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Summary

This paper is the first draft of section 2 of along chapter on The Economy of
Brazil, 1928-1980 to be included in volume 11 of the Cambridge History of Latin
America edited by Ledlie Bethell. The 1928-1980 chapter shall include a first section
on structural change between 1928 and 1980. The three following sections will cover
economic policy in a chronological perspective covering 1928-1945, 1945-1964 and
1964-1980.

The striking feature of the Brazilian economy during the first Vargas period
was its ability to recover quite rapidly from the consequences of the ‘great depression’.
To the conventional expenditure-switching policies related to a massive devaluation of
the mil-réis must be added the reinforcing effects of exchange and import controls. But
the important role of previoudly installed capacity in explaining the timing and strength
of recovery underlines the limits of structural change which occurred in the 1930's.

The structural characteristics of Brazilian trade, and more specificaly the trade
surplus with the United States, increased Brazil’s bargaining power in the 1930's as,
especialy after the United States commitment to multilateralism after 1934, there was
a marked unwillingness by the United States to use its commercial leverage to
constrain Brazil to adopt specific policies which would favour US interests. Brazil
exploited this advantage in relation to many aspects of its policies. Perhaps the most
important was the ambiguity of its stance on compensation trade with Germany. There
was much of a snowball effect in the position concerning the Brazilian foreign debt
contracted during the Old Republic. It was an achievement to reach a permanent
agreement with creditors in 1943, even if this was eased by the artificial accumulation
of reserves which resulted from the constraints on imports.

The 1930-45 period was of important innovation in the field of rent-seeking in
addition to coffee support and high tariff. The economics of the foreign exchange
wedge between export and import rates became a vital aspect of economic policy in
Brazil at least until the mid-1960's. The proliferation of normative sectoral agencies,
many of them with ample regulatory mandate, created important sources of
inefficiency. But in many instances the government opted for public ownership
because there was no interest by the private sector. Macroeconomic policy, which
had been under reasonable control for most of Vargas first period, deteriorated
considerably in the last years of the war with a high rate of inflation and a grotesquely
overvalued exchange rate.



Brazil was a very poor country in the late 1920's. Gross Domestic Product
(GDP) per capita peaked in 1929 at around US$ 800 (1996 US$ dollars), about 15%
of its level in the mid-1990's. This was only about a quarter of the Argentinian GDP
per capita. GDP increased at 5.6% a year in the 1920’ s while population was growing
at 1.5%. There was surprisingly little change its structure: the share of agriculture in
the 1920's fell from 31.9% to 30.6%, and that of industry decreased from 17.1% to
16.5%. Brazil was very sparsely occupied in 1928: with a population of 34.5 million
there were only dlightly more than 10 inhabitants per square mile. Population was also
very unevenly distributed with a heavy concentration in the coast and in the Southeast
and Northeast.

The infrastructure was rather poor. The total length of roads in 1930 was
70,385 miles of which only 566 miles paved. The 20,185 mile railroad network was
generdly inefficient, with the major exception of the British-owned railway connecting
the Paulista plateau to the port of Santos. Many harbours, however, had been
modernized in the ‘golden decade’ preceding World War I. Electricity generating
capacity was of 779 MW, about 25MW/million inhabitants compared to about 350 in
the early 1990's.

Exports had reached an all time peak of £97.4 million in 1928 of which all
were of agricultural commodities and 71% of coffee. This was about 1.45% of total
world exports compared to under 1% in the 1990’s. Brazil was by far the main supplier
of coffee to the world market and this made possible the control of supply through
stock building. The price indlasticity of coffee demand made this policy especialy
attractive. There was thus a powerful incentive to maintain the concentration of
resources in coffee culture. Other commodity exports were sugar, cocoa, mate,
tobacco, cotton rubber and hides and skins. Imports also reached a peak in 1928 of
£90.7 million. All capital goods and durable consumer goods were imported and the
share of import duties in total Federal revenue excluding industrial revenue was nearly
50%. Food imports were relatively insignificant, except for wheat of which there was

no domestic production and luxury goods such as salted cod and wines. The economy



was dependent on energy imports since domestic coal was of poor quality and no oil
was found until 1939. But there was widespread use of wood as a substitute for coal
and liquid fuels. Exports in 1928 were mainly directed to the United States (45%),
Germany (11.2%), France (9.2%) and a large number of smaller European economies
as well as Argentina, all with market shares around 5-6% of exports. Britain had
become a minor export market buying only 3.4% of Brazilian total exports. Main
suppliers of imports were the United States (26.6%), Great Britain (21.5%). Germany
(12.5%) and Argentina (11.5%). Only Argentina had any significance as a Brazilian
trade partner in Latin America. A significant trade surplus was the rule and the services
account was negative due to interest payments, profit remittances, freight payments,

and immigrants remittances.

