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STATE AND THE LIBERALIZATION
OF THE BRAZILIAN ECONOMY*

Carlos Alberto Longo**

ABSTRACT

This paper argues that the last stabilization plan that succeded in Brazil coincided with the institutional
reforms wich took place in 1964/65 under the Castello Branco administration. These changes gave way to a decade
of high economic growth that ended abruptely. Errors of policy decision in 1979/80 and later during the Sarney
administration, paved the way to the stagflation of the eighties. Strutural macro disiquilibrium resulted in the erosion
of public revenues and large debt arrears which compromised the efficacy of monetary and fiscal policies. Many
attempts to stabilize the price fevel and change institutions during the Collor administration failed due to inconsistent
policy targets and lack of a well designed development plan. Not matched by permanent fiscal adjustments and major
structual refurms the observed advances in the libcralization, privatization, and deregulation programs may be
aborted and lead to wasteful disindustrialization.

1. INTRODUCTION

This paper examines the Brazilian perspectives under the current revisionist
tendency of the role of the State and the integration of national economies. In order
to understand the causes and consequences of recent efforts to stabilize and
liberalize the economy, a brief historical background is presented, bringing
together the 1964/65 major structural reforms, the strategic mistakes of 1979/80
and the opportunities !ost under the Sarney administration. A diagnosis of
institational flaws inherited from previous governments is introduced where the
need to descentralize revenues and expenditures of federal entities, as well as of
the national Treasury, is discussed. The text follows with an analysis of current

*  This paper was originaly prepared for the conference “Brazil: The Challenges of the 1990s”, Institute of Latin
American Studies, University of London, Oct. 31/Nov. 1, 1991. Subsequent revision and update took place in
March 1992.

** Department of Economics, University of Sdo Paulo, Brazil.
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economic policies aimed at the control of prices and the level of activity covering
the first two years of the Collor administration. The paper concludes with a

description and evaluation of the privatization, deregulation and liberalization
programs.

2. HISTORICAL BACKGROUND

The last time a stabilization plan succeeded in Brazil was during the
administration of Marshal Humberto de Alencar Castello Branco (1964-67). The
government’s economic action programme (PAEG) managed to hold inflation
down to 70% in 1964, although it had been set to reach 140% in the year by March,
when the military took power. In 1965 the annual rate came down still further to
about 35%, and from there on it continued to drop until it reached 14% in 1972.
Like all comprehensive anti-inflation plans, the PAEG was based on a three-
pronged strategy that combined fiscal, monetary and incomes policy targets
{Simonsen, 1970).

On that occasion the federal government remodelled its budget so as to
reduce the fiscal deficit to Cr$ 753 million in 1964, whereas this deficit had
originally been expected to rise to Cr$ 2 billion. The actual deficit in the period
was Cr$ 748 million. At the same time the government undertook to restrict
monetary expansion in 1964 to Cr$ 2 billion, which would mean a 70% increase
in this aggregate compared with the preceding year. The actual rate of growth in
the money supply was 85%. Thus this was not a radical stabilization programme
designed to balance the budget at all costs, but it was explicit enough not to give
rise to any doubt about the government’s intentions or the direction in which fiscal
and monetary policies were moving. As a result, the recession was not profound.
Income per head and industrial output, both of which had been flat since 1963,
began rising sharply from 1967 on. The crisis reached its height in 1965, when
industrial output dropped almost 5% (Pelaez & Suzigan, 1976, p.336-67).

The programme acknowledged the need for a gradualistic incomes policy.
Hitherto, real wages had swung sharply between peaks and troughs due to high
inflation and the long intervals between wage adjustments (two years). Instead of
calculating wage adjustments so as to restore purchasing power to its previous
peak, the new policy instituted a formula whereby the average real wage during
the 12-month period in which the newly adjusted nominal rate was to remain in
force would be equal to the average real wage in the preceding 24 months.

Alongside the price stabilization programme, the government paved the way
for far-reaching changes in the structure of the tax and financial systems. Among
many advances and innovations it is worth highlighting the replacement of IVC
(Imposto sobre Vendas e Consignagdes) with ICM (Imposto sobre a Circulagao de
Mercadorias), the bank reform (Law 4595 of December 1964), the creation of the
Housing Finance System (SFH) and of the indexation system known as monetary
correction (Law 4380 of August 1964), and regulation of the capital market (Law
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4728 of July 1965). The argument is often heard that these reforms were made
easier toimplement by the absence of political constraints under military rule. The
truth is however that harsh criticism was openly directed against the federal
executive, both in Congress and by influential state governors (Sdo Paulo, Minas
Gerais and Guanabara). Moreover, plans for institutional reform had been made
public, and draft legislation covering these questions had been sent to Congress
well in advance.

After the Castello Branco administration (1964-67), no subsequent
administration made a frontal assault on inflation. Hence, over the ensuing 20-year
period inflation rates rose steadily as a result of surges in demand or supply.
Limited attempts to implement contractionist policies proved failures because of
virtually total indexation of prices and incomes, making inflationary expectations
highly inelastic: fiscal or monetary contraction had limited impact on inflation but
led to recession, which was then politically injudicious.

The administration that took office in 1967 decided it would be inadvisable
to continue with policies designed to reduce demand. It set itself the goal of
promoting economic growth and full employment, despite the fact that inflation
was still high at 25% per annum. To some extent, this “developmentalist” position
taken by President Costae Silva (1967-69), and sustained by President Garrastazud
Médici (1969-74), was motivated by the opportunity for an upswing in the
economy created by the austerity measures and institutional reforms implemented
under the previous administration.

The first Development Plan (Ist PND) adopted in 1969 consolidated and
extended the import-substitution model introduced by President Juscelino
Kubitschek (1955-60) but this time placed the emphasis on exports. Instead of the
liberalizing framework of the PAEG, it put its trust in central planning and state
interveniion inthe economy. Indexation through the monetary correction mechanism
was extended to all markets, prices were submitted to government control (trough
CONERP, and later CIP), the PAEG’s rules for wage adjustment were maintained,
creditcontrols wereintroduced, and interestraics capped. The economic programme
introduced in 1969 achieved all its aims: high levels of production and employment,
a foreign trade surplus, and inflation stabilized at about 20% per annum.

