take the risk of a potentially dangerous change

in the economic team. Third, informal pledges were made to change

the indexation rules, in a way to make the new targets more
plausible for the following months. Some of these measures could
be taken by the Executive alone like the ones pertaining to
financial indexation19. Others, like the modification of wage
laws in order to act directly upon wage costs affecting private
prices and public expenditures as well, required Congress
approval. Since the Constitution allowed the President to sign
decrees with immediate effects concerning loosely defined
"economic matters" and submit it to Congress for exam within

45 days, a total of four decrees were signed in a effort to
change indexation rules as a whole and wage adjustments in
particular between March and Octoberzo. Uncertainty around the

net effects of the prolonged negotiation with the IMF over the

appropriate measurement of budget deficits and the resulting

19For an analytical evaluation of the effects of indexation on the feasible

fiscal policies when PSBR are limited as a proportion of GDP, see Carneiro
and Modiano (1983), where a simulation model was used in order to evaluate
the effects of partial desindexation of government bonds for the Brazilian
econcmy .

20 . . .
For a quantitative evaluation of the effects of different indexation

schemes implied by the several wage formula , see Lopes (1983).
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substantivé macroééénomic iméaéfrof fiééal restfaiﬁt on on-
going projects, side by side with the general understanding that
the economy was being run with negative reserves (Tablel1) of foreign
exchanges, played an important role in the strong demand for

dollar denominated assets during the year.

Thanks to strict exchange controls effective capital
flight was prevented or at least reduced to insignificant
levels if compared with other Latin American countriesZT.
Another important element that contributed to offer a hedge
against exchange risk without putting pressure on the country's
capital account was the existence of exchange rate indexed
government bonds. Thus excess demand for dollars due to expected
devaluation spilled over to domestic assets driving up the
prices of government bonds with exchange rate correction clauses
and contributed to control the premium of black market rates
over official rates during the period of worst uncertainty. At
the peak of speculation that occurred in the middle of 1983
the difference between black market rates and official rates

was around 40%, when the risk of another maxi-devaluation was

thought to be at its maximum.

At least three factors contributed to reduce the
margin between black and official exchange rates between the
second semester of 1983 and the first quarter of 1984. First,
gradual improvement of the trade balance on a montly basis

helped spreading the hopes that the commitments concerning the

21 pvailable estimates of total capital flight tend to be very low when
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trade surplus and the current account would be fullfilled at the
end of the year. In August the accumulated trade surplus during
the year was already above US$ 4 billion and in October it
surpassed US$ 5 billion and proceeded at a monthly rate of over
US$ 500 million. Second, as sucessive rounds of negotiations
between the government and IMF officials went by, the real rules
of the game were seen to be less strict than anticipated, as
two providential "waivers" were approved by the IMF board.
Finally, domestic financial intermediaries carried substantial
losses in their accounts as their position in dollar denominated
assets were financed at a level of interest rates above the
monthly rate of exchange corrections. Their progressive
fragility increased as signs of new disasters in Brazilian
external accounts waned away during the latter part of the year,
but then the level of confidence in maintenance of exchange
rate policy correspondinaly diminished the demand for dollar-
denominated assets. In the first quarter of 1984 as massive
speculation against the cruzeiro virtually came to a stop,
Monetary Authorities rescued the financial system by purchasing
the greater part of dollar-indexed bonds in exchange for

cruzeiro-indexed bonds, not without absorbing some of the losses

deriving from unsuccessful speculation.