Brazilian public foreign debt in 1928 was substantial at £234.9 million. The
debt-export ratio was 2.36 and debt service corresponded to amost 25% of exports.
Direct foreign investment was of the same magnitude of public foreign debt by the end
of the 1920's, but of the total of amost £250 million at least one third corresponded to
watery French investments which seem to have been wiped out by the depression.
Foreign banks still played an important role in Brazil holding about a quarter of total
deposits, but their importance had steeply declined since the beginning of the century.
In line with developments in many periphera economies in the second half of the
1920's a currency board arrangement had been introduced at the end of 1926, with a
Caixa de Estabilizacdo [Stabilization Office] exchanging gold and foreign currency at

the rate of 5 31/32 pence per mil-réis.

Brazil was among the developing countries that first faced the unfavourable
consequences of changes in the international economic conditions after mid-1928. The
significant inflow of foreign capital, especially in the form of indebtedness of al three
levels of government, was interrupted in the middle of the year. Monetary contraction
followed as the level of foreign reserves in the Caixa de Estabilizacéo started to fall.
Between the end of 1928 and the end of the third quarter of 1930 the monetary base
fell by 14%. Coffee price support, under the administration of the State of Sdo Paulo

since 1924, depended on the ability to raise foreign loans on a permanent basis,



especidly if, as was the case, coffee stocks tended to increase. A bumper crop in 1927
was followed by another in 1929. Accurate coffee crop forecasts can be based on the
flowering almost a year before the crop so that already in 1928 it could be anticipated
that, barring a severe frost, the 1929 crop would be very big. The lack of foreign
finance and the increase in stocks resulted in the collapse of coffee prices towards the
end of 1929 and thus of coffee exports which represented two thirds of total exports.
These difficulties were compounded by the fall in economic activity in the United
States, then in all Brazilian export markets. By the end of 1929, Santos 4 coffee prices
had fallen from 11 to under 7 pence per pound. The fal would continue in 1930 and
1931 to reach atrough around 4 pence. The Federal government refused to bail out the
ailing coffee support progranmme of Sdo Paulo and stuck to the gold standard.
Reserves dwindled as exports fell and the inflow of loans was again interrupted after
some recovery in the first semester of 1930. There were widespread bankruptcies in
agricultural activities: coffee growers could not pay their debts as prices fell much

below the advances they had received from the valorization authorities in the past.

As happened in every other country in Latin America, economic difficulties
caused by the crisis fostered political unrest and led to changes of government, most of
them through political coups. Getulio Vargas, a politician from Rio Grande do Sul who
had been defeated by the officia candidate in the Presidential elections early in 1930,
became head of the Provisona Government. By November he was in power and
faced an extremely serious economic crisis. Foreign exchange reserves which stood at
£31 million in September 1929, reached £14 million in August and had disappeared by
November. Coffee prices and the foreign exchange rate were still plunging, there was a
substantial fall in the level of output and a severe fiscal crisis followed foreign

exchange deva uation after mid-1930.

1. Depression and recovery:1928-1933

An important Paulista rump had backed Vargas as a candidate and they were

duly represented in the government by the new Finance Minister, José Maria Whitaker.

The stance adopted by Whitaker was to wait and see what were going to be the



consequences for Brazil of the crisis in the developed economies. In spite of the
continuing fall in coffee prices, public foreign debt service continued to be paid and
there was no decision on a permanent basis on the foreign exchange regime. Monetary
policy continued to alow the monetary base to fal even after foreign reserves had
reached zero. The foreign exchange policy nominally did not involve controls, but in
fact there was a succession of moratoria on foreign — and domestic -- debts and many
ad hoc decisions basis which did not interrupt the exchange rate devaluation trend. The
government resorted to unorthodox trade policies such as barter with Germany and the

United States to face the scarcity of foreign exchange.