The price paid for this performance (the “Brazilian miracle™), was that
relative prices were straitjacketed by monetary correction and excessive state
intervention in the economy. Wide-ranging, generous tax and credit subsidies
favored agriculture, exports and industry. Ownership became concentrated in the
banking industry, the Central Bank lost its independence, and the official banks
became directly subordinated to the Finance Ministry. State-owned enterprises
occupied the gaps not yet filled by private enterprise.

During the Geisel administration (1974-79) economic policy frequently
changed tack under the pressure of circumstances, especially the inertial inflation
inherited from the previous administration and aggravated by the first oil shock.
In view of the ineffectiveness of conventional economic policy instruments, the
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government chose to accommodate to the external shock by increasing inflation.
The vicious circle created by indexation of prices, wages and exchange-rates, with
structural balance-of-payments deficits, was alleviated by the abundance of cheap
external credit and by compression of prices and rates charged by SOEs.

The main goal of the second Development Plan (2nd PND) was to proceed
with the import-substitution development model, especially in heavy industry,
fine chemicals, pulp and paper, and to launch an ambitious programme of
investment in energy and infrastructure commanded by the state but funded with
foreign loans. Implementation of this policy was backed by the same instruments
as those employed by the previous government, such as control of prices, wages,
foreign exchange and credit. Major distortions in relative prices began to emerge.
Domestic demand was buoyed up by subsidies to public-service charges and credit,
designed to boost consumption and production. Financing of the balance-of-

payments deficit depended cruciaily on relending of foreign loans underwritten by
the Treasury.

Thesecond oil shock (1979) and therefusal of developed-country governments
to accommodate to rising domestic inflation brought Brazil face to face with a
severe dilemma in the early 1980s. The chalicnge was to restrict aggregate
demand, realigning relative prices and temporarily accept low rates of economic
growth with high unemployment. The fatal mistake made by the Figueiredo
administration (1979-85) was to press on with the now outdated development
programme initiated in the previous decade. The argument used was that Brazil
was different, that through public investment, subsidies to import-substituting
industries (Prodlcool, coal, and petroleum prospecting) and preferential treatment.
forexports of natural resources (agricultural products such as soybeans and orange
juice, and primary goods such as ores) it would be possible to go on growing despite
the new external constraints and internal distortions inherited from previous
governments.

Brazil began the 1980s, in fact, without any planning framework atall. In the
abcence of explicit performance targets, and with increasingly weak instruments
of government action, the Executive made even more extensive and intensive use
of the adrninistrative controls available. Itcentralized control of public expenditurc
and merged into a single consolidated agency - SEST (Secretaria Especial de
Controle das Empresas Estatais) - all operations relating to the financing of SOEs
and official banks. It created more systems for monitoring and controlling prices
anc wages (CIP, SEAP, SUNAB, SISE). It stepped up the frequency with which
the rules of the game were unexpectedly and suddenly changed, for example by
setting the monetary correction and exchange rates in advance (i. e. not indexing
them to actual inflation), by announcing massive one-off devaluations of the
cruzeiro, and by changing the mechanism for wage adjustment. The result of this
opoportunistic, illmanaged policy was steadily rising inflation and a prolonged
recession (1980-83).
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In the mid-1980s another historic opportunity to point economic policy in
anew direction presented itself. Once again, however, the government preferred
facile measures that guaranteed its popularity, summed up in the motto of the
Sarney administration, “Tudo pelo social”. Under President José Sarney (1985-
90), the government recognized that combating inflation must be an end in itself.
Yet its stabilization plans also contained major flaws, both in conceptual terms
(Cruzado Plan) and in implementation (Bresser Plan, Summer Plan). The nation
had not yet become accustomed to the tug-of-war between contending forces that
is typical of democracy. The federal administration’s shortsightedness and
incompetence were compounded by the inexperience of Congress, and even of the
law courts, which failed to present constructive suggestions for solutions to the
succession of crises linked to the attempts at stabilization of the economy.

With the economy teetering on the brink of hyperinflation, President
Fernando Collor took office announcing bold measures to contain the price spiral,
implement institutional reform and improve social welfare. It is no secret,
however, that these objectives cannot be attained overnight but result from a long
process with its own intrinsically necessary chronology. The first step must be to
wipe the slate clean of past errors; next, the rate of growth can be stepped up; and
finally it will be possible tQ distribute the benefits of higher growth. Thus, while
economicpolicy makers during the “economic miracle” were able to capitalize on
the effects of the austerity measures and reforms implemented by the Castello
Branco administration, in the 1980s, despite the manifestly populist intentions of
governments, they lacked the wherewithal for fulfilling their promises.

3. THE STATE AS “ENTREPRENEUR”"!

A pragmatic approach to the analysis of the functions of the state consists of
weighing up the costs and benefits of its presence in the economy. The quality of
the public sector depends on the effectiveness of its component parts - central, state
and municipal governments, official banks and state-ownedenterprises. However,
obscure fiscal and financial relationships not only distort the application of funds
by the siate but actually make it impossible to identify how such funds are used.?

SOEs are often used as instruments of stabilization policy, with the Treasury
as controlling shareholder and the official banks as the main source of financing.
Interbudgetary transfers can take the form of loans, capital increases or subsidies.

I Anexpanded version of the arguments in this section can be found in Longo (1990%); Longo (1990 e Longo
(1992).

2 The budgetary obscurity that results from cross-subsidies between the fiscal budget and state enterprises is
characteristic of many developing, newly-industrialized countries. For a comparative analysis, grounded in
statistical information and accompanied by suggestions for reform, see World Bank (1988). But this problem
is not confined to developing nations; it permeates discussions of deregulation and privatization in Western
Europe and the socialist countries, See for example the case of the USSR Senchagov(1989).



The way the transfer is classified for accounting purposes does not necessarily
correspond to the economic nature of the operation. Capital transfers (loans and
investment) are frequently transformed into current transfers (subsidies) during the
fiscal year. Thus when SOEs are turned into an instrument of macroeconomic
policy, the budgetary process fails to provide clear-cutinformation as to the nature
and effective availability of the funds to which it refers. As aresult, the elaboration
and evaluation of the Treasury budget becomes a process of aggregation, which
combines central guidelines regarding the scarcity of funds on the one hand with
requirements for financing SOEs on the other. (Premchand, 1988).