Recession during 1983 hit the industrial sector in
its most traditionally dynamic segments (machinery, durable
consumer goods and metallurgy) although the less dynamic ones
like textile food and beverages were also particularly affected

by falling real wages and employment. The heaviest losses seem

£6 have been suffered in tThe THird quarter and a moderate but

steady recovery could be felt in some sectors benefited by the
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rﬁigorbusﬂbiéking-ﬁprbf export demand, especially in the U.S.
market. Increases in oil production and the first effects of
changes in relative prices in favour of agriculture upon the
demand for industrialized intermediate and capital goods helped
avoiding a still worse loss of output. Total loss in per capita
income between the local peak of 1980 and the observed trough
in 1983 was almost 12% in constant cruzeiros. Between 1981 and
1983 manufacturing industry declined by a 6% annual rate, in
comparison with a 7.2% average rate between 1976 and 1980. The
behaviour of particular segments of manufacturing industry can
be read in Table 1 . Employment in manufacturing decreased by
an estimated 7.25% per year in the period in the worst recession
experienced in Brazilian industrial sector in its recorded
history . (Table 2). Talks about the need to scrap part of the industrial
equipment became usual among conservative economists who then,
based on some crude estimates of effective protection, offered
a curious argument that industrialization during the late
seventies had been artificially promoted by the Brazilian
governmental technocracy with no regard for relative prices
or international comparative advantages. Therefore, the
Brazilian economy would not in fact be facing a depression but
a healthy purge of its industrial inefficiency bought by
market forces once the IMF-sponsored policies prevented the
government to pump demand into the system. Needles to say the
argument lost credibility when, under the continuous pull
export demand, the most "artificial" segments of Brazilian
industry showed a vigorous recovery in the first two quarters

of the following year.
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The firmness of U.S. recovery in the first two
quarters of 1984 was of fundamental importance for the performance
of the Brazilian economy in 1984. In the first quarter alone
steel exports were up by 40 % taking advantage of the import
outburst that led U.S. imports from Latin American to increase
at a rate above 50% in the first five months of 1984 in
comparison to the same period in the previous year. On the other
hand the violent rise in agricultural prices (Graph 3) had
provided a significant stimulus to higher purchases of
intermediate inputs and machinery from industry. The import
substitution strategy implemented after 1975 was being put to
a test as the progressive coming to maturity a whole vintage of
projects (such as the steel, the non-ferrous mettalurgy, the
replacement of imported oil by electricity in the production
of industrial heat and by alcohol for fuel to transportation,
the petrochemical to name a few) were called to play an
important role in allowing macroeconomic recovery with a
sustained high export coefficient and an all-time low import-
coefficient in spite of the unfavourable behaviour of terms
of trade since the late seventies (Table6). In 1984, the improvement
occurred in non-oil terms of trade was barely sufficient to
recover the levels observed for 1981, around 30% below its
level of 197722. In the first quarter of 1984 the
signs of recovery in the industrial sector were inequivocal as
the level of output raised by 4% relatively to the first

quarter of 1983 (Table 11).

22See Table 6 .
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As the positive signs coming from the monthly
behaviour of the trade balance indicated that industrial
recovery would neither interfere with the external balance of
the economy during 1984 nor necessarily mean a further
increase in inflation rates, it became progressively clear
to economic agents that the domestic recession as experienced
in the previous years was not necessary for the improvement of
the external accounts. These signs were important to restore
confidence in the economic prospects of the country and reduce
the role that the precarious three-month
lived agreements with the IMF had played in de-stabilizing
expectations in the exchange market and its disturbing effects
on the economic plans both of investors and consumers.
Industrial recovery that had started under the leadership of
Metallurgy (+13.3%), Chemical (+8.73%) and Engineering (+14.2%) (Table 1)
segments of manufacturing industry turned into a steady growth
path as consumers' expenditures picked up in the second semester
induced by improvement in real wages. The latter improvement
was brought about by the recovery of rural income thanks to
the performance of the agriculture exports and to wage
adjustments granted by S. Paulo industry above the level
precribed by the wage laws, especially in those sectors which
were favourably affected by strong export demand. Finally, from
the third quarter onwards, an upsurge of inflationary
expectations provoked by higher wage claims, local monetarists'
histeria over an alledged losse monetary policy and an increase

in the frequency of adjustments of public tariffs led to an

antecipation of purchases ol durable goods and helped spreading

the recovery to other segments of the manufaturing industry.
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With the exception of Food (-0.9%), Perfuméry'(QO.f%)aﬁd
Textiles (-8.8%) (Table 1) the remaining segments exhibited positive

growth in 1984. At the years' end, GDP had increased by 4.5%,

with Agriculture growing by 4.3% and Industry, 5.8%.