Government intervention tried to support the foreign exchange rate, avoiding
full devauation. Thiswas in line with experience in other developing economies, but in
the case of Brazil there were as a more complex set of arguments to justify it. It was
well known that devaluation resulted in an adverse fiscal impact as a significant share
of government expenditure was indexed to the exchange rate, as for example the debt
service, while revenues were not. In fact, revenues were more likely to fall with
exchange devaluation: import duties still corresponded to ailmost 50% of total revenue
and the Brazilian tariff was specific, that is defined in terms of units of domestic
currency per physical unit, and only partly pegged to gold. An overvalued exchange
rate made it easier for economic agents indebted in foreign currency, and particularly
the government, to pay their debt service. The same argument applied to profit
remittances, and is especialy important for those firms providing public services as
their revenues were dependent on rates defined in domestic currency. If a country is a
significant world supplier of a particularly commodity the world price of such
commodity will be influenced by the exchange rate regime in the maor supplier.
Contemporary viewsin Brazil, endorsed by well known international experts, tended to
accept that a devaluation would stimulate holders of commodity stocks to dump their
goods in the market with a consequent reduction in world prices denominated in
foreign currency.. While in the short-term the overvalued exchange rate tended to
favourably influence world coffee prices this influence was reversed in the longer-term.
An overvalued exchange rate also made imports relatively cheap. How this affected

final consumers depends crucially on the distribution of market power in specific



markets. The more market power a domestic firm has, the more likely it is that cheap
capital goods and input import prices will be transformed into higher profits. The
volume of imports was of course limited, either informally, or by explicit rationing by

means of discretionary controls.

The only maor decision reached during this first year of economic policy-
making under the Provisional government was on coffee. The government considered
the alternative of either to buy the flow of new output from coffee growers, or to bail
out those economic agents which had been involved in the accumulation coffee stocks
in the boom period. Whitaker’s opted for the bail out of the latter. During most of his
year in office Whitaker kept hoping for a new foreign loan which would signal that the
world financial markets were back to normal and that Brazil could again use foreign
loans to restore balance of payments equilibrium. It took some time to become clear
that this was not to be. The blunders of Morgan, the United States Ambassador to
Brazil, in convincing Washington that Vargas was not going to succeed in his bid for
power in 1930, opened political space for British financial interests to try to exert some
influence on the course of eventsin Brazil. Following up initia talks with Jilio Prestes,
the President-elect who would not take office because of the political coup, the
Brazilian authorities were prompted by N.M. Rothschilds to invite a British expert to
advise on the financial position. The British expert, Otto Niemeyer, produced a report
in early July 1931 which included standard orthodox recommendations such as that
Brazil should phase-out its coffee price support policies, bring its finances under
control and curtail independent foreign borrowing by states and municipalities. More
notably it included complete draft statutes for a Central Bank totally independent from
the government — with significant foreign influence — as well the recommendation that
Brazil should return to the gold standard. To do be able to do so Brazil was to raise a
sizable new loan in the London market. The abandonment of the gold standard by the
United Kingdom in September 1931 put an end to optimistic views of a ‘business as
usual’ nature and to the hopes of financial support in London. The consequences on
Brazilian policy-making were immediate. Brazil decided to suspend servicing the
federa debt and announced a funding loan arrangement on the federal debt — the third,
following those of 1898 and 1914 — which suspended amortization payments and



financed interest payments by the flotation of new bonds issued during the following

three years.

Whitaker was substituted by Aranha, the man with the strongest political clout
in the new administration after Vargas. New policies were introduced on the foreign
exchange regime and coffee, issues which had been left undecided while the
government had ill some hope that the back to normal scenario could prevail.
Marking the inauguration of an extremely long period of government intervention in
the foreign exchange markets, it was decided to adopt an exchange regime which
involved government monopoly in purchases and sales of foreign exchange cover. As
the exchange rate was relatively overvalued, the excess demand for foreign exchange
was removed by controls taking into account criteria which ordered with declining
importance: official purchases, ‘essential’ imports and other exchange cover, including

profit remittances, imports on a non-documentary basis and commercial arrears.

