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Disequilibyrium Systems, Industrialization,
e o Pl . . . L
and Inflation: The Brazilian Case™

I.  Introduction:

In the postwar period, the developing countries have generally adopted
disequilibrium exchanpge systems as the best means of dealing with balance

: 1 .
of payments pressures, Contrary to the advice and leverage exerted by the
o . y . 2, . )

International Ionetary TFund and the Western Lstablishment,” import restric~
tions, exchange control, etc., have not only persisted, they have multiplied,
Two general factors help explain this preference for disequilibrium systems:
first, it is widely believed that devaluation will accelerate strongly the
rate of inflation, The fear of inflation per se, and the negative implication
of inflation for balance of payments relief, make devaluation an unpopular
as well as possibly ineffective remedy. Second, developing countries typically
view exchange control as one of the few Yeffective" instruments vhich is
available for influencing development, In contrast, the I,M,F. stresses that

such instruments cause distortions in the economy and are usually ineffective

. in bringing about a forced equilibrium in the balance of payments.3 Thus,

o
"

Support for this and other research on the Brazilian economy came from Van-
derbilt, Rice, and Yale Universities over the past three years, Thanks are
also extended to Gharles Frank and Stephen Resnick of Yale University for
helpful comments. ' ’

1In the year 1963, ninety-one countries had restrictions of various
types~~thirty-five had quantitative restrictions on imports, ten had multiple
exchange rates, and forty-six had restrictions of other types, By 1965,
seventy-five countries were still using Article 14, Section 2 in the I,M.F.
Charter. Source: International Monetary Fund Annual Report on Exchange
Restrictions, various dates,

2 . .
The UWestern Establishment refers to the governmwents, economists, and
other organizations in the developed countries,
[a]

“CE. 1.M.F. Staff Papers, various issues, and I.M,F,, The Fund and Bank
Review: Tinance and Development, in addition to the Charter, 5




according to the I,M.F,, even though inflationary, devaluation is to be
preferred to multiple exchange rates, quantitative controls, and other restric-
tions except during a short-run transition period,

The present article suggests that devaluation may be non-inflationary

under conditions prevailing in numerous developing countries. A disequilibriun

system, on the other hand, may be either "appropriate! or "inappropriate, "
Clearly, there is not just one disequilibrium system, It is true that one
typically "inappropriate' system~-overvalued exchange rates and non-price ra-
. . . . 4 . . ,
tioning--has predominated in the postwar period, This concession, however, is

not tantamount. to the recommendation that all developing countries should seek

devaluation as a means for adopting and maintaining a system with a unitary

exchange rate, tariffs, and a completely free market,

In what follows, the case of Brazil is used to illustrate some of the
conditions under which conventional notions ma& be in error, Brazil has ex-
perimented with widely differihg forms of exchange control which have incor-

porated both price and non-price adjustment mechanisms. Between 1947 and 1953

~overvaluation and non-price import rationing werc the mainstays of the dis-

equilibrium system, while between 1953 and 1961 fluctuating; multiple exchange:
rates were central. Not only did the two disequilibrium systems have vastly
differing effects on the economy, but the lafgc-scale devaluation involved in
the transition fronm non-price rationing to price rationing of imports had a
very unéxepcted impact on doﬁestic prices, In the next section ecach of the

systems is described briefly., Secction III attempts to provide an explanation

4This has been demonstrated in numerous studies of individual countries
too numerous to quote, One discriptive study of recent vintage is: I.S.
Iriedman, Foreipn Exchange Control and the Evolution of the International
Payments System (Washington, D.C., mimeo, 1958), o
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of two seemingly paradoﬁical facts: 1) that tﬁe sizeable devaluation in

Brazil was deflationary; and 2) that the fluctuating, multiple exchange~rate
systen induced more rapid GNP growth while holding the balance of payments in
(forced) equilibrium, The final section discusses the choice between an I, M. 77, ~

type system and appropriate disequilibrium systems,

IL.. Background and Description:

Tl

Shortly after the Second Uorld Tlar Brazil established a fixed, unitary

exchange rate with few controls. But an overvalued exchange rate caused in-'

creasing balance of payments deficits and forced the govermment to choose be-

tween a sizeable devaluation and some combination of import and exchange restric-

tions, Tear of inflation and a siiepticism that devgluation would inmprove the
purchaéing power of exports led to the choice of exchange control, Although
these controls were at first mild, they became more extensive as imports con-
tinued ?o inecrease rclativé to the capacity to import,

The system‘of import licensinhg and rationing wﬁich supported the exchange
rate overvaluation was clearly "inappropriate.™ In a prévious article it was
shown that the large and increasing gap between the official exchange rate
and the scarcity value of foreign exchange led to widespread short~-circuiting
vhich reduced allocative efficiency, equity in the distribution of foreign

_ .
exchange, and balance of payments control.” In short, exchange licenses
were allocated via briﬁes and personal favoritism to importers whb then sold

the imported goods at their scarcity value. As a consequence, low priority

lwxury imports, chiefly consumer durables, which were more profitable than

5

See D, Huddle, "Furtado on LExchange Contrel and LEconomic Development:
An Lvaluation and Reinterpretation of the Brazilian Case, " Lcononic Develop-

~ment and Cultural Change, April, 1967,-




impo%ts of equipment and intermediate products, became a high proportion
of total imports.6 Within sceveral years these illegal means of dispensing
imports became so widespread that the authorities lost control of the licensing
system andﬂlarge-short~term.debts accurlated fapidly. With an‘externél
crisis at hand, the wealiness of the control system was éelf"evident by 1953
and the government began to seaxch for radically new means of meciing its
objéctives,

After some experimentation, the Aranha Plan was adoptéd in QOctobex 1953.7-
Its basic features were fluctuating, multiple arichange rates for more than
half of total imports; a freé marlet for capital and invisibles; and adjustabie
"nultiple kport rates which distinguished between prime and non-prime exports,
In effect; the new system constituted a largéfscale'devaluation, and discrim-
inatory taxes and subsidies for imports and exports, which constantly depre-

ciated-appreciated according to the supply and demand for foreign exchange,

The official exchange rate remained.unchanged'at cr, $18.5 per U.S.
dollar, But no traﬁsactions tool place at this rate, Differential exchange
bonuses were added to the official rate for exports, and the weighted average
of the official plus bonus rates for exports constituted the "cost of exchange"
rate, This rate applied to all imports of the government, certain. petroleum
and machinery products, remittances of interest and earninﬁ on'foreign capital,

and loans registered with the Superintendency of Money and Credit. (the SUMOC)

6ConSumer durables, as well as other consumables, were a high pPropor-
tion of high absolute imports during the period, Cf, ibid,, Tables IV, V.
7 e . e ;
) Officially instruction no. 70 of SUMOC as ratified by laws 2145 and
2410 of December 1953 and January 1955, - '
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All other imports were sold at auction in compelitive markets, TForeign

exchange was sold at auction in five basic categories each of which was
gréded according to the supposed essentiality of the import to the donestic
economy. Category I was "highly essential,’ category II was less essential,
etc., to category V vhich was comprised of luxuries amnd imports similaxr to
goods producible domestically. The rate structure for imports, exports, and
other transactions is shown in Table I. Selected major imports are noted in
Table II, With few exceptions these categories closely paraileled those
established, but not implemented under the earlier direct -rationing system.
The apparently complex multiple-rate system was greatly simplified by
the operation of mafket forcés.9 Administrative discretion was limted to the
choice of imports for each particular éategory. Within each catesory the com-
position of imports was determined by the competitive bidding of importers
in the auctions. Although the authorities moved imports from one category
to another over time so asvto adjust the impoxt structure to the changing
requirements of the economy, there was oﬁ the whole a great deal of stability
in the system,10
The objectives sought through the {luctuating, multiple-rate system wvere

numerous., One important objective was to provide a smooth flow of import-

8Foreign exchange was auctioned in the stocl exchanges of cach major city
once a week at a specified time. Stock brokers acted as auctioneers foxr a
small commission and were not themselves allowed to purchase exchange. Other
brolers acted as agents for importers in the bidding and they also received a
small commission for this service. Importers were not permitted to bid but
could be present to observe the bidding.

