/ﬁ T%R@UU\T‘NG coPY
{ \! ~ /
NN

Was

‘ | \-,:‘_'

4- 2\
SESURNED 10 REPORTS Loin

FILE GUP¥

DOCUMENT OF INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT
INTERNATIONAL DEVELOPMENT ASSOCIATION

Not For Pablic Use

Syt WD Report No. 38-BR
\ L - n’\

b L

\‘= o \

:

e s

March 12, 1973

Latin America and the Caribbean Department

This report was prepared for official use only by the Bank Group. 1t may not be published, quoted
or cited withont Bank Group authorization. The Bank Group does not accept responsibility for the
accuracy or completeness of the report




Currency Unit:

CURRENCY EQUIVALENT

Cruzeiro. (Prior to May 15, 1970, the currency
unit was called the "Cruzeiro Novo" or "New
Cruzeiro", the adjective was dropped in May 1970,
without any change involved.)

Exchange Rates Effective December 15, 1972

Selling Rates
Buvine Rate:

—y =t

US$1 million

0r8Y mi114 A
hede

Vi Wi Ll

M

2

g

A

A\
e
o .
e .
ZRE
o
Do
= =
e
Jo ofae}

US$1.00 Cr$6,215
US$1.00 = Cr$6,165
1ge Rates
ge
= Cr$ha59h Cr$50285
= Cr$l,59L,000 Cr$5,285,000
= US$217,675 Us$189,215



This report is based on the findings of a mission
to Brazil in August-September, 1972, composed of:

Roger P. Hipskind (Chief of Mission)
Francesco Abbate (Deputy Chief of Mission)
Joseph J, Brooks (Fiscal Economist);

Javme Garcia dos Santos (Econometrician)
Michzel Devaux (General Economist)

Marc Blanc (General Econonist)

Miss Noemia Primo (Secretary)






VOLUME 1 --- THE MAIN REPORT

1.

II.

III.

Iv.

COUNTRY DATA 90 0000 0000000000000 EORROOEIICEOENIBIRIOIEENRONISGEOEPOEITIDS

SUMMARY AND CONCLUSIONS 0 0000080000000 0800000000000 000s000

THE FRAMEWORK OF THE REPORT 88 008000000000 00s000RSRCROS

ECONOMIC AND SOCIAL TRENDS P 60000 0G0CEOQCSEOSSIEINOCIOSOENPNOSITOTEEIBTEOEOELEOETS

Ao
B.
C.
D.
E.
F.
Go
H.

Factor Endowment and Historical Development ..ecceecee
Recent Evolution of Economic P0liCY eeecsccosscecccen
Production, Expenditure and the Price Level ¢iecucess
Income Distribution (.c.ceeesccccscecesscccesscscnnss
Population and Employment ....ecevesoccoscssscscsanss
WAZEB seeseessssscsosrssoscsosssestcssosscoscsscsansonssne
Social Security ..cceecececvsecscssosasscsnscscsssosscens

EdUCation S0 0 0000020 PN NOEL SO0 O0P008PPESCEEISIIEEEEOTDN

DEVELOPMENT STRATEGY S 0000085000000 0000000800000 08VSRLLIRPSS

A.
B,
C.
D,

Macro Economic GO2lS .esscsccsessscsssvsvsccsscccnncs
The Northeast Regional Development Effort .....ecece.
Agriculture in the Center=South ..ccecesvcccsscconccs
Manufacturing INdUSEYY ceeescesesosccscascsscsosciocns

PUBLIC INVESTMENT AND ITS FINANCING cececccccecesccccncone

A.
B.
C.
D.
E.

PRIVATE SAVINGS:

The Central GOVEernNMeNt ...ececveeccescccscscssccsacvsscs
Local Government FInances scecececsceesecsecccsscscaccns
The Overall Tax Burden and Public Sector Savings ....
Public Sector InveStment ...ccecesveseccsccessccsnnss
External FInancing seeececcvccscscsescsccosovrccsrosaccone

Page No.

3

3

6
10
16
20
25
31
36

41

4
42
51
65

88

88
97
100
105
109

MONETARY MANAGEMENT AND THE CAPITAL MARKET

Monetary Management ..csecesecscossscssscscssesccccscs
The Increasing Importance of Non-Bank Credit ........
External Financing of Cruzeiro Credit ....eeoceeeceoece
The Stock Market ceececeeasseeccsscscsccosscnsssasscns
Conclusions ceeeeescescecscssescsctnccossnsssossccncnce

113
117
120
122
124



VI. THE BALANCE OF PAYMENTS AND EXTERNAL DEBT .ecceacscccccas 126

s o ¢ o 9

QMO wW >

Recent overall Trends S0 008 0CERPSOVNEEOSEEIELIECEOISTESEOIEBSTOISOEOSEOEOTOEES 1
1

T wrws onwn e oy
LAPULLD 000000060000 0060000000000000600060000000000000s0c0

Export PrOSpeCtS @0 0 0P O LR OROIOELIPNCEOIOIPCEOEOISOERPOOEIESOIETDS
Imﬁﬁrts €9 600080 600000000000 00 0000000000000 000000s0d0e
InViSibleS S 0O T PO G LRERCODCONOOBITSOBENILEOISIENSSEBTROIEOTESTS

| PR T (PN
LAXLECILINAL UEDUL ecevecvscscvvsscesesvsosvsscsoroccensoccscsvsessnane

External Liquidity IENNEENENNENNEEENENRERRENNERRE RN NN NI

VII. DEVELOPMENT PROSPECTS 89 2 009 00009 OPBGOOGNLIOELIOELIRNOCOENPRORAOIETNLOETNTS 146

VOLUME
VOLUME
VOLUME
VOLUME
VOLUME
VOLUME

VOLUME

I1 - STATISTICAL APPENDIX FOR THE REPORT

I1I -= LIST OF PROJECTS FOR EXTERNAL FINANCING

IV -~  THE NORTHEAST DEVELOPMENT EFFORT

v --  POPULATION, EMPLOYMENT AND EDUCATION IN THE NORTHEAST

VI -=  AGRICULTURE IN THE CENTER=-SOUTH

VII --  TRADITIONAL INDUSTRY

VIII —_— POWER




Page 1 of 2 pagces

COUNTRY DATA - BRAZIL

ARTA 5 POPULATION DENSITY
8,512,000 iax 93.2 million (mid-1970) 11.2 per km?
Rate of Growth: 2.9% (from 1960 to 1970) 33.5 per kn? of arable land