Between 1928 and 1932 imports fell by 60% in volume and exports by 16%. In
dollar terms imports fell by 70%, while exports were reduced by almost 50%. So terms
of trade deteriorated by almost 30% and the capacity to import by 40%. Imports were
crowded out by other types of expenditure in foreign exchange as shown by the gap
between the shrinkage of capacity to import and of import volume. The average mil-
réis-US dollar devaluation was 8% in 1930 and 55% in 1931 so that, as domestic
prices fell by 11-12% in both years, real devaluation of the mil-réis was of more than
110% in relation to the dollar. The significant expenditure-switching caused by
devaluation and discretionary controls on imports had important beneficial
conseguences on the level of domestic output as spare industrial domestic capacity was
put to use. That there was scope for such a switch tends to qualify the more extreme
criticisms of the inefficiencies entailed by import-substitution which had been started by

the first big industrialization spurt in the early 1890's.

It is certainly not reasonable to construe such policies mainly as a result of
conscious move in the direction of compensating the effects of the depression, as there

was not much room to avoid devaluation. Based on rather shaken evidence on the



tariff policy it is still less reasonable to characterize policy in the initia years of Vargas
rule as being somehow anti-industrial. Not only the tariffs were not decreased but,
more decisively, any assessment of protection in most of the period after 1930 must
take into account the crucia role played by import and foreign exchange controls.
Tariffs were wholly relevant only in those periods when there was no rationing of

foreign exchange, a requirement which in the 1930’ s applies only to 1935-1937.

Other public policies, such as those related to coffee, had an important effect in
maintaining the level of economic activity. With Aranha, the Federal government
officialy took over coffee policy from the state of Sdo Paulo, and an embryo of what
would become the Departamento Nacional do Café [National Coffee Department] was
created. The new coffee policy would be maintained with relatively minor adjustments
until 1937. It was based on the attempt to solve the massive overproduction which
affected coffee. In 1933, when the policy was made permanent, 30 % of the coffee
yearly crop was freed for immediate commercialization, 30 % was stocked by the
Departamento Nacional do Café and 40% was destroyed. More than 70 million bags
of coffee — equivalent to about three years of world consumption -- were destroyed,
mainly between 1931 and 1938.

Government purchase of coffee stocks depended partly on sizable deficits,
which reached in some years more than one third of the total cost of the coffee support
program. While it is reasonable to see some Keynesianism avant la lettre in such
policies the same could have been said of other important expenditure programmes in
the Republica Velha financed by deficit creation: the significant construction of dams
in the early 1920's comes to mind. That Vargas comes to be more often mentioned as
an instinctive pre-Keynesian is perhaps to be explained by the apparent irrationality of
both Keynes' ‘burying of holes on the ground’ and the massive destruction of coffee
stocks as an important element of Brazilian coffee policy for most of the 1930's. Data
on the aggregate public deficit in the 1930's tend to support the link between early
recovery of the level of activity and public deficit: deficits in 1931-33 were above 12%
of expenditure (40% in 1932) and after 1933 planned deficits became usua. Policies

which speeded up recovery aso included the Reajustamento Econdmico [Economic
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Readjustment] of 1933 which wrote off 50% of coffee agricultural debts and allowed

renegotiation of residual debts with generous periods of grace.

Brazilian banks survived the crisis with the help of the Federal government.
Monetary policy was accommodating during the period and a new Caixa de
Mobilizacdo Bancéaria [Monetary Mobilization Office] created in 1932. It introduced
new rules on compulsory reserves and the deposit of excessive reserves in the Bank of
Brazil and financed the needs of the Treasury and of the Departamento Nacional do
Café. It supplemented the activities of the Carteira de Redescontos [Rediscount
Office] of the Bank of Brazil which had been reactivated in 1930.

The effects of the depression on the level of economic activity in Brazil were
relatively mild as by 1933 GDP was dready 7.7% above its 1929 pesk level and
industrial output was 4.6% above the 1928 peak level. The worst years for industry
were 1930 and 1931, with output 8-9% below that of 1928. The trough for GDP was
reached in 1931 with GDP 5.3% below its maximum in 1929. But the impact on redl
income was more important as the terms of trade deteriorated by amost 44% between
1928 and 1931 and recovered only 14.3% until 1933. Between 1928 and 1931 red

income fell by more than 11%.

In spite of foreign exchange and import controls, important commercial arrears
were accumulated. The government as a monopolist in the foreign exchange market
could not find enough exchange cover to pay promptly foreign suppliers of goods.
Foreign firms operating in Brazil also could not make prompt remittances to their main
offices. Such accumulations of arrears were thawed by successive negotiations of mid-
term loans with foreign creditors, more importantly with the United States and Britain,
and especially so in 1933, 1935 and 1939.