9 . . . . 1 .
Tndividual currencics were auctioned separately, but this complication
is ignored for the puwrpose of the present paper.

The catepory changes were enumerated in numerous SUMOC instructions,
Usually the changes were minor.
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TABLE I

THE TOTAL RATE STRUCTURE AND RELATIONSHIPS BETWEEN
' AUCTION RATES: OCTOBER 1953

(Weighted Averages, all currencies, to nearcst 1/100
. Cruzeiro per U.S. dollar)

Type of ' . Government Government ~ % Spread 'Category
Category " Buying Rate Selling Rate =~ from ~ Allocation
: S , ' S Weighted: e
, , Average " Total
(1) (2) (3 _ (4) ' (5)
0fficial S 18,3 187 o —
Coffee . 232 © =56.9
Other Exports 28.2 , : hE ~=29.1
"Cost of ; L
Exchange" I 25.0 ' » ' ‘ -45.6
Category I - ’ 31.1 ~17.0 T L0Y
Category II N - o 35.3 - 3.1 30%
Citegory IIT -~ 36.7 - .8 ©20%
Category IV VS S b 8%
Free Market L4630 46.3 ’ 27.2

Category V.. =~ - _ 55.5 . 52.5 2%

Source: Computed from data of Superintendencia ¢z Moeda o Credito, Rio de
Janeiro. ‘ '
Note that auction rates in the table equal zuction SYemla plus the
official rate. -
TN TR - T T s .
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Supmmary of Principal Commodities Mentioned in Instruction 70 .

Categoxy L

Category iI

Category ILI

-

Categoxy IV

Categofy v

Source:

Petroleum products with the exception of ordinary gasoline.

Coal ' ' :

Barbed wire

Tertilizers

Insecticides ,

Some drugs, chemicals, and pharmaceutical proaucts

Azricultural machinery

Machinery for mining and tanning industries

Airplane engines

Equipment. for oil well drilling, oil production anc
refining and mining of coal and ores.

Turbines and hydraulic generator

Other

Ordinary gasoline

Scyap metal and metal ingots

Mineral ores _

Some drugs, chemicals and pharmaceutical products

Spare parts for road-building machinery, and railrcad roliing
stock.

Many raw materials.

Other

Railroad rolling stock

Wool g

Industrial vehicles

Textile machinery

Adrcraft :

Internal combustion and diesel engines

Some drugs and chemicals

Machinery for the industries of textiles, shoes, paper, {iass
cubber, as well as for road building

Paper other -than newsprint '

Other ' :

Machinery for the industrie

sugar, xnitted 50048 '
Some drugs and chewmica
Other

Nylon yarn -for stocking indus
s

-

S

All other commodities mnot included in the other catagories

Instruction 70, Superintendencia de Moeda e Crédito, Rio
de Janeiro, Brazil ' . =
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inputJ of capital and intermediate products for domestic producers, Long
delays and red tape were typical in the previous licensing system, and these
had hindered normal production. Aﬁctionq'greatly reduced both delays and

red tapc, A second objective was to force equilibrium in the balance of pay;
ments bj auctioning to importers only currently carned foreign exchange; any
change in supply and demand funcfions would be accomodated by automatic ex-
change-rate adjustments, ILicensing was used only to insure that imvorts were
matched Vith the category in which exchange was purchased, Third, in conjunc-
tion with the ”law of similaxs," the nultiple categories were designed to
offer protection-subsidies to chosen infant industries.ll‘ Domestic producers

<

.could petition the Council of SUMOC to transfer competing imports to lower
.12 . e ,

categories, Added protection was typically granted if the producer convinced

the SUMOC that he could satisfy domestic demand at a fairly competitive price,

In addition, favored domestitc producers were able to import inputs in the more

essential categories. Essentiality depended partly also upon presumed effects

of category classification of a product upon the domestic cost of living, Faced.

with the continuing inflationary pressures, the government attempted to hold
down the cost of wage goods, A fourth major objective was to generate revenue

for the government which could be used to promote developméent,

The "law of similars® referred to all types of measures to protect
domestically produced similars to imports. A typical example was the re-
. classification of penicillin imports from category II to V. Uhen the I1.MF,
expressed displeasure with this change, the Brazilians showed that domestic

11

firms were supplying the home marlet at a "competitive price.," Source:
Unpublished material fiom the SUMOC (Rio de Janciro, Brazil),
12

"The Council of SUHOC judged all requrests for category changes, 1t
vas comprised of officials of the Bank of Brazil, the SUHOC, and outside
appointees of the president, ’ '




l

‘hese majof ébjectiﬁes were by no means always consistent with one
another, For instance, subsidizing infant industry inputs and cost of living
imports produced less revenue for the go§ernment, and sometimes conflicted
with c¢reation of new infant industries. These and other inconsistancies were
resolved pragmatically, However, for the most part, the authorities were able

~

. ; 13
to reconcile these problems reasonably well, ™

IIT, The Impact of the New Exchange Systen:
An evaluation of the auction system must take into account the unfavorable
conditions under which it operated. First, exchange reserves and gold had

: 14
been exhausted,

lHoreover, the large commercial arrcars and foreign debt
: , , 15 - .
were predominantly short term; there was, therefore, scant leeway for ex-
ceeding current exchange earnings., Secondly, the previously rising commodity
' e e e rees 16
terms of trade took a sudden turn for the worse in latc 1954, Third, the
rate of inflation began to accelerate prior to the reform, and placed addi-
tional pressures on the exchange systen (see Table III).
Despite these disadvantages the GNP growth rate (in real terms per
capita corrected for terms of trade changes) averaged 3,2 per cent yearly post-

reform as compared to only 1 per cent pre-reforn (1947-1953), lanufacturing

industry-~the leading sector--averaged 9 per cent product increase yearly in

L) - ' -
1“)See D. Huddle "Multiple Policy Objectives and Exchange Auctions®
(mimeographed working paper), October, 1966,

14 . :
“7Gold and foreicn exchange reserves fell from U.S, $760 million in
January 1946 to only about U.S, $100 million by January 1945. Source:
Boletim SUMOC (Rio de Janeiro), various issues,
LSTotal arrears and debts reached over U.S. $1 billion by 1953, Ibid,
'16They fell from an index of 100 in 1954 to -89 by 1955, and then to 47
by 1957, 1bid. : '
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realjterms between 1953 and ]_961.17 Moreover, domestic prices were stabilized
between 1954 and 1959 while a rough equilibrium was forced in the external
sector,