POPULATION CHARACTERISTICS (1970) HEALTH (1970)
Crude Birth Rate (per 1,000) 37 Population per physician 2,120
Crude Death Rate (pet 1,000) 8 Population per hospital bed 280

o 1 oann A 110
Infant HDI.'EaLlEy \per 1,Uuvu live Derns) Liv

DISTRIBUTION OF LAND OWNERSHIP (1970)
% owned by top 10% of owners 45.0
% owned by smallest 107 of owners 1.5

INCOME DISTRIBUTION (1970)
% of national income, lowest quintile 3
highest quintile 62,

.2
2

ACCESS TO PIPED WATER (1970) ACCESS TO ELECTRICITY (1970)

% of population « urban 55.0 % of population - urban ..
- rural 2,5 - rural e
NUTRITION (1968) EDUCATION (1970)
Celorie intake as % of requirements 102 Adult literacy rate % 68,0
Per capita protein intake 63.0 Primary school enrollment 7% 96.3
i/
GNP PER CAPTTA in 1971 : VUS 50

ANNUAL RATE OF GROWTH (%, constant prices)

US § Min. ~ % 1960-65 1965-70 1971
GNP at Market Prices 42,180 100.0 4,6 7.2 11.3
Gross Domestic Investment 7,870 18.7 4.5 7.1 13.3
Gross National Saving 6,600 15.6 9.8 3.4 4.5
Current Account Balance -809 1.9 . . .
Exports of Goods, NFS 3,174 7.5 2,3 9.1 6.0
Imports of Goods, NFS 3,983 9.4 -8.1 17.9 27.0
OUTPUT, LABOR FORCE AND
PRODUCTIVITY IN 1970
Value Added (f.c.) Labor FerceZ/ V. A, Per Worker
US § Mln. * % Mln, % us § ' %
Agriculture 6,027 20,2 13.1 44,2 460 45,6
Industry 8,822 29.7 5.3 17.8 1,665 165.2
Services 14,897 50.1 ) 11.1 38.0 1,342 133.1
Unallocated . . ) ° : . .
Total/Average 29,746 100.0 29.5 100.0 1,008 100.0
GOVERNMENT FINANCE _j
General Government Central Government
(1971 Cr3 Min.) % of GDP (1971 Cxr$ Min.) % of GDP
1971 1971 1969-71 1971 1571 196577
Current Receipts 59,234 26.3 26.1 22,946 10,2 9,7
Current Expendicure 47,268 21,0 20.7 16,744 7.4 7.2
Current Surplus 11,966 5.3 5.4 6,202 2.8 2.5
Capital Expenditures 13,822 6.1 6.0 6,874 3.1 2,9
658 0.3 0.4 - - -

External Assistance (net)

1/ The Per Gapita GNP estimate is at 1970 market prices, calculated by the same conversion
technique as the 1972 World Atlas. All other conversions to dollars in this table are

at the average exchange rate prevailing during the period covered,.
Z/ Total labor force; unemployed are allocated to sector of their normal occupation,
mainly of unemployed workers seeking their first job.
3/ Excludes public enterprises and official financial intermediaries,
.. not available
. not applicable

"Unallocated" consists



MONEY, CREDIT and PRICES

Money and Quasi Money

Bank Credit to Public Sector (net)
Bank Credit to Private Sector

Mcney and Quasi Money as % of GDP
General Price Index (1963 = 100)
Armnual percentage changes in:

General Price Index

Bank credit to Public Sector 1/
Bank credit to Private Sectorl/

Exports of Goods, NFS
Isperts of Goods, NF$§
Besource Gap (defilecit = =)

Interest Payments (net)
Workers' Remittances

Other Factor Payments (net)
Net Transfers

Belaace cn Current Account

Direct Foreign Investment
Net MLT Borrowing
Lisbursements
Amoxtization
Subtotal
Capital Grants
Other Capital (net)
Other items n,e.i

nAnayras

Increase in Reserves {(+)

\"7
Croes Reserves (2nd year)

Let Reserves {end year)

RATE OF EXCHANGE

Ducember 31, 1971

Us $ 1.00 = Cry5.635

Novemder 22, 1972
TS § 1,00 = Cr36.165
Cr $ 1,00 = s $0.1622

Dec.

1965

8,058

1,676

3,230

21.9

300

56,8

10,4

43.8
1969 1970 1971

(Millions US $)
2,522 2,993 3,174
2,528 3,172 4,028
-5 <179 -85%
-180 -234 -302
=126 =170 =166
31 21 14
-281 -502 -1,308
124 108 124
370 715 819
-‘Iﬂ -Il" -’ LY 4
101 268 394
522 680 1,164
147 —24 ~210
613 518 584

€

989 1,486 2,063
955 1,473 2,057

Page 2 of 2 pages
RDA’IIL
Dec. Dec. Dec, June May
1969 1970 1971 1971 1972
(Million Cr$ outstanding end period)
26,691 34,380 45,965 38,249 48,590
478 -1,003 =4 ,781 -4 ,542 -8,745
25,012 34,072 49,705 40,304 56,546
(Percentages or Index Numbers)
20.8 20.5 20,4 17.0 16.8
840 1,025 1,227 1,145 1,318
20.8 19.8 20.4 22.0 17.7
=7.9 =5.5 -11.0 =10.3 -8.6
37.6 33.9 45.5 18,1 14.9
MERCHANDISE EXPORTS (AVERAGE 1569-71)
US § Miln ~ %
Coffee 883 33.3
(of which, soluble coffee) (42) (1.6}
Other Agricultural Products 781 23.35
Main Minerals 223 8.4
Manufactures 358 13.5
All Other Commodities 406 15,3
Total 2,651  1G0.0
EXTERNAL DEBT, DECEMBER 31, 1971
‘ Us $ ¥in
Medium and Long-Term Borrowing 3,403
Financial Credits 3,193
Mutbrnl mitantanddme & Nohicvmnan A P
i0tas Cutltstiandaing & wvisburlsed 6,007
2/
DEBT SERVICE RATIO for 1971—
R
Amortization of MLT Borrowing 13.4
Net Interest on MLT and Financial Credits 9.5
Total 275