Traditional foreign investment in the provison of public services such as
rallway transportation and electricity faced increased difficulties in relation to the
inability to maintain the return on their investments as public prices were not adjusted

to compensate the devaluation of the mil-réis. The transfer of such reduced profits also
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faced significant delays in the periods of more intense scarcity of foreign exchange.
The result in the long term was persistent underinvestment and a falling quality in the
services provided even by the best foreign concerns. Investment in manufacturing
fared much better as there were no significant constraints to pricing their output. Since
most of the British investment was concentrated in railways, and the share of US
investment in manufacturing in US total investment was increasing rapidly, this tended
to be reflected in different stances on exchange control by British and US firms

operating in Brazil.

While it is true that state interference in the economy substantially increased
after 1930, much of it is to be explained, at least initidly, less by an ideological, or
even political, commitment to increased state interference as part of a growth strategy,
than by the drastic changes in economic conditions which resulted from the ‘great
depression’. This is illustrated by the introduction of foreign exchange control as a
discretionary policy adopted worldwide to face balance of payments shocks after 1928.
That this form of government interference had such a long life in Brazil after the
1930’ s was certainly more closely related to new ideas on the role of the State than the
decision to introduce it in 1931. The centralization of decision-making was also partly
related to these new developments. States and municipalities had enjoyed free access
to foreign borrowing without any interference from the Federa government according
to the Constitution of 1891. The transfer problem had become a significant aspect of
Brazilian policy as the responsibility for the transfer of foreign exchange cover related
to private and public payments was transferred to the foreign exchange control
authorities and became clearly differentiated in relation to the ability to pay in mil-réis.
The Federa government became interested in the size of liabilities in foreign exchange
accumulated by Brazilian states and municipalities and created a Comisséo de Estudos
Financeiros e Econdmicos dos Estados e Municipios [Commission of State and
Municipal Financia and Economic Studies] to collect data on non-Federal finance As
mentioned, the Federal government took over control of coffee policy from S&o Paulo
and created in 1931 the Conselho [Departamento after 1933] Nacional do Café. The
first signs of new policy on state intervention was perhaps the creation of two new

ministries — Education and Labour, Industry and Commerce — after Vargas took
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power. New policies were aso introduced to cope with sugar overproduction,
including the compulsory mixing of acohol in imported petrol. In 1933, a Instituto do
Aclicar e do Alcool was created to manage the complex sugar output and export
policies introduced since 1931. It was only after 1933, and still more after 1937,
however, that State intervention was consolidated in the case of many other sectordl

policies.

2. The 1933-1936 boom

Brazilian economic policy after 933 became more liberal with the fast domestic
recovery in output and in tune with the improvement of international economic
conditions. Emphasis on dynamism of hacia adentro factors in comparison with stimuli
provided by world economy must not obscure fact that shifts in economic policy and in
the level of domestic economic activity were dominated by the world economy. This
continued to be the case in most future cyclical developments which affected the
Brazilian economy in this century with the major exception of the crisis in the early
1960's.

In 1933, the Bank of Brazil had started to abandon its single pegged rate policy
and was in fact operating with three foreign exchange markets: 70% of total exchange
was bought and sold at the officia rate to the government, to merchandise importers
and to foreign-owned public services companies with fixed charges due abroad; 20%
corresponded to a ‘grey’ market where 50% of almost all non-coffee export bills were
sold and almost all exchange was sold to companies remitting profits;, and less than
10% to a ‘free market fed by non-merchandise exchange proceeds and used for
residual transfers abroad. On average there was even some appreciation of the mil-réis
in relation to the US dollar in 1933-34.