A major criticism of the development model adopted by Brazil is that state
participation in the economy is excessive. Clientism, corporatism and the absence
of stimuli for private investment are among the basic causes of the state’s
insolvency. There are not even enough funds available to cover the simplest, most

everyday items of public spending, and wages have been incessantly depressed by
the decline in investment.

The mismatch between public revenue and expenditure is largely determined
by long-standing commitments inherited from previous administrations. The
consolidated budget procedure recently adopted by the federal Executive failed to
eliminate several sources of long-tefm disequilibrium. The Executive’s draft
budget currently being debated by Congress is no more than » desperate attempt
to contain the fiscal deficit by means of arbitrary hikes in taxes and tariffs. The
exhaustion of the traditional sources for financing the public deficit explains the
failure of so many stabilization plans.

Structural disequilibrium derives from the excessive indebtedness of the
public sector, meaning all three spheres of government, together with the
respective state-owned enterprises and financial institutions. No clear definition
exists as to who is lega'Hy accountable for these liabilities, and it is therefore
virtually impossible to formulate a set of alternative solutions. Systematic transfer
of funds (in current and capital budgets) from one part of the public sector to cover
defaultor government guarantee of a debt in another is not compatible with proper
budgetary and administrative practice.

There is an urgent need for attributions in the public sector to be clearly
discriminated so as to prevent the present situation of interlocking arrears and
cross-defaults between agencies from jeopardizing operational efficiency and
increasing the fiscal deficit. The concern here is of both a microeconomic and an
aggregate nature. It is difficult to envisage any possibility of administrative
rationality in production and selling of goods and services when prices are
controlled by the Finance Ministry and levels of indebtedness by the Central Bank.
In this case, the cash flow of SOEs is defined in terms of what is usually called the
“national interest”. As aresult, priorities are not set with a view to protecting the
“interests of the consumer” (quality and price) or those of the shareholder (profit).



4. ATTEMPTS AT STABILIZATION?

4.1 1st Collor Plan

The essence of the Collor Plan centered on three presidential decrees, known
as Provisional Measures under the federal constitution of Brazil; issued in March
1990, these contained a set of fiscal, monetary and incomes policies. Other parts
of the Plan (civil service and administrative reforms, cutbacks in subsidies, action
to eradicate tax evasion, sales of government property, privatization of SOEs) can
beconsidered complementary in character: they may eventually come to represent
the New Brazil (Collor’s election slogan) but in isolation they hold little
significance with regard to the success or failure of the stabilization programme.

Price and wage hikes were forbidden. To help balance the budget, public-
service charges and prices of key SOEs goods were raised, as was the Financial
Operations Tax (levied on money market transactions, among others). The sharp
drop in inflation also contributed. The initial effectiveness of the plan was
guaranteed by an immediate reduction of liquidity. Only about a quarter of all
financial assets remained at the disposal of the public. Inflationary expectations
were abruptly reversed.

The weak points of the plan were excessive centralization, violation of
property rights, and a high degree of risk. The government could have avoided
these drawbacks without impairing the effectiveness of the plan if instead it had
opted for modernizing the instruments of economic policy and cmpowering other
decision-making bodies. Forexample, the Central Bank remained unindependent,
Congress was not informed of the Executive’s budget projections, and the
Judiciary was obliged to perform veritable feats of legal acrobatics, for the benefit
of a plan which contemplated neither secend thoughts nor second opinions.

Rather than reprogramming the budget it had inherited from the Samey
administration and seeking an agreement with Brazil’s creditors, Collor’s team
chose to reso.i to drastic measures designed to balance revenue and expenditure
as quickly as possible. New taxes were created, along with surcharges and
compulsory loans, in addition to the seizure of liquid assets: these measures were
both inadvisable and of doubtful legality. Moreover, their social cost can be
evaluated in retrospect, in that the sacrifices imposed were in vain because
inflation is again running at a high level.

It is difficult to appraise the real fiscal situation of the federal sector, since
budgets are either out of date or non-existent. Furthermore, the excessive financial
interpenetration of the various public entities confuses priorities and discourages
sound application of funds. The only consistent source of information is the federal

3 Foraless shematic presentation of the Collor Plan and related issues, see Longo (1990), Longo (1991a) ¢ Longo
(1991b).



treasury’s cash flow statement, but since this does notdiscriminate clearly between
therights and obligations of different jurisdictions it cannot be taken as an indicator
of permanent balance in the budget.

The return of high inflation after three months is attributable in the cost side
to the government’s decision to adjust public-sector and other prices for inflation
occurring in the period. But on the demand side, pressure had also built up owing
to the exacerbation of inflationary expectations, despite the drop in the level of
economic activity. People were beginning to realize, from the observation of a
number of macroeconomic indicators, that the government was losing control of
its stabilization program three monts after the Collor Plan was announced.

By August, the crass errors committed in implementing the measures in the
first two or three months had led to a 10% rise in prices. Difficulties in
communicating with the business community, the law courts and Congress, and
delays in negotiations on foreign debt rescheduling were examples of the
government’s growing inability to conduct the stabilization programmeeffectively.
Indeed, it is not enough to reduce inflation by decree, ensure that the treasury has
a balanced cash flow, allow interest rates to rise to unprecedented heights, and at
the same time lift import restrictions. This is a familiar approach, which proved
afailure in Pinochet’s Chile and in Argentina under Finance Minister Martinez de
Hoz. )

The risk of opening up the economy too fast and providing excessive
incentives to investors in the, financial market, typically accompanied by
overvaluation of the local currency, is that decapitalization and obsolescence wiil
ensue for domestic industry, with only limited gains on the inflation front and
severe social costs in terms of job losses and wasted production.