IBRD/iDA LENDING,

(October 31, 1972) (Million USS):

utstanding & Disbursed
Undisbursed 687.9
Outstanding

t

anding
S3S288

IDA

1/

Annual expansion as percent of money supply at beginning of year.
Ratio of Debt Service to Exports of Goods and Non~Factor Services,

not available

not applicable



SUMMARY AND CONCLUSIONS

Factor Endowment

1. Totalling some 3.3 million square miles, Brazil's land area is the
werld's fifth largest. Having grown at an annual rate of about 2.9 percent
during the 1960's, Brazil's population totalled 93.2 million in 1970, making
Brazil the world's seventh largest country in respect to population. About
44 percent of Brazil's 29.5 million man labor force was occupied in agricul-
ture in 1970. However, this share has been diminishing with rapid rural-
urban migration. As compared to its overall, 2.9 percent demographic growtn
rate, Brazil's urban population growth rate averaged 5.2 percent annually
during the 1960's. Most of the urban population resides near the country's
4,600 mile Atlantic coast line; of Brazil's 60 cities of more than 100,000
population only a few are located in the interior of the country. Brazil

is ricn in a variety of natural resources of which only a few are fully
exploited. Of Brazil's 279 million hectares of arable land, 88 million are
unexploited and much of the remainder exploited only extensively. Readily
accessible hardwood stands in coastal regions and pinewood stands in the
state of Parana have been depleted but access to some 250 wmillion hectares of
tropical rain forest in the Amazon region is only just now being made prac-—
tical by the government's Amazon hizhway program. Exploitation of rich
deposits of iron ore and manganese now is proceeding rapidly but commenced
in large scale only a few years ago. Bauxite, copper and tin reserves have
been identified but have yet to be exploited in significant degree. The
hvdran11r regsources of Brazil's three major river stems — the Amazon, Sao
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3. Industrialization commenced in Brazil on significant scale at the
tiwe of the first World War. 1Its progress was facilitated by the collapse
of the world coffee market in the 1930's and by the emergence of Getulio
Vargas who governed Brazil from 1930 until 1954, Vargas was installed
as the result of a ndilitary revolt against the rural oligarchy which nad
Jominated the executive and legislative branches of tiie government. Under
his leadership and with the impetus of heavy protection and a well defined
narket for imported manufactures, industrialization proceeded rapidly along
both herizontal and vertical lines. Attesting to the ''deepening’” impact

of this development on DBrazil's industrial structure is the fact that by
1950 Brazilian industry was supplying about 50 percent of the country's
equipnent requirements.

4. With the exception of coffee and sugar, whose producers formed
strong political pressure groups, Brazil's development strategy in the 1940's
and 1950's ignored agriculture deteriorating its internal terms of trade
through nigh levels of industrial protection and resulting inefficiencies

in that sector, and contributing to the massive pace of rural-urban migration.
Lconomic strategy also ignored exports which remained crucially important to
tihe development of the country because of the nature of Brazil's factor en-
dowment — substantial amounts of petroleum, ccal and wheat had, in any case,
to be imported — and because of residual requirements for imported capital
and intermediate goods. Finally, failure to control the politically power-
ful coffee sector led to gross overproduction of coffee which eventually
exacerbated balance of payments problems and caused internal stresses as the
result of the need to finance huge accumulation of coffee stocks. Fortuitously,
the development strategy of the 1940's and 1950's was assisted by a

steady rise of coffee prices over most of the period. Beginning in the mid-
1950's, however, overproduction and stock accumulation led to a drastic
decline in world prices. 1In real terus, New York prices for Brazilian

coffee had dropped by 1962 to about 40 percent of the peak level they had
reached in 1954,
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6. Inflation in Brazil averaged 14 percent annually during the first
half of the 1950's and 22 percent during the second. On a year-to-yvear
basis it amounted to 74.5 percent in 1962-63 and was proceeding at a 144
percent annual pace during the first quarter of 1964. Balance of payments
crisis were experienced in 1961 and 1964, extermal debt reschedulings being
required in both of these years. Through 1962, economic growth remained
rapid — averaging 7 percent annually over the 1950~62 period -~ but in
1963 it amounted to only 3 percent. Economic stresses were asscciated with
three major political upheavals experienced by Brazil between 1954 and 1964:
the suicide of President Vargas in the former year:; the abandonment of the
presidency in 1961 — after only eight months in office -- by the popular
Janio Quadros and the revolution of 1964 which installed in power another
military government.

7. A stabilization program was carried out duving 1964-67 with the

e = VT
ncomes pul.L Cy
to 1.2

object of restoring financial order. Fiscal, monetary and ir
restrained aggregate demand, reducing the Treasury deficit from 4.3
percent of GDP and yielding external trade surpluses which permitted the
retirement of commercial arrears and the amortization of refinanced debt.

By 1987-68 the Government has succeeded in reducing inflation to 24 percent
and in restoring balance of payments equilibrium, setting the stage for an
acceleration of economic growth. However, as would be expected, the period
1964-67 was one of slow economic growth and of a deterioration of real wages.
The latter was a result of wage adjustment guidelines tending to lag benind
increases in prices in order to break the spiral. 1In addition, prersoual
incomes were adversely affected by corrective price adjustments designed to
rehabilitate public utilities and other sectors decapitalized by inflation-

bred distortions in relative prices.

3. During 1964-67, however, the Government also established the
institutional basis for economic recovery and sustained growth. Institutional
reforms concentrated on savings generation, the efficiency of resource
allocation and the efficacy of aggregate demand management. They covered

the tax structure and public administration, monetary management and the
capital narket and balance of payments management. One of the most interest-
ing features of these reforms was the creation of mechanisms for forestalling
distortions in relative prices in a still inflationary environment. Two

of the wrost important of these were the application of "'monetary correction™
(i.e., adjustment of principal value proportionate with price level changes)
to fixed income savings instruments and to long term (i.e., more than one
year) lending and the adoption in August 1968 of a flexible (i.e., ''crawling
peg') exchange rate. During the 1964-67 period the Government also improved
and expanded public sector investment programs in transportation, power,
education, housing and regional development.