The substantial exchange arrears which had accumulated in 1930-33 lead to
widespread protests by creditors. In the United States, the intense pressure by some
business interests, which counted with the sympathy of sections of the government,

and in specia of those advising the adoption of bilateral remedies in countries were the
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United States had a trade deficit, led to the visit of an official US mission in South
America. The lucid report produced by John Williams, then at Federal Reserve Board
of New York, recognized the difficulties faced by primary exporting countries
following the depression. He found that given the circumstances Brazilian foreign
exchange policy was rationa and no evidence of discrimination against US interests. It
made sense for a commodity pricemaker such as Brazil to maintain its exchange rate
somewhat overvalued. This produced excessive demand for exchange cover and the
need for exchange control which blocked some luxury goods produced by the United
States. But this was inevitable and there was no evidence of discrimination against the
United States. A further movement towards liberalization occurred in September 1934
as al non-coffee export bills as well as al exchange generated by coffee above a quite
high threshold could be sold in the free market. The official market would be fed by
155 French francs per exported coffee bag and the Bank of Brazil would sell 60% of
the exchange required by approved imports at the ‘officia’ rate. The residual would be
purchased in the ‘free’ market.

There were important balance of payments difficulties in the beginning of 1935
and a concrete risk of a Brazilian default on the foreign debt whose service had been
partialy re-started in 1934. Negotiations on commercia arrears in Washington and
London made possible to avert the crisis and paved the way for further liberalization of
the exchange policy. The 1935 new foreign exchange regime continued to be based on
the idea that non-traditional exports should not suffer from the relatively overvalued
exchange as, contrary to what was the case of coffee, in all these cases Brazil was a
small supplier, and thus a price taker in world markets. The foreign exchange regime
relied on blending two exchange rates pegged by the authorities, with an ‘officiad’ rate
more overvalued than the “free’ exchange rate. Coffee exporters were to sell 35% of
their export proceeds to the Bank of Brazil a the official rate. Non-traditional
exporters could sell as much as 100% of their export proceeds at the free rate. The
government bought exchange at the official rate, while all other purchases were made
at the free rate. The government was thus able to buy exchange cover at a cheaper rate

and extract gains from the wedge between the two rates. The weighted average
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exchange rate against the US dollar in 1935 and 1936 was at roughly the same level as
in 1932.

From the middle of 1935 there was a sharp improvement in the balance of
payments and 1936 was an extremely good year from the point of view of output
growth and the balance of payments. Exports increased by 17% and imports by less
than 2%. But from early 1937 there were indications that the economy was
overheating and the expansion of more than 40% of import vaue in the year was not
matched by the 9% increase in exports. These difficulties were compounded by a more
liberal policy on remittances adopted by the Bank of Brazil. Terms of trade had
recovered in 1934 to reach amost 70% of the peak 1928 level. But then they fell
more: in 1936-1937 they were only at 45% of the 1928 level. But the fall in the
capacity to import was of less than 30% as volumes exported rose by 30-35%.
Weighted ad valorem duties suggest that the trade policy as indicated by tariff levelsin
the early 1930's was more protectionist than in the late 1920's. By 1936-37 the level
of protection had been modestly reduced but was still roughly equivalent to that of
1928.

Brazil was deeply affected by new developments in the trade policies of the
United States and Germany, two of its most important trade partners, after 1934. In
the United States, commitment to liberal policies prevailed with the victory of the State
Department  after a long struggle between multilateralists and bilateralists,. The
United States had been pressing for concessions from Brazil even before approval of
the 1934 Reciproca Trade Act. Negotiations led to a new bilateral trade agreement in
1935 which considerably reduced the Brazilian tariff level. There had been, however,
considerable tariff padding in 1934 as Brazil pre-emptively increased its tariff levels.
On a straight import revenue reduction basis, reciprocal concessions were equivalent,
but while exports to the US were mainly of commodities which did not displace
domestic producers, this was not the case of imports into Brazil as concessions were
concentrated on manufactured goods such as transport equipment, automotive, parts,
chemicals, cement and durable goods. After strong resistance, especially in Sdo Paulo,
the agreement was ratified in 1936. In spite of the steep rise in manufactured imports
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there is no evidence of important damage to domestic industry whose output increased
a a very high rate in 1936 and at amost 4% in 1937, in spite of stagnation in

agriculture and the consequently bad performance of the food-processing industry.