4.2 2nd Collor Plan

Impatient with developments in the economy, the Executive launched in
January 1991 another incomplete and overhasty economic package. Regrettably,
it did nothing to compensate for the succession of errors committed during
implementation of the 1st Collor Plan. The 2nd plan again consisted almost
entirely of measures entailing ~ high degree of risk and a high social cost - a sharp
hike in public-sector prices, another freeze on wages and prices, and a set of
complicated changes in the rules for financial markets. This second attempt to
stabilize the currency was claimed to be an “extension” or “deepening” of the first.
The irony is that the government’s claim was not altogether unfounded, for Plan
I achieved little more than a repetition of the initial failure to stamp out inflation
for good and all.

In every respect the style, form and substance of the initiatives associated
with the 2nd Collor Plan were similar to those of the'previous package. Withregard
to style, the Executive again behaved in an overweening and arbitrary manner. It
abruptly changed the rules of the game without any prior consultations aimed to
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seek the comprehension, let alone the support, of organized social groups and
representative institutions (the Legislative and Judiciary). As to form, the new
package consisted of another batch of Provisional Measures, presidential decrees
and Central Bank resolutions, very similar to the approach adopted the first time
around.

No financial equilibrium could be expected to result from such chaotic,
arbitrary initiatives as postponements of payment, seizure of funds, or raising of
taxes and duties. Definitive reprogramming of expenditure would have entailed
the questioning of rights and obligations, job security, social security benefits,
sharing out ou tax revenues among the three tiers of government, and the relations
between the federal Executive, SOEs and monetary authorities.

The measures introduced by de federal Executive ignored, and in many cases
actually infringed, accepted principles of administrative decentralization and tax
prerogatives. They failed toundertake acomprehensive review of the management,
instruments and aims of the federal administration. They failed to pay due respect
to the institutions of republican government - in short, to share power. Thus the
Collor administration failed to improve on the fiscal and monetary policies
followed by its predecessers.

4.3 Change of Style

The Collor administration’s disastrous conduct of the economy in its first
year of office was matched by the lack of confidence deposited in the Executive
(verging on deadlock, if not direct confrontation) by the other two branches of
government, and by both labour and industry. These misgivings were a reaction
tothe prevalenceuntil May 1991 of voluntaristic, incoherenteconomic policymaking
and target setting.

Genuine structural reforms of the public sector were not pursued. The
Executive focused its attention on combating inflation and utilized short-term
techniques to tiss end. It did not concern itself, for example, with undertaking a
tax reform, consclidating the budgetary process or overhauling the financial
system. Instead, it swiftly and expeditiously seized asseis, froze prices, altered
indicators and arrested tax evaders.

The legacy of these two stabilization plans was mediocre. There was a need
torethink the meaning and utility of such pyrotechnical innovations in the financial
market as the “Funddo” (money fund, i.e. overnight balances that mus. be kept in
standardize funds) and TR (taxareferencial, i.e. indexed bonds that substituted for
the official “reference” rate of interest). A market solution had to be found for the
excessively regulated financial sector. Today, disintermediation in the corporate
and financial investments is becoming as prevalent as it was in the early 1960s.

When the federal administration suddenly shifted to what it called a “soff”
style in May 1991, it was reacting to the widespread perception that the country
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was becoming ungovernable. Congress was anyway reluctant to ratify any more
of the Executive’s Provisional Measures; the Supreme Court had put a stop to the
outgoing economic team’s insistence on dubious legal manuevering by granting
more and more restraining orders to annul the effect of the two plans. Thus, the
balance of power between the three branches of government had apparently been
restored.

As price and exchange controls were lifted, the economy slowly moved to
free market. This time, with no risk of hyperinflation, as there was after the price
freezes imposed by stabilization plans in the past. Prices were raised not for
speculative reasons but to adjust to repressed costs. For the time being, demand
remains suppressed because wages are low and liquidity is tight. Inflacion in still
rising, albeit more slowly.

The problem is how to administer the wage-price spiral in the absence of
reliable inflation indices (due to alaw which prohibits indexation in the short run).
The search must now begin for a means of avoindig universal informal indexation.
Thus the solution for the Collor administration will have to reside in yet another
stabilization plan. It is likely that as the second half of the year wears on, the
Executive will change its management of aggregate demand, this time on the basis
of a general review of public finances.

Inflation remains high and shows no signs of adownturn of any significance
in the coming months. The fact that the curve has flattened out does not prevent
speculation about future acceleration. The pessimistic scenario inbased on the idea
that little has been done to solve the structural disequilibrium in public-sector
finances.

The managerial flaws of the Collor administration to date have ted to a lack
of confidence in its program. There is no disagreement of note with the general
direction of economic policy-trade liberalization, monetary austerity, privatization
of statz-owned enterprises etc. But the results achieved so far have been minimal
and costly. Besides having failed to make progress with its so-called major
reforms, the government frequently finds itself bogged down in Congress and the
Judiciary over initiatives of an essentially short-term nature, such as emergency
economic measures, extension of maiurities for state and municipal debts to the
federal sphere, or increases in social security contributions.

It is possible to identify several inconsistencies. First, there is the question
of timing. Lifting of price controls, opening up the economy and privatizations
must all be properly cocrdinated, temporally speaking, with the actual (as opposed
to announced) start of institutional reform. The combination of economic
liberalization with a crisis of governability leads to industrial decline, with an
unlimited waste of income and employment.

In this regard it is worth noting that the social cost of mlsmanaged pollcles
impinges differently on the different participants. Multilateral financing agencies,
for example, never place their capital at risk and can resort to “letters of intent”
as a powerful instrument for guaranteeing the liberal agenda, without worrying
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about the level of activity. Government maladministration also leaves speculators
untouched because the mobility of their investments enables them to make large
profits without running major risks.

Thematic inconsistencies can also be observed. The government argues that
structural issues are covered by the bill it has sent to Congress proposing several
amendments to the constitution (the “Emendio”). However, the bill contains no
mention of any measures to guarantee a permanent balance in the national
accounts. There are no proposals for fiscal or budgetary reform to provide solid
backing forthe constitutional amendments under discussion. There is noreference
to such urgent problems as the need to restructure the rules under which tax
revenues are appropriated by the three tiers of government, to reorganize the links
between the National Treasury and the monetary authorities, and to reform the

" social security system.