9. By 19686, therefore, the Government was able to shift into a rapid
development posture. Lxcept for agriculture where some degree of rationing
had to be applied owing to the subsidization of agricultural interest rates,
bank credit to the commodity producing sectors was allowed to expand as
demand dictated. This was reinforced — and made consistent with the gradual



-iv—

additional decline of the rate of inflation which has been achieved since
1968 -~ by the allocation of public savings to the commodity producing
sectors through the banking system. Very important in this respect was the
control which the Government achieved over the coffee sector in 1965-66.

The diversification out of coffee production which it promoted permitted
caffee stocks to be reduced, generating coffee sector financial surpluses

which were made available to the other productive sectors through the

banking systeri.

10. Wage policy also was relaxed, in the sense that private sector wage
adjustment guidelines began calling for slicht increases in real wage rates,
while annual legal mininmum wage adjustments which -~ in 1964-67 — were hLeld
well below prevailing rates of inflation were brought almost up to parity
witih them. This probably contributed to the ensuing upsurge of internal
dermand in a psychological sense but its iwmpact on wage rates is unclear.
During the 1964-67 period when government wage guidelines called for re-
ductions in real wage rates, they coincided with economic stagnatiom and
witn cother incomes policies — corrective price adjustments —— which helped
wake them eflective. During the post-1967 upturn, however, it appears that
wage guldelines have been exceeded by actual wage adjustments iun the manu-
racturing sector and in parts of the agricultural sector owing to the short
supply of skilled and semi-skilled labor.

11, The shift into a rapid growth posture brought immediate results.
Over the 1968-71 period annual increases in GDP averaged 9.6 percent. In
1971 the economy grew by 11.3 percent and appears to have grown approximately
as fast in 1972. Also, in 197Z the rate of inflation appears to have been
held to 15 percent.

levelopment Strategy

12. Taking into account the enormity of Brazil's resource base, the

nascency of its exploitation and the excess capacity which had accumulated

in the economy by the end of the 1964-67 retrenchment period, Brazil's recent
rapid growth is no miracle; rather it is the logical result of improved
economic management. The Government now is implementing a 1972-74 develop-

ment program which calls for sustaining growth at 8 to 10 percent at least
hrough the latter year. Within this overall target, industry would continue
the 11-12 percent growth pace it has achieved since 1968, while agriculture

would grow by 7 percent annually compared to 6 percent since 1968 and to

4.4 percent over the last two decades.

13. Present development strategy differs in a very salutary way from
that of the 1940's and 1950's in that it concentrates on improving the
balance of growth. This is especially true with regard to exports, the ex-
pansion and diversification of which is regarded by the government as the
ey to sustained growth. As 3razil's exports expanded at a 17 nercent pace
over the 1967-72 period, coffee exports — although increasing in absolute
terms — declined from 44 to 27 percent of the total. 1In large part this
is attributable to rationalization of exchange rate policy. The Government
also has mounted a system of incentives for manufactured exports which
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promises to enable them to surpass coffee as exchange earners in a few years.
is now implewenting a program of "export corridors” designed to increase the
competitiveness of Brazilian coarse grains, soybeans and beef exports by
sreatly improving marketing infrastructure. As a corollary to its export
promotion efforts, Brazil has liberalized the importation of capital and
intermediate goods; not in the sense of reducing nominal tariff rates but

of freely exempting such goods from import duties,

14. As is implied by its sectoral growth targets, the Government also
intends to improve the sectoral balance of growth. It is working to add
technological improvement to the impact on agricultural output of increased
use of the land factor which, until now, has been the predominant cause of
agricultural growth. Agricultural price supports and credit nave improved
the internal terms of trade of the sector and the governmeunt now is concen-
trating credit resources on the acquisition of technical inputs and is
investing in programs desisned to accompany this with improved agricultural
research and extension racilities. The export corridors program will tend
to 2qualize as between industry and agriculture the benefits of external
econonies especially in the form of transport and marketing facilities.

15. Improvement of the internal terms of trade of agriculture is ex-
pected to be rounded out by increasing the efficiency of the industrial
sector. To a certain extent this is a question of scale; expansion of
nitrogenous fertilizer production facilities, for example, should permit

the Government to lower the 95 percent level of effective protection present-
ly afforded Sao Paulo producers. 1In large part it is a question of increas-
ing exposure to competition of industries where nominal tariffs already are
The rapid growth of manufactured exports is helping in this

ince it is accustoming domestic industry to external competition
asing the scale of production in some lines. Finally, for Brazil's
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of the sector, as compared to one agricultural credit for every four farms
in Brazil as a whole agricultural credit incidence in the Northeast is about
one per 16 farms; as compared to one tractor for every 17.6 farms in Brazil
as a whole, there is one tractor for every 366.3 farms in the Northeast.

17. Evoiving from the reservoir building phase of the 1950"'s, the Govern-
ment's Northeast regional development strategy in the 1960's concentrated on
Northeast industrialization. It was, in part, because of this program

that the growth of Northeast output could keep pace with that of the rest

of the country in the 1960's, but the cirect employment effect of the progran
was small, especially by comparison with the rapid accumulation of urban
underemployment. The Government has established a revenue sharing mechanism

which transfers central government savings to the Northeast for regional de-
ne percent of GDP -~ or 5 per-—
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y 1 rcent during the 1960's as public GXPEUULLHIES on cducation rose
from 2.1 to 3.3 percent of GDP and literacy in the population 10 years of
ase and older increaseud from 60 6 to 68 0 petceut. Despite these substan-