In 1934, Germany had adopted Finance Minister Schacht's New Plan which
served as a basis for the negotiation of compensation agreements with many of its
trade partners. There was never a forma agreement between Brazil and Germany,
given the opposition of the United States because of the resulting subsidization, trade
diverson and discrimination, but bilateral trade expanded based on a more informal
understanding between the Bank of Brazil and the Reichsbank. All proceeds of German
purchases in Brazil were paid into a Bank of Brazil account in Berlin which could only
be used to purchase German goods. Trade patterns in 1934-1938 were deeply affected
by such developments as the aggregate German share of the Brazilian market
(corrected for the overvaluation of compensation marks) rose from 12% to 20% of
total imports. The US share of Brazilian imports increased from 21.2% to 25.5%,
while the British share fell from 19.4% to 10.9%. German goods displaced traditional
imports from the United States, but the US aggregate share did not fall since US goods
displaced traditional British manufactured exports. The German share of the export
market also increased substantially from 7.4% to 15.9% total exports, a result of the
importance of coffee and cotton purchases. Cotton exports were also the main
explanation of the expansion of exports to Britain in the 1930's. The fall in the US
share of Brazilian exports resulted aso from the fal in coffee prices in relation to all
other export prices and was a consequence of the long-term cyclical behaviour of
coffee prices. Cotton exports increased from 4% to 18% of total exports between 1928
and 1938, while coffee exports decreased from 71% to 45%.

The attraction of compensation trade with Germany was sufficiently strong to
justify a continuous ambiguity in Brazilian foreign economic policy as the United
States applied pressure to block the arrangement. The expansion of cotton exports
provided an outlet for the substantial increase in Brazilian domestic production, but the
fact that Brazil was indirectly profiting from the price umbrella provided by the United

States cotton support programme acted as a further irritant to the United States in its
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guest to end with the compensation trade. Quite diversified Brazilian regional export
interests, mainly in the Northeast and the South, were able to find outlets to their
output of primary commodities which would have been otherwise very difficult to sell.
The level of imports was smilarly higher than it would have been without a
compensation trade deal. The German proposal to include the supply of armaments in
the Brazilian purchase programme was a shrewd move as it automatically enlisted the
support of the armed forces for the continuity of the arrangement. The standard
argument used by the United States government on the inefficiency of compensation
agreements was really not very relevant when there was such massive idle productive

capacity asin the 1930’s.

United States policy towards Brazil in relation to compensation trade as well as
in other issues such as the foreign debt was to avoid the use of strong arm methods in
spite of the considerable United States leverage Brazil due to its structural trade deficit
in the Brazilian trade. This is explained partly by its overall commitment to
multilateralism after 1934, which prevented the use of pressure as the British did in
Argentina, and aso by the increasingly centra role that Brazil had in United States
strategical thinking on South America as a form of containment of Argentina. Policy-
making in Brazil enjoyed degrees of freedom which did not exist in Argentina, and
Brazilian policies reflected this difference.

In 1934, the three-year time limit established by the 1931 Funding Loan
expired. Sir Otto Niemeyer, returning from atrip to Argentine where he had acted as
an adviser to Argentina on the future Central Bank, made a stopover in Rio and left
with Aranhaa note in which the essential features of a new arrangement on the foreign
debt were defined. These new ideas tried to accommodate the creditors’ dissatisfaction
with the lack of cash payments resulting from the funding loan and aso Brazil's
reluctance to agree with the rapid rise of outstanding foreign debt without any relief. In
what became known as the Aranha scheme, al foreign loans to al levels of
government were graded in eight categories according to the quality of their
guarantees. The higher a given loan was classified, the higher the proportion of

amortization and interest paid in relation to contractual terms. Payments were in some
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cases to rise dightly over the four years of the agreement. The gap between contractual
interest payments and actual interest payments corresponded to debt relief. Total
service was equivalent to about one-third of contractual service, of course, with a
much higher proportion of interest payments than in the case of contractua service.
Private capital flows also became adverse. Direct foreign investment from Britain and
the United States contracted by more than 10% between 1930 and 1936 but US

investment started to recover in the late 1930’s.

GDP growth between 1933 and 1936 was at 8% yearly. Industrial output
increased at 13.4% yearly and agricultural output at 4.2% in spite of a very bad crop in
1935. This outstanding industrial performance was partly due to the extremely good
performance of the textile industry whose output increased 16.8% yearly in this period.
Textile production is estimated as corresponding to 20-25% of total industrial value
added. Given that import substitution was complete in food processing, which
corresponded to about 35%, it could not grow much above agricultural output. Output
of the chemical industry, which was less than a fifth of the textile industry in the early
1930's, increased even more spectacularly at 23.8% yearly. The output of ‘new’
sectors such as cement, tyres and steel products also expanded at very high rates of
growth but their relative importance in total industrial value added was rather limited.
According to census data from 1919 to 1939 the import-domestic supply ratio, using
current prices, decreased only from 25% to 20%. But the change in relative prices,
with imports becoming much more expensive in relation to domestic prices, hides the
sharp advance of import substitution. Using 1939 prices this is nothing short of
spectacular as the imports-total supply ratio fell from 46.6% to 19.7%.