There is also an instrumental inconsistency. The government does not make
harmonious use of its economic policy instruments. The Executive concentrates
so hard on managing cash flow and controlling real interest rates that it fails to
notice that favorable expectations are formed in light of structural changes. The
effectiveness of economic policy has been jeapardized by delays inreprograinming
the fiscal budgst and suggesting the replacement or even abolition of outdated tax
and monetary policy instruments (Finsocial, PIS/PASEP, IOF tax on financial
operations, TR, Fundio).

Nevertheless, it must be said that significant managerial improvements have
recently occurred. After Marcilio Marques Moreira replaced Zélia Cardoso de
Melo as finance minister in May 1991, the government at last began practising the
liberalism it had been preaching for so long. It may be legitimate to ask,
nonetheless, whetheritis enoughto state intentions cleary and show determination
in following the logic of a market economy, in a situation where the general levei
of prices must be stabilized at a politically viable cost.

The ten months since Marcilio took office can be divided into two phases.
The first lasted until September 1991 and was characterized by a gradual
elimination of price controls and decline in real interest rates. Although most
economic actors accepted at face value his promise that there would be no more
surprise packages, the financial market nonetheless signaled its lack of confidence
in the local currency. With the first indications that the economic team was slow
to get moving and inflation was again out of control, the black market dollar
jumped from Cr$ 800 to Cr$ 1,400 overnight. The drain on international reserves
was stopped by the firm determination shown by the monetary authorities, who
refused to intervene in the foreign exchange market and manipulate the exchange
rate. Exporters’s liquidations of exchange contracts returned to normal and the
black market dollar premium evaporated.

The outstanding feature of the second phase was confusion over the budget.
Owing to lack of foresight and the absence of convincing achievements in the
structural sphere, the government found itself at loggerheads with Congress over
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ratification of the federal budget and an emergency tax reform bill. Without the
aproval of the two measures there could be no agreement with the IMF. As the 1991
parliamentary calendar breathed its last gasp, the Executive “magnanimously”
held out to the opposition the irresistible carrot of a multiyear extension of the
maturity of state and municipal debts in exchange for enactment of the two
measures.

In January 1992 it was the Judiciary’s turn to collide with the Executive. A
number of lower courts having ruled that social security benefits and pensions be
fully adjusted for inflation, the president convened an extraordinary session of
Congress to pass a bill that raised the rate of employee taxes and contributions. The
bill was at once thrown out and the federal court of audit (Tribunal de Contas) was
consulted asto whether the extra funds could be found without any new taxes. After
a fierce statistical divergence about the real degreee of structural imbalance in the
social security system, it finally became evident that no governmental body can
accurately say what state that system is in.

At this point a comparison with the Argentinian approach to stabiliz-‘ion
may be useful. The Menem administration is now conducting its third attempt at
stabilization. The first was the Bunge y Born plan, starting when Menem took
office and lasting until Jecember 1989. It was interventionist and short-term in
nature, contrasting with the government’s announcement of liberal intentions,
particularly for the financial market (dollar deposits and a free exchange market).
Interest rates were capped and no deep-seated changes in public finances were
proposed. The contradictory, meandering style of management soon led to a
foreing exchange crisis.

From January 1990 to April 1991, the Erman Plan was in force (in versions
I, Il and III). The Executive branch of the federal government ran the economy in
line with market principles: it rescheduled the internal and external public debits,
sent bills to Congress proposing a new tax structure, consolidated changes in the
financial market, cut import duties and stepped up the pace of privatization. This
eliminated the risk of hyperinflation but was not enough to kill the expectation that
inflation would remain high for some tin.c. Inflation indeed continued torun at a
high 1ate, uncertainty persisted, and the recession proceeded. Anxiety abcut an
imminent loss of speculative capital and the political instability caused by the
steady drop in the level of activity led to resignation of the finance minister.

The Cavallo Plan, introduced in April 1991, pursued the same economic
policy in overall terms but with one key new feature: a fixed rule for conversion
of the Argentinian currency into US dollars. Monthly inflation, as measured by
indices for exportable goods, has been close to zero since then and nominal interest
rates paid by banks have stabilized at around 12% per annum. The main factor
enabling Cavallo to topple inflation almost at once (from 5%-25% per month), in
addition to his personal prestige, was the competence shown by his team.
Expectations adjusted in an unprecedentedly short period possibly a few weeks -
to focus on the nominal goals set by the government.
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Upuntil the agreement with the IMF (February 1992), the Brazilian approach
to stabilization was similar to the Erman phase in Argentina. It centered on all-out
liberalism without any admixture of realism regarding managerial issues, i. e. the
need for the government to state explicitly the nominal variables to which it was
committed and to take an activeroleinimplementing long-term structural reforms.
There was only a shaky political constituency in support of using recession as the
main weapon, and even this support soon-dwindled, as shown in the dollar crisis
of September 1991 and the failure to pass higher taxes for social security in January
1992.

The February cabinet reshuffle, based on a explicit political alliance,
signaled a strategy designed to neutralize reactions against the gradualistic
approach to stabilization. However, no matter how far the government succeeds
in obtaining political support and making up for past management errors, it is
unlikely to be able to consolidate the downward inflationary trend without putting
forward a clear and consistent plan-of structural reform.,

S. THE LIBERALIZATION OF THE ECONOMY
5.1 Privatization?

The Brazilian privatization experience began timidly with the National
Debureaucratization Programme (July 1979), whose main goals were to strengthen
market forces, put a stop to the indiscriminate creation of state enterprises and
promote the conditions for transferring controls of SOEs to private enterprise. In
1981 (Decree 86215) and again in 1985 (Decree 91991), rules were set up for
issuing SOEs stocks to the public, selling-control to private-sector investors, and
even shutting some of them down. An Interministerial Privatization Council was
created. Some of these rules were changed in 1986 (Decree 93606), when the
Council’s decision-making powers were enhanced and the BNDES (National
Development Bank) was made the agency in charge of executing the programme.

In 1988 (Decree 95886), the liberalization nrocess was inten.sely reinforced,
partly because the federal public sector was already on the verge of insolvency. The
Interministeiial Privatization Council was abolished and a Federal Denationalization
Council put in its place, with representatives of the stock markt, BNDES, labour
and industry. The restrictions imposed under previous rulings with regard to

" participation by foreign capital in privatization were lifted.