A, ELffects of the Exchange Reform on Domestic Prices

One of the primary reasons for maintaininc the previous disequilibriunm
system was that devaluation was'expected to greatly accelerate the already

.. e 18 A s .
high rate of domestic inflation, ~ 7Tt is indecd true that a devaluation which

increa;es the domestic prices of importables and exportables relative to other
prices in the cconomy is certain to raise a price index that includes importables
and exportables as well as non-traded goods, In fact, this is the fundamental
mechanisn ﬁbich initiates the first positive cffect of devaluation., Arnold
Harbergexr has shown that a devaluation in Latin Amefican countries can usually
be expected to result in price inflation of approximately one-half the percent-

age of the devaluation in the short run, even though the wage rate does not

. 19 » . . .
increase, loreover, Harberger demonstrates that countries anticipating
a large-scale devaluation cannot depend upon fiscal and monctary policy to
negate a devaluation's price impact without causing a serious lapse in the
. 20
rate of econonmic growth,
Since Harberger's estimate of devaluation~induced inflation was pur-

posely conservative and since lapses in srowth have been typical rather than

- .

7 o - . .
Source: calculated from data of Fundacao Getulio Vargas, Rio de
Janeiro, Brazil, : ’

180f. Carteira de Lxportacao L Importacao, Bank of Brazil (Rio de

Janeiro, Brazil, 1953) for a statement on why Brazil did not want to de- '
valuate the cruzeiro, ' .

9”Some Notes on Inflation' in Bacr and Kerstenetsky (eds.,), Inflation
and Growth in Latin America (Irwin Co., Homewood, Tllinois, 1964), pp. 319-352,

pp. 3438-349..

OIbid

*)
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unusual in instances where standard stabilization policies have been applied,

it would appear that inflationary devaluations will have to be lived with in
: 21 . . e . .

the future. Fortunately, however, this conclusion may not hold in cases

where depreciation is undertaken from a position of both overvalued currencies

N
o~

and non-price import rationing for the following weason:™ " if a fixed over-

valued exchance rate is maintained by non-price rationing (import licensing),

2

the brice of imports to final users will tend to rise because buyers of the

underpriced import licenses will find it profitable to resell imports at their
scarcity value rather than at the official price plus some normal maxi-up, Only i
if the government is able to fix the prices of all final imported consumption
goods and all domestically pfoduced goods with an import content will the in-
flationary impact of a rising scarcity value of forecign exchange be avoidable,

P

But govermments clearly lacl: the means of inplementing a comprehensive sel of
PL o P

price controls, Hence, although some importers might be partially constrained

3

from charging full scarcity value, the tendency would be in this direction_2

A similar process occurred in Brazii. The 1ar3e-scale devalﬁation was
expected to accelerate the rate of inflation, but after the export cxchangé
rate depreciated instantaneously by almost 40 per cent and the weighted

average import rate by over 100 per cent within a few months, there was no

2 - . . .
d., pp. 330-335 for corments on earlici stabilization

efforts in Chile, Also sce Carlos Diaz Alejandro, Exchanpe Rate Devaluation
in a Semi-Industrialized Country (MIT Press, Cambridge, Massachusetts, 1965)
for a summary of the stabilization effort in Argentina. Brazil's experience
has been similar since 1964, The econony has becn operating at a low capacity
and low growth rate during the stabilization cfforts

1Cf. Harxberger, ibid

2 f . s
Harberger, ibid., pp. 349-351, mentions the same possibility,

3 .

They may, for example, charge old customers a lower price. Also, the
government can successfully hold down the price of some more casily homogenous
and identifiable goods, Sec note 33, '

EN
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appardnt inflationary impact, Although domestic prices increased in 1954
relative to 1953 (sec Téble III) the difference was negligible and méy be
explained by the following.factors: 1) an increased budget deficit of the
Federal governmenﬁ; 2) increased lending by the ﬁank of Brazil to the states;

3) transfers to the coffee sector after the collapse of the market in September

19545 and 4) the sizeable increase in the mininmum wage prior to the reform

(see Table IIr). Government deficits were partly supported by the printing
of money~-the money supply increased by over 20 per cent in 1954, However,
both theée deficits and the money supply would have increased by far more--
approximatelj 60 rather than 20 per cent~-if government revenues from buying
and selling foreign exchange had not risen so dramat:'Lcally.21‘L In any event,
the primary-sources of inflation in.1954 were cpmpletély unrelated to the de~
valuation per se, and should have accelerated the rate of price increase far
above what was observed,25 Thus, it would appear that the devaiuation and tran-
sition from‘ovérvaiued rates and non-price‘rationing'to multiple, fluctuating
rates were, on balancé, deflationary. |

That the devaluation-exchange reform was deflationary is explained
partly by the behavior of importers during the pre~devaluation years, Rather

than charging the official rate overvalued plus some normal marlup, they

Government purchases of coffee stocks totaled about $10 billion
cruzeiros; stabilization loans to state governments were about $6 billion;
and the budget deficit was about $4 billion, Source: Boletim SUMOC
(Rio de Janeiro),

Government deficits had been typically financed primarily by emission
of money previous to auctions, But after the October 1953 reform, money
emissions financed only about 25 per cent of the deficits whercas the differ-~
ence in the government buying and sellins rate of "exchange finahced from 46
pexr cent (in 1956) to 90 per cent (including tariffs in 1960) of the deficit,
Source: Ibid, ' : '

e A T S T S e S LT
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| ) . ' . :

charged approsimately thée scarcity value of the import, In Brazil, any
tendency to charge much less than the scarcity value was offset by widespread
‘s g . - fe s 26 ,
illegal selling of exchange licenses by minor efficials, Importers had to
pay a "bonus" to minor bureaucrats which itself varied with the ‘scarcity of

, s 27 .. ’ . -

import licenses, The new system removed these illegal opportunities by
shifting the sale of foreign exchange to an open, competitive mariket, Once

on the market, the price of foreign exchange depreciated sharply and resulted
in a de factc transfer of the windfall subsidies of formerly favored importers
“and bureaucrats to the government, The latter then transferred a part of this
revenue to exporters--via the 40 per cent depreciation of the export exchange
rate--and to importers of "so-called' essential commodities--cither via prefexr~
ential treatment in the auctions of total cuclusion from the auctions, TWhat

is worth noting here is that auctions creatly hindered any further attempts
(2]

. ) . . - : 28
by minor bureaucrats to ensace in illeral profitable sales of exchange.
WO (W] 1 O

-2

Nor could importers (already charging scarcity value to their customers) pre-

sumably gain by increasing their mark-up on imports post-devaluation, By re-

. . . e : . 4 29
moving these leal:ages auctions greatly reduced "unintended! subsidies,
& (&) O ]

6This point and the evidence are discussed in D. Huddle, op. cit,
27Ibid‘
28, . . " . . ,

Since the distribution of exchange amons the various categories was
set by the Council of SUMOC-~presumably a group immune to bribery~--and was
openly known by all importers, malfeasance was kept to a minimunm,