low and highly skewed regionally and s;ccorally. In 1970 only about 16
percent of the labor force had lower cycle secondary school training or
better; in the Northeast only about 8 percent of the labor force had such
training; in agriculture, only about one percent. The barriers inpeding
progression of primary schoel matriculants into secondary school are many.
Inefficiency is an important one, because of high dropout and repetition
rates the system now has to provide about 3 student years of teaching for
every student graduated from the 4 year primary cycle; in the Northeast it
has to provide about 11 years. Other important barriers include the stiff
secondary school entrance examination, the paucity of secondary school
facilities and their lack of vocational curricula, especially serious in an
environment in which early entrance into the labor force is a necessity.
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19. In 1971 the Government promulgated legislation completely reform-
ing the education system. The reform moves grades 5 through 8 back from

the secondary into the primary cycle and greatly increases the vocational
content of the curricula for these four years. Thus, primary school graduates
now will be equipped with skills enabling them to take up productive employ-

ment even if they do not go on into the new 3 year secondary cycle. Brazil's
overall education reform contains many other elements, one of the most at-
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tractive of which is the nationwide adult literacy campaign, underway since
1970 which has as its goal reduction of illiteracy in the 15 to 35 year old
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age group from 8 to 2 million persons by 1974. As specified by the 1972-74

public sector budget, expenditures on education are to rise to 4.5 percent

of GDP by 1974 while primary (new definition) and secondary school enrollments
increase at average annual rates of 8 and 19 percent respectively.

20. The financial and administrative burden impcsed by these ambiticus
goals is enormous and most of it falls on local governments. The goal of
increasing the coverage of Brazil's urban water system from the present 55
percent of the urban population to 80 percent by 1980 also burdens local
government enormously despite the fact that half of the cost of this program
will be financed by the National Housing Bank and external lenders. Finally,
the rapid growth of Brazil's major urban agglomerations has imposed a third

major burden on the center-south states, namely that of financing tremendous-—
ensive systems of mass transport. Thus, another major issue of develop-
nfronts the government is the distribution of taxing
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ious levels of government.
s total tax burden presently is a very high
GDP and is tending to increase owing to improvements in tax elasticity

aCﬂleVéC\ in recent yeai"S. bencra.l. governmenc revenues nave .LIH_I'EdeQ much
more rapidly than local revenues. Moreover, the revenues of the more devel-
oped states are increasing more rapidly than those of the less developed omnes
owing in part to the nature of the state value added tax which is shifted
forward to consumers, thereby benefitting exporting states at the expense of
importing states, and, in part, to the tax holidays being conceded by poorer
states to attract industry. Recently, the Northeast states, responding to
difficulties in financing education and health programs, requested that the
state value added tax on interstate imports be split between the state of
origin and the state of destination. Since the bulk of interstate trade
takes place outside of the Northeast region, the overall effect of such a
measure would be entirely out of proportion to the resource needs of the
Northeast. 1t would mainly benefit other relatively affluent states in the
Center-South at the expense of the major exporting state, Sao Paulo, which,
while also relatively affluent, confronts Brazil'’s most severe urbanization
problem. The Central Government shares its revenues not only with the North~
east but with all states and municipalities in Brazil. Not only are its
taxes more elastic than those of the states but its current expenditures are
likely to increase less rapidly. Thus, at least part of the solution for the
poor states' revenue problems may be for the central government to increase
its tax sharing. Present sharing arrangements are progressive as participation
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in shared revenues is inversely proportionate to per capita state product,

but largely automatic. Additional revenue sharing should be selective and
contingent upon adequate efforts on the part of the state to geunerate revenues
and upon the capacity of the state to absorb additional resources.

22. The final major component of the Government's development strategy
is additional import substitution. Opportunities for such substitution on

an economic basis are by no means exhausted in Brazil. In part, they relate
to needed, and either ongoing or planned, expansion of existing production
capacity where expansion will not omly substitute for imports but have a
beneficial impact on domestic efficiency. This is the case of ongoing steel
industry expansion and of expansion of nitrogenous fertilizer productiocn.

In part, they relate to new activities with respect to which Brazil has some
comparative advantage. This is the case of the planned mining and processing
of Brazil's considerable copper deposits in Bahia. It is also the case of
Brazil's first petrochemical pole, now being installed in Sao Paulo, and of

a second one, to be located in Bahia near natural gas reserves already identi-
fied in that state, and others being prospected on the continental shelf off
the state of Bahia. In addition to natural gas Brazil has another, more
important, comparative advantage in petrochemicals production, the massive
size of the domestic market.

23. Perhaps the most serious question with respect to additional import
substitution, however, has to do with the expansion of the domestic capital
goods industry. This industry had increased its share of the domestic equip-
ment market to 78 percent by 1967. However, with the absorption of excess
industrial capacity in 1968 and 1969 and the very rapid overall rate of

growth the country started an investment boom with which domestic equipment

suppliers were unable to keep pace Although they increaged their output
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at a 17 percent pace over the 1968—71 pe riod their share of the domestic

er vear as equipment imports increased

market dropped to 72 percent in the lat ear as equip inc

at a 23 percent pace in real terms,

24. Domestic sources of long-term loan capital are expensive; the
interest cost of such canital nroenﬁr'lv averaces about 12 to 14 percent in
real terms, much higher than in the developed countries. Brazil's capital
eguipment suppliers have been at a disadvantage vi g—a-vig their foreion
egquipnment supplier age vis their foreign
competitors in respect both of the cost and term of suppliers credits.
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and authorized it to make suppliers' and buyers' equipment loans on terms of
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Although expanding rapidly, FINAME operations covered only 4 percent of
total Brazilian equipment cutput in 1571. Moreover, they were concentrated
on shelf items like heavy trucks whereas the major need is for the financing
of made-to-order items. Late in 1572, therefore, the government opened a
new line of FINAME credit for made~to-order equipment. This credit line
features terms of up to 15 years and interest over monetary correction of

3 to 6 percent.
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25. Another factor which has worked against the domestic capital goods
industry, especially with respect to made-to-order items, has been liberal
exemption from import tariffs of imported equipment. In international
competition -- that is, under international competitive bidding in connection
with Brazilian investment projects financed by official lenders — Brazilian
equipment manufacturers, with a 15 percent preference margin, have supplied
about 15 percent of the equipment procured. Thus, in addition to expanding
and reorienting FINAME operations, the Government is considering lowering
tariff rates on capital goods and modifying its system of tariff exemptions.