Thanks to the growth of 23.3% in total exports and
a fall of 9.3% in total imports (Tables 4 and12, the trade surplus in 1984 was
US$ 3.5 billions above the target of US$ 9.5 billions accorded
with the IMF, and larger (by almost US$ 2 billions) than the
net interest bill for the first time since the first oil shock.
A positive resource balanceabove US$ 11 billions (Table 5) was achieved
and the current account was virtually brought to equilibrium.
The resulting figures for the Brazilian Balance of Payments
in 1984 illustrated first of all the importance of the behaviour
of demand for exports to nonrecessive adjustment in the external
debt situation. Secondly, where costs involved in curbing the
explosive indebtedness under normal conditions of international
trade will be located, namely in adjusting existent productive
capacity and at the same time transferring abroad 4% of domestic
product. The results also helped showing that the long-run
strategy followed after the first oil shock was basically sound:
a substantial growth of GDP was finally achieved with a drop
in import coefficient from 7,3 to 6.3% of GDP and a raise in the
export coefficient from 10.4 to 12.3% of GDP (Table J), once most of the

projects associated with the long-run structural adjustment

began to work.

A thorough evaluation as to the possibilities of

continuity of improvement in debt related rations in medium and

long term requires a deeper understanting of the contradictory

effects or orthodox attempts at stabilization and the requirements
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imposed byrtherﬁéédwéf érémdtiﬁéﬂé continuougméﬁéﬁgérinwfhe
structure of productive capacity.

The highest costs associated with the 1981-83
recession, besides the losses in percapita income and indsutrial
employment may be located at the high rate of inflation in the
200% neighborhood that resulted from relative price changes
during the period (in favour of tradeables in general, of
agricultural and oil derivatives in particular), and the
resulting disorder in government's finance, both of narrowly
defined central government and of broadly defined government
inclusive of state-owned enterprises. These two consequences
have important implications for the design of future policies

as both have a perfect fit in continuous orthodx claims for
more austerity meaning higher interest rates, reduction of
public investment and more liberal market oriented trade
policies. The most visible benefits were guite obvious: the
continuity of structural change was maintained as investment
projects managed to hobble along through the repeated attempts
at paralizing the public sector and the private sector capital
accumulation activities in name of short run stabilization

effots with or without the supervision of the IMF.
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6. Final Remarks and Conclusions

In this final section we face the hard question of
the prospects for a lasting recovery following 1984. Our
answer to this question will require an appraisal of two issues
that will be adressed to below under the headings of external

and domestic constraints, for lack of better labels.

External Constraints

As discussed in the previous section, one remarkable
aspect of the 1984 recovery was that it was achieved without
interrupting either the rise in the exports coefficient or the
decline in the import coefficient that were important signs of
the long run structural adjustments that are being carried out
in the Brazilian economy in the past ten years. An evaluation
of the prospects for external constraints to economic growth
has to start by asking how permanent are these favourable change

in coefficients likely to be.

One crucial point has to do with imports. Oil
imports have been reduced both due to decrease in consumption
per unit of GDP- thanks to conservation and to substitution of
electricity, alcohol and natural gas for oil in the past ten
years, with the help of credid and price incentives — as well
as to an increase in domestic production. Brazil is able to
produce today around 60% of its consumption, compared with only
' 20% ten years ago. If investment in drilling and incentive.

policies are not suspended, a situation close to self sufficiency

before the end of the next decade cannot be ruled out. As to
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non-oil imports, there is sufficient econometric evidence that
the cyclical behaviour of the import-coefficient may be
prolonged by the appropriate policy measures both price-related
and through a careful government standing over incentives for

import—substitution23.