29 . s , . .
Although the scarcity values of individual inports changed quite sig-

nificantly after the devaluation, this was nuch less the case for impoxts

in toto. TFor example, while the scarcity value of consumer's luxuries no
doubt increased, that of essential imports of raw materials and capital goods
diminished, parri passu, with lesser and Sreater quantities of euchange, res-
pectively, channeled to each class of Jmpouts, A5 a consequence, domestically
produced goods vhich had heavy import-inputs did not rige greatly in price in

(continued on following page)




The devaluation-exchange reform systematically redistributed subsidies
derived from the exchange syster, Windfalls were transierred from bureaucrats
and favored importers to the government, importers of "essentials," and ex-

porters. Pecause the latter groups had hisher propensities to save and in-

vest out of these funds (lower propensities to consume) than the former groups,

2
. s . - ) 30
the multiple auction system wds deflationary,

Government revenuc from ex-
change operations, for instance, was tied by law to uses which had a relatively
high investment content--social overhead capital and loans to agriculture.

Largely as a conscquence of the added revenue, the government's investment

coefficient increased substantially in 1954 and remained high thereafter rela- |

tive to pre-1954 years (see Table III). In contrast, the saving-investment

. . . .. Y o . 31
coefficient of previous recipients of subsidies was probably very low, Thus

(continued from preceding page)

price in most inStanccs, and in seme cascs actually fell, CfT, Conjuctura
LEconomica Fundacao Getulio Varcas (Rio de Janeiro), various issues for indivi-
dual commodity import price indices for the years 1953-1963, See D, Huddle,
op. cit., p. 22, Table VII, for an estimate of bribes and windfall profits ) w
between 1943 and 1953, '

2
JOE. Sohlmen, Flexible Exchange Rates, University of Chicago Press ‘
(Chicago, 1961), argues that the price level may fall after devaluation and
the removal of quantitative restrictions, because production according to
comparative advantages will ameliorate price rises. This is true assuming
that devaluation to a new level of prices will reflect the true, dynamic com-
parative advantages better than did the overvalued rates. This problem is
analyzed in a following section, :

1The. evidence on this proposition is cited in: D, Huddle, op. cit,

Although net reccipts from auctions were used also for purchases of excess
supplies of coffee from domestic producers, revenues after these purchases
were sizeable except in 1955 and 1959, The remainder of the revenue went al=
most exclusively to investment, Moreover, it can be argued that coffee pro-
ducers were discriminated against becausc they had a less favorable export
xchange rate than other exporters, The revenues returned to them by purchase
of excess production merely provided a partial offset to this discrimination,
However, the purchase of excess stoclks had the unfortunate effect of encouraging
production in the more fertile new areas while just maintaining uneconomic '
producers in Sao Paulo, '




.exchange rate and essential druge and pharmaceuticals at the category I rate

aside from the more "equitable" distribution of imports and inconmes after

the reform, the devaluation had powerful and desirable re-allocation effects

which raised the investment coefficient and helped stabilize domestic prices,32

A final, though perhaps less impértant, reason why the devaluation
tended to be deflationary was that non-luxury consumption imports which con-
stituted general cost-of-living goods were treated very favorably in the
mulﬁiple-rate structure, For instance, wheat was imported at the cost-of~

33

At the same time, domestic production of many cost-of~living commodities was
encouraged by import-input subsidies in the auctions, Fertilizers, insecti-

cides, and agricultural machinery were included in category I at first, and

34

later shifted to an even more favorable special auction category, In addi-

tion, workers had less incentive to demand wage increascs immediately after the
35 '
reforn, Thus, the cupected rise in the cost~of~-living price index was

|

ameliorated both directly and indirectly,

32The reform unquestionably led to a more equitable distribution of im~-
ports, In fact, the reform was necessitated to a great extent just in order
to quell domestic discontent regarding the old system. Reaction of the
public and importers to the new system was csenerally very favorable. 0Of
course, those who lost windfalls were in no position to complain since they
could have been prosecuted for their previous illegal activities,

Domestic price controls on these products were evidently fairly
effective and prevented scarcity-value windfalls to direct importers. C£.
Mario Henrique Simonsen Qs Controles de Precos na Economia Brasileira,
Consultec (Rio de Janeiro, 1961),

=

& . . . . . Lo
Surveillance was evidently fairly eifective here also in controlling
the end use of the import, Ibid,

35Note that the minimum wage had not been raised for almost a decade prior
to the sizeable increase granted in 1953, Nevertheless, no increases were
granted in 1954 (see Table II), Housinc and aparitment rants had been frozen
carlier and constituted another important constraint on the cost of living in -
the cities, . :




In succeeding years the continuously depreciating exchange rate had a

greater impact on the raite of domestic nrice inflation than during the transi-

tidn.(see Table IX) but still less than predicted by Harberger's model. That
the inflationéry impact was larger post-transition is not surprising--most

of the slack from the old system had been removed, The fact that the infla-

tionary impact was less than could have been expected, however, is explained

in lérge part by the success of the protective~subsidy rate structure in
raising the domestic supply coefficients far above those assumed to be

reasonable by Harberger,

(&)

B. Inceﬁtives.fér Import-Substitution Industrialization

The rate styucture of the multiple auction system was probably the major
incentive for industrial growth in Brazil between 1953 and 1961, To.demon-
strafe that the broad import categories and discriminatory subsidies and

taxes fosteved by the multiple auction system was "correct,' however, is

(=]
a

1 1 e . PP . . .. 30 i e s
clearly beyond the scope of the present papes, In my opinion the choices
made were fairly good ones during the 1953 and 1958 period, although not with-
out exception; but several important errors werc made beginning in 1958 which
ultimately led to stacsnation..

I

The response of the economy to the nevw exchanre s sten was quite strilk-
p 5

ing. Contrary to experiences in Argentina and elsewhere during the 1950's a

36A full evaluation of the optimality of the industrialization will have
to await findings which may not be available for some time, Although an in-
put-output table is now in process of construction for the year 1959, thexe
are as yel no comparative cost data for Brazilian industries., Individual
industry studies are being compieted, however, Zor some ey sectors., Uerner
Baer is completing a study of iron and stee’, and a study is now available

on the capital goods sector, Cf., Nathanicl Leff, The Capital Goods Indus-

il, unpublished Ph,D, dissertacion, MIT {Cambridge, Massachusetts

3

3

e s




recession did not follow the Jevaluation, The rate of industrial growth
almost doubled in 1954 as compared to 1952; and the agricultural sector re-
covered very strongly from its poor showing in 1953, The Drazilian case
suggests that the cffects of an appropriate tailer-made devaluation on domestic
supply both in its direct impact and from the redistribution of income may be
positive -and large. In other cases, where the redistribution effects were
negétive and larger than the direct impacts on erports and import-competing

1

goods, as in Argeatina, either the devaluation may have been inappropriate,
or there were no potentiai sources of d dynamic expansion in the economy,38
The évg?lable eyidence attests to the powerful effecté of the protection~
subsidy raﬁe structure. Tables IV and V shovu the growth rates and the sources
of growth, respectively, of individual ISIC manufacturing sectors for three
périods~"l948~1953; 1953-1958; and 1958-1962. Table IV demonqtratés that
gross output in manufacturing industry (the éynamic sector in the ecoﬁomy)
grev very rapidly, especially during the multiple- raté auction period (1953
to 1961). In Table V the growth of the supply of manuracturing products is
apportioned among three sources--domestic demand, export demand, and import
substitution, Domestic demand was always the dominant growth source; import
substitution was negative between 1949 and 1953, but positive and rising iﬁ

the final two periods. Export demand was a very limited source of growth in

all periods, but it was relatively stronger in the second period and poorest

Cf., Carlos Diaz Alejandro,lgg, cit.