Finally, law 8031 (December 1990) created the Programa Nacional de
Desestatizagio, still in force. A Privatization Steering Committee was set up with
11 members, four representing the public sector and seven from the private sector.
The BNDES remained in charge of implementation. Foreign investors were now
allowed to acquire up to 40% of voting shares and 100% of nonvoting shares.

4 This section draws heavily on Mello (1991).
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Between 1979 and March 1990, when Collor took office, the privatization
programme was confined to the devolution to private enterprise of companies that
had been nationalized because of financial difficulties. This involved transfer to
private ownership of 38 companies, which were sold both directly and by tender
or auction, bringing in some US$ 824 million to the government’s coffers.

From now on, the planisto sell SOEs thathave always been federally-owned.
The monopolies enshrined in the Constitution (oil, gas and ore extraction, and
shipping lines) will be respected. The programme as it now stands has three main
objectives: reduction of the public sector debt, reinforcement of market laws, and
further democratization of companies. Asof April 1991, privatization projects had
been approved for 25 SOEs in the steel, petrochemical and fertilizer industriesand
their sale was expected to raise US$ 12 billion. Payment can be made in the form
of chirographary credits, public debt bonds, transfer of tittle to Cruzados Novos
(old currency) held by the Central Bank, and other similar means.

The supply of credit (internal and external) for acquisition of these companies
is potentially high, given the excessive indebtedness of the public sector. Funds
deposited with the Central Bank (MYDFA), which are largely overdue external
public debt, totaling US$ 35 billion including both principal and interest, entitles
the holder to participate in the privatization process with a 25% discount on face
value - it is worth noting that on the secondary market these credits are traded with
a discount of 65%. The availability of funds for debt-equity swaps was reinforced
by seizure of financial market investrents during the 1st Collor Plan: the Central
Bank holds atotal of about US$ 17.5 billion equivalent in Cruzados iNovos deposits
(August 1991). Other public-sector debts which can be used for privatization
include debentures issued by Siderbrds (the steel holding company), land reform
bonds, and quotaholdings in the National Development Fund (FND). Interest
groupshave suceeded todelay privatization through Court decisions that questioned
the windfall gains attributed to holders of currently depreciated assets.

The sum total of these credits is sufficient for acquisition of all federally-
owned SOEs, estimated to be worth an aggregate US$ 60 billion. The governmeant
should not have too much trouble with demand for shares in the most efficient
companies, at least during this first stage. The Brazilian privatization experience
began with the line of least resistance - first of all, devolution of nationalized
companies to private ownership, and now the sale of the most profitable SOEs. The
situation will be quite different when the time comes to privatize utilities and
commercial SOEs with chronic deficits.

5.2 Deregulation

The “patrimonial” state in Brazil - in which the interests of the bureaucracy
interlock witis those of the private sector - has deep historical roots. Portuguese
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laws played a more positive role in political organization than in trade and the
private economy. The Ordenagdes (codification of existing laws) enacted by
Manuel I and Felipe Il of Portugal were fundamentally concerned with allocating
public office, including military rank, as well as the property and privileges of the
Church. Only after the architecture of administration had been erected did they
move on to specify civil, criminal and procedural law. Knowledge of the rights
inherent in sovereignty was not sought by studying the ancient customs of the
Portugeses kingdom but borrowed from Roman law. The Ordenagdes were
essentially a case of state intervention in the economy, business, shipping,
domestic, commercial transactions, pricing,exportembargos etc. (Faoro, 1957, P
64-65).

Strictly speaking, neither civil nor commercial law existed, but only
administrative law. Thus the discipline imposed on individuals was noteconomically
inspired but political in content. It did not serve the individual or commerce,
rational and calculable in business terms, but the patrimonial state. The logic of
laws and decisions was very distant from the impersonality and equality of values,
for it was subordinated to the arbitrary rule of the Prince. England, the home of
classical capitalism, did not need to consolidate its laws in order to enable its
economy to expand to plenitude; it dispensed with codes and with Roman law, for
it was driven onwards by the force of its economy, grounded in private property,
the context in which industrialization flourished. Thus, through centuries of
ancestral assimilation, Brazil became the heir to a long history which dates back
to the revolution of John of Aviz and the court of Manuel I (Faoro, 1957, p.66-69).

To cut costs and enhance the efficiency of the federal public administration,
in the very first few days after President Collor took office he announced a radical
change in ministerial structure. He reduced the number of ministries from 30 to
only 12, created secretariats, closed public bodies, eliminated posts in the topranks
of the administration, fired or laid off public employees, and sold government
buildings, flats and vehicles. An initial evaluation indicates that the results were
insignificaiit both financially and in terms of administrative reorganization not
least in view of the difficulty of reforming institutions while macroeconomic
instability continues to prevail. A great many of the mcasures announced were not
implemented, and as many again will have to be revised or even abandoned.

In addition to the usual economic, political and legal obstacles, the reforms
foundered because of insufficient preparation. No solution was found to the
dilemma whether to increase the productivity of the civil service or improve low
salaries. The Constitution guarantees job secutiry for civil servants, so that it is
indeed difficult for the government to cut the size of its work force. The haste with
which ministries were merged and autonomous authorities closed meant that the
same functions are now performed by “super-ministries” or “supersecretariats”
reporting directly to the presidency, and this has not led to significant savings or
gains in effectiveness.
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5.3 Liberatization®

In June 1990, the Executive announced its industrial and trade policy
(Portuguese acronym: PICE), reproducing with a few differences the provisions
of Decree-Law 2433 (May 1988) enacted by its predecessor, the Sarney
administration. Its objective is “fo enhance the efficiency of production and trade
of goods and services bymodernizing and restructuring industry” Its distinguishing
feature is full integration between industrial policy and trade policy. According
to the PICE, growth in imports will play a key role in fighting inflation because
it will stimulate investment and sharpen competitiveness. Among the strengths of
the PICE are the recognition that the effectiveness of industrial policy depends on
the overall macroeconomic environment.