Adopting rather conservative, albeit non-tragic,
assumptions about the behaviour of international economy, such
as constant terms of trade, rates of growth of real world
imports around 2 to 3%, and, of course, international lending
rates compatible with resulting growth of export revenues (in
the 10% to 12% range) I and my colleagues Eduardo Modiano and
Francisco Lopes have obtained simulations with an econometric
model for the Brazilian economy according to which an average
growth rate close to historical trends (around 7%) for the
second half of the eighties is consistent with declining debt/
export ratios and capital inflow requirements compatible with

a moderate trend of voluntary risk capita124.

With respect to balance of payments constraints, the

foreign remarks are, unfortunately, too similar to what John

23See the interesting analysis by Pombal-Dib (1984) of the behaviour of
imports and the effects of different industrial policies in the period
1947/52.

24See Carneiro, Modiano and Lopes (1984), for further explanation

on assumptions. The formal structure of the model is essentially
described in Modiano (1983c).
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Wells described as the official Brazilian view in 197725.m7

Fortunately, they are not far from what Carlos Diaz (1983) called
the 'prudent planner's' forecasts in his counterfactual analysis
of the Brazilian balance of payments crisis of 1982-83. Today's
prudent planners, however, are not entiled to be optimistic

making the necessary provisions for financial disarray.

We are thus led to qualify any favourable prospect
for external equilibrium based upon assumption of tranquility
in external financial markets. Even avoiding an unduly lengthy
discussion, one cannot help attributing a significant probability
that the current muddling-through of debt rescheduling will not
survive the present sluggishness of world trade. Moderately
recessive policies in the U.S. economy could do the job of de-
stabilizing world financial markets, since the remainder of
OECD imports are unlikely to compensate for the negative impact
of a significant slowdown in U.S. imports from Latin America

over foreign debt indicators of Mexico and Brazil.

Domestic Constraints

Suppose that neither the demand for exports nor
international interest rates will obstruct the recovery path of
external indicators for the next few years. Existing unused

capacity may allow for some demand-pulled growth with rather

25W’ells (1978) described the official view in 1977 as: "following a period
- of admustment similar-to the mid-1960's - domestic capacity will grow._and.
the balance of payments strengthen so that, by 1980, the econamy will be

abie To resSune Fdpld Jrowtil, DaSed Ol d g e1ds VO QPP At

absence of foreign exchange constraints”.
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small accrual to capacity in selected segments of industry, but
as growth resumes, the need to transfer 4 to 5% of GDP abroad
to service the debt means that domestic policies will have to
face the need to revert the falling trend of domestically
financial investment to GDP observed in the past years. As
shown in Table 3 this fall has two important compoments up

to 1982, the last for which National Accounts Statistics are
available in Brazil. The first component is the decrease in

the rate of investment (I/Y) from the peak of 29.6% in 1975

to 21.2% in 1982. The second is the decrease in domestic
sources (defined roughly as private plus public sector current
account supluses) as a proportion of total capital expenditures
from 93.3% in 1975 to 72.6% in 1982 . Behind these
figures lies an important phenomenon, namely the fall in
government disposable income (Table 3 ) as a proportion of
GDP, mainly caused by the increase in government transfers

to the private sector. Transfers increased from 32.3% of total

revenue to 48.1% between 1975 and 1982, while subsidies declined

from 11% of government receipts in 1975 to 6.2% in 1976 and

1977 and increased again to 15% in 1980, and were 10% in 1982.

The nature of domestic constraints to GDP growth

may be classified in these categories as follows:

The first one, of course, is the fact that resort
to current account deficits will be no longer possible as
a permanent source of savings. Therefore, domestic savings

will have to be meilized not only to finance investment but

to transfer abroad around 4% of GDP in the second half of the

decade. This means that from the 72.6% figure Ior T982

domestic savings will have to be raisg@wtp 104% of total
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the public and the private sector, since most of the external

debts is of public responsability.