338

Cf, ibid., pp. 187-199, for an exarple of an inappropriate devaluation,

9 ) :
These three sources account for total supply change, i.e., for any
sector; given the pC““Od tne sources total to 1 (100 per cent),



TARLE TV ' .

GROWTH RATES OF MANUFACTURING INDUSTRY

'Industry :
Sector L 1948-53 ©1953-58 1656-63

Consumer Goods

120-22

Food, beverages and
tobacco ' 8.9 7.1 2.4
24 Clothing. , 5.1 9.3 0.9
25-26 Wood Products - 6.6 2.8 0.8
28 Printing : 10.5 7.5 3.7
29 Leather Products 2.4 5.4 0.3
Intermediate Goods
23 Textiles . | 4.1 2.4 3.1
27 Paper ' ' 9.2 7.5 11.0 -
30 Rubber e 14,5 ' 5.7 1.1
31-32 Chemicals, petroleum
and coal products -10.7 9.6 - 7.3
Investment and Related Goods
33 Non—metallic minerals 12,7 4.4‘d, 1.2
34-38 Metals, machinery and K o
equipment . © : 4.1 13.9 22.6
Totdl Manufacturing o - 5.3 - 7.0 §.0
Source: United Nations, The Growth of World Industrv, National Tables

1938-1961, Table 2B; data for 1959-1963 were calculated

from IBGE/Conselho Nacional D& Estatistica, Anuario Estatis
Do Brasil, 1966, Rio de Janeiro, Brazil, p. 130, ISIC No.'s

31-32, and 34-38 were not listed in Table 2B, United Na:ti
these were .calculated from value added data above and defla:

by price indices from Interrational Firancial Statistics. wholesale
prices excluding coffee; and Conjuncturd LConomica, &Ece ]

-price index.series for years after 1944,
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in th? first, Thus, the manufacturing sector as a whole periormed much
better after 1953 in terms of output growth, substitution for imports, and
export promotion undex relatively unfavorable conditions.

These findinjs‘also weaken ccnsiderably thé arguments frequently Found -
in the literature that the growth of import~competing industry was misguided
and pdorly directed, Celso Furtado, for instance, has asserted that incentives

t

were given to the wrons industries and vesulted in ...the concentration of

: 40
investment in 'less essential! industries "

In contrast, ",,,investments
in infrastructure and the basic iadustries, e.g.., iron and steel, lagged be-
. G Lo - , .
hind badly, It is implied, therefore, that the rapid erowth rate of over-
. 1 } H 71 o
-all manufacturing was largely superiluous and wasteful. Dut Furtado's general-
izations are inconsistent with the .individual cectoral data in Tables IV and
V. Investment and related coods had the highest growth rate of the three
basic sectors in all periods, and metals, machinery and equipment drastically

accelerated in growth after 1953, 1In fact, in the Iater periods it was the

b

consumer goods sector whiéh 1agged‘behind badly, At a more disaggregated 1e§ei
it is also clear that the_basic, and not less essential, industries played

the dominant role~-chemical and chemical products and iron and steel were ex-
ceeded in value-added crowth between 1950 and71960 only by the motor vehicles

_industry,42

4O”Political Obstacles to Economic Growth in Brazil,' International
Affairs, Vol. 41, No. 2, April 1965, p. 255. Cf. also Diarnosis of the '
Brazilian Crisis, University of. California, Berkeley -(translated by S. Macedo),
1965, Part II, for Furtado's extended discussion of these same points

4
}1”Political Obstacles.,,", op. cit,, p. 256.

ézThese sectors were followed Ly electrical machinery, other metals, non-
metallic and metallic worling machinewxy, paper and paper products, other manu-
facturing, non-ferrous metals, non-metallic mineral products, food, beverage,
tobacco, and textiles, respectively. Gf. 1, Daer and I Kerstenetsky, 'Import
Substitution and Industrialization in Brazil,” American Lconomic Review,
HMay 1964, p. 419,
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It is an incontestible faci, therefore, that the dynamic growth sec-

43
tors were mainly inport-substitution industries, ~ The multiple-rate struc-

ture clearly gave incentives to these industries, Motor vehicles, ixron and
steel, chemicals, elc,, weve favored not only by srotection from foreisn

competition, but by exchange subsidics on capital, intermediate, and raw

4

c s . o Bh . .
material import-inputs, ioreover, these and other essential sectors re-

- . , 45
ceived sizeable nemative interest rate loans from the govermnent, Thus,

although most manufacturing industries were partially protected and sub-
sidized, the dynamic import-substitution sectors were given additional incen-
) e T A b ) b6
tives in the form of cheap cuedit and-higher import-input subsidies.
One further criticism of the penalty-subsidy rate structure clarifies

a final issue. The Lconomic Commission Zor Latin America diagnosed the recent

43 ‘ e
“The close general correlation between value-added growth in indivi-
dual manufacturing sectors and substitution for imports can be seen in Baer
oy

and Kevstenetsky, op, cit., p. 419, Table 5,

L,

Subsidies in the motor vehicle industry ave clearly explained in I,
Gordon and L, Grommers, op. cit, Also, machinery imports were nuch lower
in terme of exchange cost for iron and steel and chemical industries than
for other sectors,

4SBetween 1952 and 1962 the metaliurgical industry received 25.6 per
cent of all BNDE loans; chemical industries received 4,5 per cent; and motor
vehicles 2.1 per cent, They were the most favored sectors, There is not
available any sectoral breal:down of loans of the monetary authoritics,
Source: ECLA '"Fifteen Years of Economic Policy in Brazil!' Economic Bulletin
for Latin Amexica, Hovember 1964, Table 26, p, 179,

46Fuels were the most heavily subsidized import class at approximately
two-thirds the exnchange price of capital equipment for apgriculture--the
second most favored--and two-fifths that of construction materials-~the |
most heavily penalized, Metallic intermediate goods were below the weighted
average total import rate until 1953 and thereafter exceeded it by a wide
margin, Tuels comprised 15 to 20 per cent and metallic intermediate goods
5 to 8 per cent of total import by value from 1957 to 1961, Source: Boletim
SUMOC, various dates, and Bank of Brazil.




stagnation in Brazil as primarily a problem of incentives having lost their
powexr, "The whole problem,,,lies in the fact that restriction in absolute
terms should not last too long, so the ¢conomy can advance through various

. R ) Ly '
stages of diversification, ' It is impilied hexe that large~scale changes
in the industrialization program were not undertalien, This is certainly mis-