The problems faced by countries that try to liberalize their economies
midway through a failed stabilization programme are well-known. When a
stabilization programme is implemented simultaneously with measurestoliberalize
trade, this tends to put excessive pressure on the import-substitution sector. The
changes inade to industrial and trade policy since 1988 were designed to alter the
development model that prevailed in the 1980s - a closed, uncompetitive,
inefficient model that helped undermine the economic and technological dynamism
of the decade.

A number of import restrictions were lifted, especially the tax on financial
operations (IOT), duties forrenovation of the merchant navy and portimprovements,
the obligation for companies to submit import schedules in advance, controls on
import licenses, the similarity test, and compulsory financing of imports. The
following measures made trade policy more open in 1990: (a) replacement of the
crawling-peg devaluation system with a market-oriented system of floating
exchange rates; (b) elimination of all special import schemes except drawback, the
Manaus Free Zone and international agreements; (¢) a phased-in reduction of all
tariffs by 1994, designed to achieve an avcrage tariff of 14.2% by then, withasmall
standard deviatioa (about 7.9%). On average, nominal tariff protection will have
dropped from 32.2% in 1990 10 14.2% in 1991. For sectors where Brazil has a
competitive advantage, and for products without a locally-produced equivalent,
a zerorate has been set; for sectors that will be afforded temporary protection, the
rate will be 20%.

The dynamism of the export sector derives above all from the behavior of
the exchange rate throughout the liberalization process. In general it is advisable
for liberalization to be preceded by a real devaluation so that adjustment by the
import-substitution sector and the export sector can attenuate the impact of sharper
foreign competition. In addition, macroeconomic stabilization should be guaranteed
before the liberalization process is fully implemented.

5 This section relies on Silber (1991); Braga (1990a) and Braga (1990b).
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The flexible exchange policy introduced in the second half of 1990 was
accompanied by the provisison of more credit to exporters. The lead time for
negotiating foreing exchange contracts in advance of an export operation was
increased, exporters were allowed to securitize bills of exchange and, faced with
the high domesticrates of interest, exporters easily obtained external lines of credit
to finance their activities.

However, a definitive recovery of exports is far from guaranteed. Where as
theaccumulated trade surplus in 1988 was US$ 19.1 billion, it dropped to US$ 16.1
billion in 1989, and to a mere US$ 11 billion in 1990. In actual fact, exports have
stayed flat at around US$ 33 billion per annunm for the last three years, while
imports have risen from US$ 14.6 billion to US$ 20.3 billion per annum. This weak
performance was made possible only by suspension of foreign debt service. From
now on it will be necessary to pay off the arrears and at the same time resume
current services.

Trade policy has consolidated approximation with neighbors through the
creation of regional blocs, in the hope that strategic partnerships can spread to other
countries in the continent. The latest agreement relating to regional integration is
the Southern Common Market (Mercosul), signed in 1986 by Brazil and Argentina,
andlater jvined by Uruguay and Paraguay. (Treaty of Assuncién 1990). Meanwhile,
concessions are being made to other trading partners in the framework of the GATT
round, with a view to eliminating disputes with developed nations. Examples are
the effort to introduce stricter laws on intellectual property rights, and the
commitment not to resort to Article 18b of the GATT, which permits the use of
import restriction measures.

“Integration” can be seen as a step on the road to a common market, whereby
independent states relinquish sovereignty in exchange for political participation
in a multilateral forum. The issue therefore has broader implications than the
immediate costs and benefits of trade liberalization and customs union. In addition
to the evident advantages to consumers in the short run, now that domestic market
protection has begun to be stripped away there will be qualitative gains from the
regional harmonization of economic policies. The main benefit will be a boost to
the dynamics of growth, and this more than compensates for potential disadvantages
of a regional agreement.

This kind of broad perspective inspired the Treaty of Rome (1957) as
Western Europe pulled iiself together after World War I1. The process began with
a free trade zone, progressing to a customs union, ard finally to the commom
market. By contrast, in Latin America the Treaty of Montevideo (1960), which set
up LAFTA (the Latin American Free Trade Association) - later renamed LAIA
(Latin American Integration Association, 1981) - has never been much more than
an expression of diplomatic intentions. Over the last three decades, the views that
have prevailed are quite different from those that represented the accession of
CEPAL’s ideas to ruling circles - while the Cold War lasted, they were the views
of the military governments and of the economists in public administration. Once
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the winds of democracy and liberalism had swept through the hemisphere, the
countries of Latin America decided to move closer to other nations by setting up
regional blocs with the aim of building strategic partnerships. The ambitious goal
of Mercosul is to create a commom market by 1995, as well as a regional
parliament.

Brazil’s complacency about the Mercosul effort contrasts strikingly with the
enthusiasm of its partners. It is easy to explain why Uruguay and Paraguay are so
keen on the initiative. Intraregional trade accounts for nearly 50% of their total
trade, compared with a much lower 15% in the case of Argentina, and a mere 5%
in that of Brazil. Moreover, both countries are small, so that the ups and downs of
domestic policies in their two big neighbors have swift and intense internal
repercussions. Argentina puts a great deal of trust in Mercosul because it has
already forged ahead with its own liberalization and stabilization process. The
political strenght of tradicional sectors, especially the farmers and the financial
community, helped the government to reduce average import tariffs to less than
10% (in Brazil they are still above 40%) and conduct a stringent fiscal, monetary
and foreing exchange adjustment. ’

Brazil is le.s- committed to Mercosul: as well as having its own specific
weight (in terms of a consumer market and industrial base) and a closed economy
(imports account for less than 5% of GDP) with high levels of protection for
industry, the government has not succeeded in controlling the chaotic
macroeconomic situation. It is a strategic error for Brazil to turn its back on the
countries of the Southern Cone simply because 80% of its trading partners lie north
of the Equator. Itis anerror, first of all, because the developed nations have already
begun integrating economically, and in some cases politically. Any concessions
from these blocs can only come now as aresuit of pressure by regional blocs. Thus,
it is easier for Latin America to stop the recent decline in its share of international
trade (from 8.5% to 3,5%) by resorting to the advantages of economic integration.
Indeed, the multilateral diplomacy of GAT| negotiation has proved incapable of
dealing with the key issues affecting the region, especially Brazil, such as farm
subsidies in the industrial countries.