Structural Problems: Labor Absorption by Manufacturing Industry

26. There are a number of additional structural issues associated with
the Government's development strategy. One of these is the question of

labor absorption by manufacturing industry, Brazil's growth leader. Present-
ly, this sector accounts for 15 percent of Brazil's GDP but only 8 percent of
its employment. Over the last two decades employment in the sector increased
at a 3.2 percent annual pace or only 40 percent as fast as the increase in
manufacturing value added. Since 1967 the elasticity of manufacturing employ-
ment creation has been only 25 percent, owing in part to the more rapid growth
of the capital intensive subsectors, especially chemicals, and also in part

to the fact that employment in the textile industry has been reduced in
absolute terms with the reequipment of some firms and the bankruptcy of others.

27. In 1970 monthly wage rates in manufacturing averaged the equivalent
of USS100, putting their recipients in the 9th decile of Brazil's size dis-
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tribution of income. Additionally, however, employers bore non-wage burdens

totalline 43 nercent of wace rates in the form of the many payrol‘l taxes
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which finance a variety of important social programs These taxes have been

increased very rapidly over the last two decades.
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28. It has been asserted that distortions in labor and capital costs
have impeded labor absorption in Brazil. While loan capital was cheap in

the past, in general this is no longer the case As noted, domestic loan
capital is quite expensive. Equity capital is becoming available in sig-
nificant quantity through the stock market as a result of institutional
improvements and fiscal incentives for investment in equity shares. However,
not only have new issues tended to be underpriced until recently because
investors were accustomed to large capital gains, but only just now are entre-
preneurs relaxing their resistance to going publi These facto ar ££-
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set to a certain extent by the easy availability
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29. Attempts to correlate the slow pace of labor absorption to labor
costs alone have foundered by virtue of not beilng able to take into account
technological constraints which, in fact, are likely to have presented
entrepreneurs with little alternative as to factor mix in specific production
lines. On the other hand, increases in labor costs associated with burgeoning
payroll taxation, together with earlier distortions in capital costs may have
skewed the structure on industry, concentrating it more than need be on lines
which necessarily are capital intensive. Thus, it would seem to be desirable
toc replace, to the greatest feasible extent, the payroll taxes with neutral
sources of financing for the Government's social programs.

30. One such neutral source would be application of some form of pay-
as-you-go to the discharge of corporate income tax liabilities. Presently
these are discharged in 12 consecutive monthly installments commencing in
February of the year following that in which the income was earned. If
these payments were subject to full monetary correction and interest, the
resulting increase in corporate income tax yields would approximately equal
current net accruals to the Tenure Guarantee Fund which finances Brazil's
housing program. The government fears, however, that the reduction of
after-tax profits which would result from such application of pay-as-you-go
would be detrimental to investment. The financing of corporate investment
presently is heavily dependent upon retained earnings. Consequently, the
Government is considering replacement of some of the payroll taxes with
higher value added tax levies on consumer durables and luxury goods.

Agricultural Credit, Extension and Research

31. Through directed credit mechanisms, Brazil has increased the stock
of agricultural credit from 21. 9 percent of gross agricultural product in

1967 to 37.5 percent in 1971. As part of its pollcy to improve the internal

terms of trade of thig sector, it subsidizes agro—credit, limitin ng agro-int
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32. Although there are no data permitting firm definition of unsatis-
fied agro-credit demand, lack of smallholder access to agro-credit may be a
serious problem. As indicated, only about one in every four farm establish-
ments benefits from agro-credit. The government has created a cooperative
credit bank but this institution has been unable to mobilize deposit
resources and, moreover, has had its capital eroded by negative real interest
rates, by high default rates and by unenthusiastic management. It would
appear to be worthwhile for the Govetrnment to investigate the feasibility

of a special program in this field; one which would provide increased capital
support (including provision to cover a measure of default and the difference
between nominal borrowers' rates on the one hand, and the rate of inflatiom
plus administrative costs on the other), a more adequate institutional
framework and coooperative organization and extension work in the field.

33. Expanded and better research-based extension services are required
in any case, especially now that the Government is emphasizing modern inputs
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n of financial rates of return and avoiding windfall
of the sharp agro-price fluctuations to which Brazil

g the export goals of the export corridors

3 ing s pro-
gram would boost exports of coarse grains, soybean and meat from 1.2 million,
1.1 million and 150,000 tons, respectively, in 1971 to 5.0 million, 4.0
million and 500,000 tons late in the 1970's. These export surpluses are
feasible, if Brazil achieves reasonable improvements in crop and livestock
productivity, avoids deterioration of beef producers' prices and continues

to bring new land under cultivation at about the same rate as in the past.
Success in achieving export corridors program goals would greatly facilitate

overall export growth.
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36. Brazilian coffee is at the outset of its third production cycle
since 1918. Average annual production capacity has been reduce to about

22 million bags, or to about 80 percent of total annual demand, as the result
of the mid-1960's diversification program. Stocks, which totalled 71 million

bags in 1966, have been reduced more rapidly than expected, owing largely to
the 1969 frost which held 1970 output to only 10 million bags. By June 1372

stocks totalled only 27 million bags. The Government has established a
program to plant 600 million trees over the 1972-74 period and to increase
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the average productivity of old trees through better tree spacing and applice-
tion of fertilizer and pesticide.

37. However. coffee producers face problems not prevalent at the outset
of either of the two previous production cycles. The last cycle expanded
cultivated area into the frost zone of northern Parana, exposing production
to a climate risk not previously confronted In 1970 Brazilian coffee areas
were invaded by a fungus known as ''coffee rust" which, while controllable,
raises the cost of coffee production. ¥Finally, and probably most seriously,
no mechanized technology has been developed for coffbe production which

puts it at a disadvantage vis—a-vis production of the crops promoted
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emerging rural labor shortage in the Center-South.