~

taken, As eaxrly as 1957-1958 the government shifted a large share of it

w0

protection-subsidy incentives away from many traditional and previously
favored infant industries to the automotive and related seétors, Through
numerousminducements, foreign and domcstic invéstors increased the domestic
coefficient of total supply of motor velicles from .42 in 1S58 to .98 by 1963,
In fact, continued growth in manufacturing after 1953 wes latoeliy dependent
upon the motor vehicle industry and its suppliers,. The direct impoxrtance of
notor vehicles production betueen 1956 and 1052 Zs evident from data in Tables
IV and V. rhua s, machinery, andvc:uip:ent subsume motor vehicleg in the ISIC
classification., This category wac by far the most dynanic after 1959>bothrin

tia s

direect!

terms of absolute and relative srowth rate, as .21l as import sub-

stitution, and within this category motor vehicie production alone, exclusive

of its suppliers, provided roughly over one-fourth of the growth in value added
; 49

between 1959 and 1963,

The massive promotion of the motor vehicle and related industries was

probably an error which ‘had serious 1ep0"cu351onu on the econony The shift

47

'"The Growth aud Decllne of Import Substitution in Brazil," Economic
Bulletin for Latin Amexica, Economic Commission for Latin Amerlca (uantlago
Chile, March 1964), p, 51,

o . .
'O . .
_ Calculated from production data in Gordon and Grommc1° "United States
Manufacturing Investment in Brazil (Harvard University, 1962), p, 63; and
Anuario Estatistico, IBGE (Ric de Janeiro), various dates, )

49lbid., and Anuario, op. cit., 1955 and 1965,

*



-sumer goods' in Table IV), Thus

w 24 -

of subsidies from traditional and cawxriy infant industries to motor vehicles

atter 1957 lessened the profitability and licuidity of the former sectors at
: 50
a time when they were already facing worscning domestic terms of trade,

Second, overall imporit requirements may have been only marginally reduced,

1 .
'

for not only were many imported accessories still required, but domestic in-

puts were required from those industries which were pressing on capacity, e.g.,

51

basic metals, machines and cquipment, and rubber, Third, the growth of in-
vestment and goods production bHetween 1959 and 1963 was nuch less favorable
than the ISIC classification indicates because included in it are passenger

’ - [
. . - - . = 52
autos which made up almost half of the value of motor vehicle production.

The consumption of én expensive product with a relatively low social value wés | :
encouraged at the dxpense of more traditional products; morecover, the latter

typically had excess capacity and experienced stagnation after 1953 (see 'con-

, the government's reaction to anti-growth
‘factors_in terms of new econoﬁic policies in 1957-1953 was unfoxtunate. IF
policy instruments had been developed to remove the many dis-~incentives which

constrained agriculture and exports, while maintaining incentives in the more

traditional manufacturing industries, the stagnation might have been averted,

50The terms of trade between agriculture and industry remained fairly
constant between 1948 and 1954, began to rise slightly in favor of asricul-
ture up to 1958, and then turned very unfavorable for industry thereafter
(from 117 in 1958 to 133 by 1962 from a base of 100 in 1953), Source: Plano
Irienal Presidencia de Republica (Rio de Janeiro, 1963) and Conjunctura
Lconomica, op. cit., May 1965,

.51 . PR . . . S
Cf., LEconomic Commission for Jatin America, op, cit,, p. 52, specifies
these industries which had overages and shortages of installed capacity,

52

Calculated from Gordon and Grommers, op. cit., p. 03,
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Instead, the restriction of manufactured consumer soods, many of which were

traded to rural sectors (food, beverages, tobacco, clothing, wood, and leather
products) in exchange for yural primary inputs further accentuated the frag-

nented, dualistic structure of the economy, It also had the unfoirtunate con-

sequence of ciacerbating the 'cost-push® inflation in aoriculture,
5 I Y

€. ILxport Performance and the Balance of Payments

The authoritics pessimism regarding rapid export growth during the 1950's

-

anutacturing production went almost

was justified by actual performance., 1
exclusively toward satisfaction of domestic demand (Table V). Only a very
o s - . - . _ . 53 .
small proportion of several manufactured products was exported, As during
earlier periods, traditional primary products carned the bull: of foreign ex-
54 , e , . - .

change; Hovever, the grovth in exchance carnincs from these sources was

. .. 55
practically nil,

A large part of the explanation for emport staspnation can be attributed
to slow increases in international demand for Drazil-type exports, But Brazil.
also constantly lost cround in her share of the vorld market, Twvo facts help

explain this loss in marliet shares, First, because the authorities wanted to

insure that the domestic market was adecquately supplied at a low price,

For example, only about 6 per ccent of total consumer goods (mainly wood
products), less than 2 per cent of intermediate poods (chemical, petroleun
and coal products) and about 4.5 per cent of investment and related coods
(netals, machinery, and transport equipment) were exported, Source: Boletim
Superintendencia de lioeda e Credito (Ric de Janeiro), various dates, '

Sh . . . .
Primary exports earned 86 per cent of total exchange in 1949 and 78
per cent by 1958, In the manufacturing sector, only food, beverages and tobacco
cxports increased appreciably: from less than 3 per cent in 1953 to almost -

7 per cent of dorestic production by 1953, Tbid,

Iron ore was che only major eiception and it was not a traditional pri-
mary product export, Total exports in U.S. dollars fell by about 6 per cent
between 1950 and 1960. 1Ibid, ' ' ' '

RESUNANS ot 1P ST RPN S
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quantitative restrictions were placed on the cuport of various commodities,
Although it is difficult to assess just howv inportant -these restrictions
were, they undoubtedly wealened the incentive to export., Second, export ex-

change rates were devalued only after rising domestic costs had cut deeply

-

. e ot - , 57 .
into the profitability of exporting, Typically, export volume had already
. ,

- . . 58 .
declined before the authorities acted, Bfa il was pessimistic regarding ex-

~

port opportunitics and o Fric ials were preoccupied with the problems related
to import substitution and the appropriate taxzation of coffee. The problem
of finding the desirable exchange rate for non-coffee cxports was largely ig-
nored, Brauhl an export volume and earnings would have an coved if the com-
petitive position of producers had been maintained in the face of rapidly
rising domestic costs, Rather than a devaluation every yéar or two which

barely restorced the profitability of cxporting, which was then quieckly re-

duced by cost inflation, the ecichange rate for exports should have been depre-

-

ciated dail veel:ly) eitheir by tving it to an appropriate cost index, or some
¥ J < P I )

6E:;port licenses could be prohibited to the quantity consumed in or
processed in Brazil during the preceding year plus 7 per cent, IMajor ex-
ports which were prohibited from time to time included corn, cotton, tex-
tiles, tobacco and castor beans,

ixport cuchange rates were devalued in Aucust 1954 (about 30 per cent

depreciation) and then again in mid-1956 (about 40 per cent depreciation)
prior to the introduction of the new auction ten in Auscust 1957, During
the entire period domestic costs rose by over per cent according to the
cost of living and wholesale price indeues; by over 150 per cent according
to the mininum wace index. Thig understotes the need for devaluation because
international prices for Brazilian-tyne ciporis were also falline~,

il .