The second one is realted to investment requirements
once the existent productive capacity is used up. Investment
laps will require an increase in investment expenditures well
before actual signs of capacity constraints show up and a
careful antecipation of bottlenecks is needed in order to
prevent shortages or increases in the import-coefficients. 1f
the increase in capital/output rations observed by Diaz-
Alejandro (1984) proves to be a long lasting phenomenon and not
just the effect of the unusually long maturity of most projects
associated with the 1975 programme, an additional difficulty
will have to be faced, namely that of investment productivity

in the next stage.

Finally, the question of the appropriate demand
policies in order to maintain a high level of investment will
require a fiscal reform to prevent the government budget to be
an obstacle to continued growth. Fiscal reform here means an
increase in net public receipts which had been falling at
least up to 1983, according to available estimates. This will
probably require both an increase in gross tax rates, which
are rather low in Brazil when compared to most industrialized

. . . 2
countries, as well as a reduction in subsidy and transfers 6.

26See Longo (1984) and Costa (1984) for an analysis of the behaviour of

- governmental revenues in the past years. As both authors observe, there

has been an important decrease is net taxatiéﬁgaﬁégfb”ébééiéfé7taxa£i6ﬁ”

schemes as well as due to an increase in government transfers and subsidies.
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public sector is determined by the services of the public debt,

domestic interest policy will have to be totally reversed.

As noted before, increase in government intermediation
of the savings/investment process together with an old-
fashioned monetarist belief faith in the perils of monetary
financing of public deficits led to an increase in public sector
domestic borrowing27. From the passive monetary policy directed
towards "the needs of trade" of the late sixties and early
seventies to post-1974 concern with the size of the
money supply and to direct controls of credit aggregates of the
early eighties, an important difference occured in the factors
determing domestic interest rates. From 1977 onwards the cost
of the public debt becomes more of a burden since domestic
interest rates have been kept highly positive in order to induce
private sector external borrowing. An increasing cost of
domestic credit was required to countervail the effects of
increasing foreign exchange risk on desired private borrowing.
This was particularly true in 1981, when ceilings were imposed
on the supply of domestic credit (Table 8 ) and as a consequence,
rationed banks were willing to purchase public bonds, making
monetary authority happy that they could control the money
supply. Since 1981, domestic interest rates have been intorerably
high to the private and to the public sector as well, reaching
incredible levels of 30% above inflation. Such rates are of course

not compatlble w1th any economic calculations of prospective

yield of investment. The role of state in flnan01al “intermediation

deficits are financed by issue of money or debt, since rational behaviour

of consumers should lead to appropriate discounting of future taxes.
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Finishing the 1975 vintage of investment projects reguired a massive

borrowing at high cost and lending at low costs.

The resulting situation is of course that a relevant
portion of the public debt, both foreign and domestic, has a
its counterpart, private assets, as it happened in other Latin
American indebted countries. One fortunate aspect of the
Brazilian experience is that most private assets are inside the
country, and therefore the income they will yield may be taxed
and provide resources to be transferred abroad. The fiscal
reform-makes economic sense, and so does the need to lower

the domestic interest rates.

As in so many instances of Brazilian recent history,
however, the option in favour of orthodox demand policies is the
most important risk for the removal of domestic constraints.
Since existing capital has to be put to use so that resulting
income may be taxed, the level of economic activity has to be
maintained at a high level. Orthodox interpretation of high
interest rates, however, leads to cutting of public spending so
as to diminish "crowding-out" of private investment. This will
lead to further recession and to a fall in taxable income,
aggravating the burden of accumulated public debt. For non-
orthodox adjustment the financial mix of the public sector
borrowing requirements has to be reversed in favour of more base
money and less debt so as to lower interest rates and prevent

recession from increasing the public deficit. The mid-1985

~debate concerning the ways to lower domestic interest rates, and

the resulting policies are crucial to determine the role of

domestic constraints to future growth prospects of the

_Brazilian economy. R
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General Price Index
(% Change in 12 Months)
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Graph 2

Industrial Wholesale Price Index
(% Change in 12 Months)

Graph 3

Agrlcultural Wwholesale Price Index
(3 Change in 12 Months)
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