38. The Government has increased coffee relative other
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Regional Development Programs

39. Two of the problems associated with Brazil's regional development

programs have already been mentioned; (i) the skewed distribution of agro-
credit; and (ii) the fact that local governments in the Northeast may need
additional revenue transfers from the Central Government in order to finance
education, water and sewerage and other infrastructural programs. With
particular regard to rural development in this region, however, there is a
converse problem; the capacity of the region to absorb rural development
resources efficiently is quite limited. In part, this is attributable to
the inefficiency of public agencies operating in this field and to the
failure of the government to develop any one agency to which clear authority
for overseeing the rural development effort could be delegated. A good
example of the type of problem which results is the fact that the sugar
reorganization program, which will liberate considerable land and labor
presently underemployed, has not been accompanied by planning for the
occupation of these factors.



-xiii-

40. Another reason for limits on the capacity of the Northeast to absorb
rural development resources is lack of an adequate research base. As part

of its overall agricultural research program and in connection with a proposed
agro-industries project for the Northeast, the Government is beginning to

try to fill this gap. As indicated, its efforts merit fullest support.

41. Finally. the overall program allocates a very large part of avail-
able resources to the congtruction of Transamazon and peripheral trunk roads
which are not altogether necessary for its settlement and rural development

goals.

Income Distribution

42, Although the overall growth and management of the Brazilian ecconomy

in recent years has been outstanding, Brazil continues to experience unequal

3

distribution of income accompanied by considerable incidence of absolute

poverty. In 1970, the most affluent 20 percent of Brazil's income earners
received 62.2 percent of total money income while the poorest 20 percent re-
ceived 3.2 percent of total money income; i.e., the richest one-fifth of the
population received 19 times as much income as did the poorest cne-fifth.
There was a substantial reconcentration of income during the 1960's; in 1960
the income received by the most affluent fifth of the population was 16 times
as great as the income receéived by the poorest fifth. Absolute increases in
money income levels were achieved in every decile of the size distribution

of Brazilian money income durinmg the 1960's. In the 9th and 10th deciles —-
the highest income brackets -- the increases were greatest, averaging 3.1 and
5.2 percent annually in real terms, respectively. In the lowest four deciles
annual increases in real money incomes averaged 1.7 percent. In part, the
increases reflect increased monetization of the economy.

43, The distribution of income was compared with other population

characteristics and it was found that changes in these characteristics prob-

aoly epr.aJ.n about half of the overalil reconcentration of income which took
place. These changes include the decline in the average age of the labor
force, increasing female labor force participation, and increasing labor
force concentration in urban areas; incomes being more unequally distributed
in wurban than in rural areas although lower in the latter. Perhaps the most
important change in labor force characteristics from the income distribution
point of view, however, was the fact that, although they remain a small part
of the labor force, workers with lower secmndary cycle education or better
increased much more rapidly as a percentage of the labor force than did work-
ers with primary education only. Since the average income of these better
educated workers places them in the 9th and 10th deciles of the size distri-
bution their relative increase deteriorated the overall equality of the
distribution,
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44, Both the high wages commanded in Brazil by workers with technical
training and the superior social status of the parents of students with upper
school academic training probably enter into the explanation of the impact on
income distribution of changing education characteristics. It may be that
the emphasis now placed on technical education will continue to have a nega-
tive distributional impact until such time as the dualism of the Brazilian
economy is substantially alleviated. In any case changing labor force
characteristics probably explain only a part of the income reconcentration

of the 1960's. The rampant inflation of the early 1960's played a role in
this process; subsequent stabilization and its adverse effect on lower income
groups, to some extent inevitable, was another factor.

45. In 1970 the incidence of absolute poverty in Brazil continued to
be high: one-third of total income recipients were receiving less than
Brazil's lowest legal minimum wage, about US$25 per month. It should be
added that the comparisons of changes in real terms suffer from more than
the usual statistical limitations in view of the degree of the Brazilian
inflation.

Development Prospects

46. The major thrust of the Brazilian Government's development strategy
is to sustain the maximum rate of growth compatible with balance of payments
viability. While Brazilian economic planning nominally aims at growth rates
in the 8 to 10 percent range, the annual average increase in GDP over 1971-72
has exceeded 11 percent. The increasing levels of aggregate demand associated
with this rate of growth have produced a rapid expansion in the external re-
source gap. Analysis of the probable future availability of external credit
resources and Brazil's debt servicing capacity indicate that it will be diffi-
cult to continue financing resource gap of the magnitude experienced in 1972.
In order to stabilize the size of the resource gap, the rate of growth of
imports must be held below that of exports. This could be accomplished by
moderating the rate of growth to 8-9 percent per year. Alternatively, the
ifted sharply upwards, as shown below.

47. Analysis of the prospect for Brazil's exports indicates that growth

rates on the order of 13 to 14 percent in real terms, or 16 percent in nominal

terms are sgugtainable. On the other hand, import requirements are alse likely

to be high. Most excess industrial capacity had already been absorbed by
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be expected to rise. Future requlrements for imported capital goods will re-
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the period 1968-72, import demand elasticity has been 1.7. With marginal
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pace could result in a widening resource gap which could be sustained only
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48, Data on domestic saving indicate that, although increasing, they
have not kept pace with rapidly expanding investment opportunities or with
the correspofnding rapid increase in outlays for both public and private in-
vestment which have been taking place. Even sustaining a growth rate in the
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nation's internal saving capacity. The public sector currently accounts for
60 percent of total domestic saving and current revenues have tended recently
to grow more rapidly than GDP and current expenditures. Thus, public saving

is expected to continue increasing. On the other hand, the Government does
not seem to have adequately considered the implications of its growth strategy,
which emphasizes production of consumer durables, for private saving.

L9, While growth in the 10 to 11 percent range may not be sustainable
over the longer term, it should be possible to sustain growth at an 8 1o 9
percent anmual rate, Growth rate of 8.5 percent anmually would moderate the
expansion of import requirements as a lower import elasticity of demand could
be expected. Some dampening of growth would give the domestic capital goods
industry a chance to regain some of the domestic market share it has lost
durlng the past five years, Although the resource gap would contime to
widen somewhat for the next five years, even aleng an 8.5 percent growth

path, it would average US$l.3 billion over 1973-78 (compared to US$l.l billion
in 1972) and will have begun to turn down by the end of the period.