UE;;port volume fell off sharply srior Lo cact EXport rate devaluation,
partly due not only to non-profitable eupori prices, but also because coiffee
producers applied a great deal of prescure on the enchance authoritics by
witholding stochks, Cf, Ivan Lakos, The Lffccts of Drazil's Forecisn Exchanpge
Policy on Her Tupoxt: 1946-6) (llarvard Univavsity, unnublished Ph. D, disser-
tation, 19062).

syst
[a]
32
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. .59 . it e
sinilar arrangement, Since even succesgiul import-substitution industrial-

ization cannot be expected to continue to lower the import coefficient~~espe~
cially once non-es senLLél imports have been SQuéezed out of the import bill of
goods (by mid~1950's in Brazil)--an export rate of growth close to that of the
growth rate of the gross domestic product nay be necessary to avoid a balance-
of~payments induced stagnation,

In Brazil, the available alternative to increasing exporit earnings was a
large influx of foreign capital, Tavorable enchange treatment for imports of

equipment, repatriation guarantees, ctc., produced a sizeable influs of foreign

“investment between 1957 and 1962. However, as mentioned earlier, these Ffunds

were partially misdirected and eventually did not help forestall the balance-~

. . . - - . 61 -
of-payment bottlencck which helpad foster the post-1962 stagnation, In fact,
the increased dependence upon foreicn 117estwcn and the instability which re-

i

sulted from servicing profit remittances, debt payment, and potential capital

59

A second possibility would have been to over-devalue, but then
set an adjustable tax on exports which cou‘c be reduced pari passu with rising
costs, :

60

Cf. Chenery and Strout, '"Foreign Assistance and Fconomic Developnent, '
American Leonomic Review, September 1966, pp. 679-733. Successful import sub-
stitution is unlilkely to substantially lower the over-all import coefficient
due to the necessity of importing larger quancities of im001t~inpuLu'as domestic
industry grows; moreover, the income elasticity of demand for imports in the
less developed countries is probably much hisher and growing more rapldly than

the income elasticity of demand for their emxports in the industrializod countries,
7

010utput grovth per capita has been close to zero since 1962. Tndustrial

product aétuall] £ 11 in 1964-1963, Some students of the Drazilian economy

believe that the agnation was due almost entirely to political factors

ci, Baer, op. gigj, pp. 192-202 and Fdrtado, op. cit,, but economic factors

were of perhaps equal importance, DBrazil's inport bill of goods became in-

creasingly made up of import-inputs cssential for the functioning of "domestic

manufacturing and azriculture, Therefo* , the flexibility of the structure of

imports was sreatly reduced betueen 1953 and 1962, vhich greatly reduced the

government 's options, Also by reducing the feasible output crowth of the econony,

the botitlenecl increascd tensions between rival povier groups nome of which

was willing to lose its income share,

i
a



3

-

flight all constitute further reasons fox vejecting the soundness of the
policies which promoted the motor vehicles and related industries. Paradoxi~
cally, instead of reducing the bLalance of payments bottlenecl:, as planned,
"import substitution' in this instance perversely increased both dependence
- . s e s 62

on foreigners and poitential instability,

Despite the poor pevformance of ecuports during the post~reform years,
balance of payments discipline improved vis-a-vis the previous eriod, PBoth

i
the non-price direct rationing system and the multiple-rate auciion system
I s} J I J

relied upon eichange budgets., TUhile the incentives to exceed the budcet under
the former system had been teoo voweriul to contivol, the process of auctioning
exchange in a free marlet removed most of the incentives for exceeding the

o .. 63 . e s . s .
capacity to import, Deficits, as measured by official compensatory financing,
were very slight from 1953 to 1957 even though enchange earnings were falling

. } . s ) , . 64, : .
relative to the import-input needs of the cconony, After 1957 the tendency
to over-import reappeared and foreign indebtedness becare once acain critically
. LJ» (S} j

65

high,

ZForeign private investment began to fall in 1959 and never amain reached
the levels attained between 1956 and 1953; since much of the investment was re-
lated to the autcmobile industry, for which subsidies were perhaps unduly high;
its demise was not cntirely undesirable., A casc¢ "for' the benefits of foreign-

T rd

capital to the Brazilian econonmy is made in T, Ballanoff (ed.), New Perspec-
tives of Brazil Vanderbilt University Press (Neshville, Tennessee, 1966),

3see pages 13-14 and note 20,
G4

Over-importation in 1954 was offsei by surpluses in 1955-1956, Defi-
cits in the former year were due to: 1) a desire to increase capital and
intermediate product dmports as much as feasible affer the drastic curtail-
ment of imports in 1953; and 2) the collapse of coffeec export earnings in
late 1954 as intewrnational prices fell precipitously, Large inports in the
first half of the year had becn in anticipation of stable coffece carnings,’
The latter dropped {rom an index of 100 in 1953 to 78 by 1957. - Source:
Conjunctura Fconomica, TFundacao Getulio Vargas, 1954, '

<

c

5 - . . , ) :
By the early 1960's forcign indebtedness had reached over U.s. $3
y V4 G : .
- billion and repayment of principle plus intercest could only be nmet by cither
pay I v V)
new terms--a switch to longer term--or larce nev loans, CFf, Bal:lanoff, op. cit,



That the balance of payments constraint was so well mer befween 1953

and 1953, but not thereafiter, points up the disciﬁlinary problem of any system
of control, Although the means for preventing deficits are avallable, the
authorities may not be able to withstand the numerous pressures which come
into play as a rising démand for foreign exchangeiis thwarted by a falling
supply., -The cquilibrating ndture of a rising foveign exchange price may in
itself be too painful to accept, TVhen the choice is between increasing ex-

cess capacity in the economy (and unde eremployment) and excess foreign borroWing,
the price of the latter may have to be very high indeed before a popular govern-

nment will foreco it,

D. The Adjustable Per Altérnative

The closest broad alternative to rultiple auctions was a pegped rate system
with protective tariffs, ELuchange rates could have been devalued every year
or so in order ko oifset rising domestic prices, By depreciating the selling

; :

rate less in 1953, and adding discriminatory ad valorembtariffs, the penalty-
subsidy structure of the multiple auctions could have been theoretically
approximated. But it is doubtful that this system would have been adequate,
Given the typical tendency to protect a pegged rate (e.g., thetexport rate
in Brazil), the systen may well have degenerated into another round of over-
valuation and direct, non-price rationing, ILven excluding this possibility,
the authorities had little or no.(basis for setting tariffs in 1953; auctions
were used preciscly as thL means to determine the new tariff levels set -

. - 66 , .
in the reform of 1957, Multiple~rate auctions were no small advantase

-

6 -~ -n - s
Auctions had been intended or riginally only as a temporary measure until
ad valorem tariffs could be studied and agreed upon by the Conriess. This was
L 7 o]

not accomplished nntil August 1957 when auctlon vere reduced to two categories

(continued on following page)
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because they not only blended together marlet forces and interference, but
w - H
permitted adjustments in import structure and pricing over time,
Clearly, as the Intcrnational llonetary Fund itself insists, a devalua-
tion to an equilibrium, pegged exchante rate stands or falls on the willing-
g o - Y. 67
ness and ability of the country's authoriti es to stabilize dormestic prices, ' -
Vhere such stabilization is impossible to achicve cither because of politiecal
- - - R p -

realities, or because it will result in stagnation, the pegged rate systen may

be inappropriate.