The main advantage of integration, however, it that it forces countries to
harmonize stabilization policies in order to enter the commom market. Brazil is
lagging behind inthis regard, and it runs the risk of missing yet another opportunity
to diminish macroeconomic uncertainty. Differently from the other Mercosul
countries, Brazil’s government has not yet produced a reliable plan of action.
Harmonization of fiscal, monetary and foreign exchange policies requires uniform,
stable rules of the game. Thus, before it concentrates on setting an agenda for the
establishment of free movements of people, services and merchandise, acommom
external tariff, standardized capital markets and homogenecus public services, the
government must bring inflation down to tolerable levels. Not only is Brazil at the
back of the queue but it offers no short-term prospect of normality whatsoever.
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6. WHAT REMAINS TO BE DONE

The federal government has not yet implemented a permanent fiscal
adjustment. The measures taken in 1990 and 1991 to achieve a balanced budget
were based on an increase in taxes and duties, making the tax system more
regressive, inefficient and complex than it already was. They also excessively
capped outlays for running costs and investment through cuts, restrictions and
levies of doubtful legality and no legitimacy at all.

The way the federal Constitution determines how tax revenues are to be
shared out is notcompatible with the effort to modernize the structure of the budget.
The burden of the obligations inherited from previous administrations, and the
economic and social heterogeneousness of regions and classes, make it impossible
to transfer most of the expenditures currently attached to the federal government
tostates and municipalities. Since the Constitution stripped the federal government
of most of its traditional sources of revenue the Executive will have to continue
resorting to new cumulative taxes not shared with subnational governments in
order to guarantee a precariously balanced cash flow.

Very little has been done to pass legislation to minimize above distortions
or to provide ordinary laws for the sections of the Constitution on public finance
and the financial system. The current budgetary process involves groping in the
dark for ways of adapting provisions in the new Constitution to the laws and
traditions in force before 1988. But the contradictions resulting from this process,
aside from the normative vaccum, are very great. Provisions such as the 12% cap
onreal interest rates, aboliton of the National Monetary Council, the procedure for
enacting budgetary laws, the ban on fiscal advances by the Central Bank and
parliamentary intervention in the administration of public debt are only some of
the most conspicuons examples of items that require urgent review and
implementation.

6.1 The Issue of Governability

Would it be true to predict that a political or social crisis will be the outcome
of the growing insolvency of the federal government, and hence its increasing
inability to provide services and guarantee republican institutions? Such an
outcome is unlikely, the economic stagnation of the 1980s caused only gradual
impoverishmet; the slow, steady decline in the standard of living in Brazil is not
perceptible in a single generation. The impoverishment of the middle class, above
all, has not had an intense impact on the majority. Moreover, freedom of expression
and free speech are now complete, so that tension is more easily channeled. There
isnocensorship, norare there radical groups (in thought oraction) with any popular
appeal:

However, if the government is to recover the nation’s confidence, the legal
and institutional framework must be modernized. Ambitious stabilization plans
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havebeen implemented but they have flouted a great many legal norms in the name
of the “collective interest”. The resurgence of inflation after so many doses of
shock therapy obliges us to question the efficacy of these measures. It is therefore
necessary to examine not only the legality but the legitimacy of economic
packages.

Inflation, when high and chronic, is an illegal source of funds for the federal
administration. Its illegality derives from the fact that there are no provisions in
law for “inflatin tax”. Moreover, this tax runs counter to the customary principles
of taxation: equal rights to persons in equal positions, and neutral allocation of
resources. On the other hand, stabilization packages based on shock treatment
weaken the institutions of government by entailing vast and frequent changes to
the rules in force. Provisional Measures, decrees and directives not only are often
mutually conflicting, but seem to be designed to correct administrative errors or
serve the interests of the federal Executive rather than to modernize institutions.
When a state of anomie (lawlessness) becomes generalized, it raises the issue of
the legitimacy of governments. The latter are often both “strong” and “weak” at
the same time. They are strong when they legislate against the law, but they are
weak when forced to resort to “inflation tax” to cover their costs.

Thus itis relevant to examine the concept of representation inlight of the idea
of a “social contract”. The issue of governability can most usefully be discussed
in such a context. Due importance must be afforded to the difficulty of applying
the principle of majority rule to a socially and economically heterogeneous
population that during most of its history has been suhmitted to oligarchic,
populist, military or monarchical rule. It must be acknowledged that the rule of law
and the legitimacy of government are frequently violated under the presidential
system of representation, where the government can make as many mistakes as it
likes for a predetermined period.

Bearing in mind the specific characteristics of the presidential system, the
historical experience of Brazil and the heterogeneousness of its population, it
would seem that effective government will be achieved only through a system of
representation whereby the government consists as it were of a permanent
assembly, as in the parliamentary system. In this kind of system, a succession of
attempts to stabiiize the economy and reform institutions would serve, as in a
process of trial and error, to set up a stable Cabinet. Under parliamentary rule,
government instability is neither frightening nor a threat to institutions - on the
contrary, the principle that the government is secure for an indeterminate period
makes for stronger institutions.
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SINOPSE

Este artigo argumenta que o dltimo plano de estabilizagdo implantado com sucesso no Brasil coincidiu com
as reformas institucionais realizadas em 1964/65, na administragao de Castelo Branco. Essas mudangas promoveram
uma década de crescimento econdmico acelerado, que terminou abruptamente. Erros de decisdes politicas em 1979/
80, e durante a adminsitra¢do Sarney contribuirampara a estagflacdo dos anos oitenta. Desequilibrios macroestruturais
geraram erosio dareceita piblicae aumento dos atrasados da divida externa, comprometendo a eficdcia das politicas
monetarias ¢ fiscais. Tentativas de estabilizar o nivel de precos e de realizar mudangas institucionais durante o
Governo Coltor falharam em virtude da adog@o de politicas incoerentes e da auséncia de um plano de desenvolvi-
mento coerente. Nao sendo acompanhados por medidas permanentes de ajuste fiscal e reformas estruturais
importantes, os avangos observados nos programas de liberalizagdo, privatizagao e desregulamentagio podem ser
abortados e conduzir a uma dispendiosa desindustrializagio do Pais.
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