While there was a substantial increase in the share of industry in GDP in the
1930’ s this was roughly similar to that which had occurred in the 1910's. No evidence
can be found which could justify emphasis on ‘endogenous accumulation’ as an
explanation of industrial growth from the early 1930’'s. There was a sharp fal in
investment, with imports of capital goods for industry back at a level 80-90% their
1928 peak only by the late 1930's. As there was no significant domestic capital goods
sector before the end of the 1950's, especially if the production of capital goods for
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manufacturing industry is considered. The industrial boom in the 1930's was mainly
based on the use of installed capacity in traditional branches of industry, and especially
of textiles. Between 1931 and 1936 cotton production expanded 25% yearly due to the
shift from coffee production in the South and the inducement of new markets in
Germany and Britain. All other major agricultura activities lost share in agricultural
output with the exception of cocoa and beef production. Subsistence agriculture,

however, was still generally growing much faster than popul ation.

The normative presence of the State in the economic field increased markedly
after 1934. An extremely influential Conselho Federal de Comércio Exterior [Federal
Foreign Trade Council] was created. Its influence went much beyond trade matters
and covered all issues related to economic development such as for instance the
integrated steel mill project which was to become a government priority in the late
1930's and early 1940’s. Other so-called ‘defense’ institutes started to take shape, but
mainly at the state rather than national level. They covered cocoa and tobacco in
Bahia, and rice and beef in Rio Grande do Sul. In 1936 the Federal government was
gpending in rea terms 92% more per unit of GDP than in 1928, if payments of the
foreign debt service are excluded. Much, but not al, of it had been directed to the
Army which, together with the Ministry of Finance (excluding foreign debt service),
was the department with the highest rate of expenditure increase in the period. The
structure of Federal revenue had started to change sowly after the recession as the
shares of both the consumption and income taxes started to rise in detriment of import
duties. But in 1937 import duties still just exceeded the joint revenue related to the
major domestic taxes: consumption tax (21.7% of total non-industrial Federal

revenue), income tax (7.6%) and the stamp tax (7.7%).

3. Slowing down, recession and the war boom:1937-1945

When Vargas delivered his autogolpe in November 1937 there had been a clear
deterioration of the economic situation which had been so favourable since he had
become Brazil’s constitutional president in 1934. To the overheating of the domestic
economy was added the fal in the level of activity in the United States which badly
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affected Brazilian exports. Balance of payments difficulties became once again al
important. In his address to the nation to explain the Estado Novo, Vargas defined
what was a clear reversal of the previoudy liberal economic policies covering policies
on the foreign exchange regime, the foreign debt and coffee. The new foreign
exchange policy was a return to that of 1931-1933, based on a government foreign
exchange monopoly with an unified overvalued exchange rate and import controls. The
new unified rate was roughly equivalent to the previous ‘free’ rate but was almost 50%
devalued in relation to the previous official rate. It is interesting, however, to note that,
contrary to what could be expected, import controls did not result in an import

structure which favoured ‘ essential’ goodsin 1938.

Vargas also announced that payment of the foreign debt service would be
suspended as the government had decided that there were more essential commitments
related to economic development and re-equipment of the armed forces. Outcry,
especialy in London, was substantial but the reaction in Washington was subdued.
There was growing concern in the US Administration, and more especialy in the
Treasury, among the advisers of Secretary Morgenthau, about the situation of key
regional or subregional economies such as Brazil and China. For the first time, in spite
of the opposition of the more conservative State Department, it is possible to detect a
policy of fostering economic development of some of the larger developing economies

as part of a package to gain or sustain political preeminence in targeted economies.

Brazil was to abandon some of its former coffee policies drastically reducing
export taxes and limiting stock destruction. In spite of established views which would
predict afall in coffee export proceeds they actually increased after this change. It was
the contraction of other exports which affected the balance of payments position.
Overadl terms of trade collapsed further in 1938-1941, reac