IV, Conclusions

Many‘cguntries_have postponed devalution for fear that'it would cause a
rapid acceleration of domestic piices,  Devaluation models support this fear
ﬂowever, in some instances there hac been a large discrepancy between what

these models and conventional wisconm predict and the actual inflationary im-

pact of a devaluation, Vhere the pecred cizchange rate has been maintained only

by direci, non-price :1L10nlnd ;1d other controls, and the scarcity value of
foreign exchanse ﬁ s been rising, devaluation will not accelerate a domestic
price index by the degree expected; nor wlere the devaluation redistributes

income from low to hirch savers will prices be accelerate j by the amount pre-

dicted by models thich assune equal saving propensities among all croups, If

as in DBx a711 the gap between the official selline rate and the scarcity value
P C y

of exchange is vexzy larce

e, and the redistribution effects are very positive,
prices may not be acceclerated at all, This is encouraging for the numerous

countries which have avoided devaluation oniy by substituting for it ineffi-

cient and clumsy cxchange control systems, However, it alsc accentuates the

£~

(continued from preceding page)

(general and special) and ad valorea teriffc were set which ranged up to 150
per cent on value, Auctions were not discentinusd altogother until 1961 and
then only at the insistence of the Tare:s ‘national ifonetazy fund as a precondi-

tion for stabilization loans,
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necessity of designing differential devaluations which maximize non«infla;
tionary, growth inducing effects,

The Brazilian nultiple auction system had such growth inducing effects,
Until serious errors were made in 1957-1953 powerful incentives were given
to import-substitution industrialization, Contrary to statements by some

N

observeré, it is not apparent that the penalty-subsidy rate structure priox
to 1958 encouraged an inefficient process of import substitution; sectoral

growth within manufacturing was fairly balanced and ~rowth sources were well
apportioned between domestic demand and import substitution, Vhether or not

the industrialization was "well atituned" to the dvnamics of longexr-run Brazilian
(&)

growth is still an open question. It is true that the industrialization did
(@) J- z

not create divectly a cufficient number of jobs, TUhile total and urban popu-

lation increased by about 3 and 5.4 per cent yearly, respectively, in the
decade 1950-1960, the industrial worl: force cxpanded by only 2.5 per cent per
3 | ' |
year, An industrialization based on substifution in investment and inter-
mediate goods will be capital-biased. But in the Drazilian casc anti-enploy-
ment biases werc exaggerated unnecessarily, Tor instance, both the néglect
of the (high labor coefficient) agricultural sector and ﬁhe massive promotion
of (capital intensive) motor vehicle and cihemical industiies linmited enploy-
ment, Theleﬁchange system, of course, was simply the instrument throush
which policy decisions--good and bad--were implemented, It was unncutral
>

only in the sense that labor was not a traded sood and could not, therefore

be taxed or subsidized, Duchange subsidies for capital and intermediate

638 . A o . 1 5 .

Employment growth in agriculture was 1,7 per cent per year and in
services was 5.2 pev cent per yeaw, Productivity actually fell in the latter,
Source: 1950 and 1960 census data,

Y
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imports, however, tended to distort factor proportions in production which
- . GO ., .
could have been corrected by labor subsidies, That this was not done re-

flected the low priority given to cmpToynonL creation by the government,
Brazil made a concerted effort to achieve sustained, rapid growth undér
a severe foreign exchange constraint., But cven with the relatively la arge
size of the domestic market, adequate entrepreneurial and other resources,
growth ceased after 1962. ifore receﬁtly, attenpts to promolte exports, en-
courage forveign capital investment, and diminish the Zubitchel-~induced run-.
avay inilation have had, at best, limited groﬁth—inducing—effects.' An in-
cfficient exchange sjstcm has been only onc of the factors explaining the stag-
nation; but it is cleaw that the foreign exchange bottlenecl: has been a
critical ngLaDlli”Lns factor for the econoiy cucept between 1953 and 1961
when multiple fluctuating exchange rates were the chief policy instruments,
An auction systen may be thé best prqctical instrument for achieving a
specific set of policy objectives in other developing countries, Under fairly
inflation, in-

tO )

typical general circumstances faced in these countries (e.g
’éfficient and dishonest minor burcaucrats, a severe balance of payments
constraint, ete.) multiple auctions secem ble fexable to either over-valued
exchange rates and direct rationing or peoged rates, ad'vglorem tariffs, and
reduced growth rates, The precise composition and number of import catesories

would, of coursc, vary acccrding to the particular circumstances of the

country in question. Although ‘Y'poor choicec® could have deleterious
v . 3 P

Subsidies for move labor-intensive production processes could have
been given in the form of tax rebates per marsinal laborer added by a firm,
Abuses could be difficult to detect; hownver, and any such scheme must be
conditional upon appropriate controls. lternatively, this conulderatlou
, would not in any way effect the criticisms of the government promotion of
capital intensive activities of relatively low productivity,
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repefrcussions on the cconony, appropriate interference may ofzen b the
. i w p . . 70 . . .
only alternative to slow rrowth and unenploynent, Disequilibrium systems
most prevalent throughout the past two decades have tended to incorporate
the worst elements of the available alternatives--fixed official exchange
rates with rising scarcity values and non-price rationing, A pragmatic approach
free from. prevalent dogmas would undoubtedly resuit in inproved 'second best!

systens,

- .

70

A description and analysis of exchange auctions proper is found in:

D. Huddle, '"Foreign Exchange Auctions: An Tvaluation" (mimeographed worliing
paper, June 1967}, The common objections to fluctuating rates, c.&., crea-
tion of risl: and uncertainty for traders and resulting social and private
costs, were not very forceful for Brazil. Cf, also: Alexander Kafka, 'The.
Brazilian Auction Exchange Systen, ™ Review of Fconomics and Statistics,
August 1956, ' '
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APPEND I
‘Growth sources of manufacturing inductry were apportioned amonc
() O

“domestic demand A cuport demand, B and import substitution, [C
B 3 J p E ? L H ?

from the {ollowing ccuation:

[A] _X e [C]
i ? | x, X, X
(1y &= El . A\(LH—W)! R R ) + (Z2 - ~Z~1~ . z?|
1 | i 2 " l

vheve II is defined as domestic production, Z as total suppiy, D as

domestic demand, il as domestic internediate demand, and “E as foreircn

1

demand Zor exports, and the subscrints refer to the besinnine and endine
J. 3 [ ) (8 (8]

The contribution of domestic demand and export demand is calculated
by assuming that the proportion of domestic production to total supply did
not change during thé period, © Impoxt Substitutionl(1iberalization) is then
caléulated as tﬁe change in the proportion of domestic production to total
supply dufing the period times the most wececnt total supply.

The identity cquations on vhich .equaition (1) is based are explained
in Lewis-Soligo, op. cit. and Huddle, 'lotes on the Brazilian Industriai"
ization; , Sources oerrowth and Structural Change,™ Center Discussion
Paper No. 30 (Yale Univcrpity;.Junc 1967).‘ Drazilian data sog?ces and

procedures of cestimation are discussed in the latter,