50. Disbursements of official external loans have increased markedly

in recent years but, at US$0.5 billion in 1972, they were still well below

new official loan commitments. Not only the buildup of the pipeline of offi-
cial loans, but also the fact that investment projects calling for the com-
mitment of some US$8 billion in external finance over the next few years

have been defined by the Govermment, and listed by this report, suggest that
the volume of external loan disbursements will continue to rise very sharply.
The direct foreign exchange component of the projects listed averages about

16 percent of total project cost, and the indirect foreign exchange component
of locally supplied equipment and civil works brings the total foreign exchange
component up to around 30 percent of investment costs. On the other hand,
financing will have to average about 40 percent of total project cost if
Brazil's requirements for external medium- and long-term loans capital are
to be met. On the average, therefore, external lenders should plan to cover
not less than 40 percent of project costs, and to accept that on the average
25 percent of their loans are applied to local expenditures. Since suppliers'
credits will be available for local expenditures only to a slight degree,
official lending agencies should be prepared to have more than half of their
lending apply to local costs. Even assuming however, that official loan
commitments rise by 50 percent above 1972 levels as of 1975 and that suppliers
finance about one-third of Brazil's capital goods imports -— as they have
recently -- Brazil would still need to cover a significant portion of its
exchange requirements with extermal financial credits if the resource gap
does, in fact, average US$1.3 billien.



51, Accumlation of financial credits accounted for US$3,2 billion of
Brazilts YTQSF'.A 6 billlion extarnal debt dishmraed as of the end of 1971, In

1972, more than US$L.7 billion in gross loan capital, of which more than
TTQ‘R'LQ‘ was in the form of financial credits, flowed into Brazil Mnaneial
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credits represent, to some extent, a substitute for foreign direct investment

which takes this form because of more favorable tax and administrative treast-
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ment accorded to interest payments than to profit remittances. They are

also a result of foreign borrowing by Brazilian private and public enter
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reflects the attractiveness of Brazilian prosperity and stability to the

international finsnecial camunitvy., However, the accumlation of finaneial
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credits has been greater than the Government expected and in order to prevent

accumlation of this f‘nrn-!aq daht from nnnq-‘na 1-ln-n-!ﬂ-i+1r nrcblems, tha
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authorities have imposed comprehensive controls on debt maturities, The
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two years in 1971, In addition, the Government is following a monetary

policy vhich results in substantial foreien exchanee reserve acciumulstiasn
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The need to offset much of the increase in financial credits with foreign

exchange reszserve accumilation reduces greatlvy their contribution toward
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financing the resource gap. These credits are only a partial and imperfect

substitute for lone-term pan'Huﬂ and they camot be derended wmon on such &
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large scale as in the recent past, if the debt service burden is to remain
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billion he end of 1972, of which financial credits are $5.. billion. The
countrvis overall debt gervice ratis ig vary hish. 4+ was Gl manaand 4. 1979
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and, because of debt accumulate during the year, it will be higher in 1973,
However. the buildim of foreilsn saxchangse reservas., whish will axpaad Todl,
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billion by the end of 1972, should be taken into consideration in appraising
international liqouidi .
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accumulation makes Brazil more liquid than it was in 1968 when the accumil-
ation of debit commenced An owverall liguidity 3ndicator would have +to take
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into account Brazil's "free" reserves-- l.e., that portion of reserves in

excess ¢of a2 gcertain mintmm. defined by this report a 2L amn Tt mand O
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three months' imports -~ as well as debt services and exports. In Brazil
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improved from 53.8 percent in 1968 to 31.7 percent in 1972. It is thus clear
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this, the country's economic management is of such demonstrated high caliber
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willingness of external financial creditors to continue to expand their assets
in Brazil and on the Govermment's management of this debt and of its
implications for aggregate demand, In 1972 the reserve buildup assoclated
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in October, the Government imposed a marginal, 25 percent reserve require-
ment on the cruzeiro counterpart of financial credits. The most important
effect of this requirement was to increase the cost to the borrower of finan-
cial credits. Thus both borrowers and lenders may in the future be unwilling
to increase Brazil's financial indebtedness at the same pace as in 1972,

55. External financing requirements associated with sustaining an 8.5
percent growth rate over 1973-78 would result in a somewhat less favorable
external debt picture than at present. By 1978 the overall debt service ratio
would amount to about 70 percent, compared with 54 percent in 1972, On the
other hand, the overall liquidity indicator -- which, in effect, subtracts
"free'" reserves from the debt burden —-- would improve slightly, from 31.7
percent in 1972 to 29.5 percent in 1978. Despite reserve buildup, good ex-
port performance and strong support from private lenders, Brazil's external
capital requirements are so large as to require as large a volume of long-
term capital as possible from official lenders.

The Government believes that sustained, rapid growth is the most
to increase the total welfare of the community.
it hag been introducing some programs designed to
Social programs
n education, urban housing and nnfrition= Some of these
hers are still small scale; nevertheless, they indicate
ities of broader social goals.
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tion, the balance of payments

issue of great distributional significance.
a likely if not an inevitable outcome of external liquidity problems.
"stop and go'" development in the future, therefore, would appear to be

ing

an important component of equitable development strategy.
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social security type programs.

Although it seems far removed from the question of income distribu-

analysis of this report in fact deals with an

Regressive wage policies are
Avoid~

It is thus doubly

encouraging that the Government attaches great importance to the steadiness
as well as to the overall magnitude of Brazilian economie growth.






1. FRAMEWORK OF THE REPORT
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1. A few r:ara;’zrajohs are required to ex lain

report, the tvpe of field investigation upon which it is based and its
interrelationship with previous work, particularlyv that contained in the
IBPD's last economic report on PBrazil, WH-210a of November 30, 1971,

2, WH~210a examined Brazil's macroeconomic performance and strategv

for overall economic growth. It was justifiablyv enthusiastic about the
enormous improvements made bv Brazil in recent vears, first in bringing
aggregate demand under rational control, reestablishing order in the balance

of pavments and reducing the rate of inflation to tolerable dimensions in

the process, and then in enormously improving domestic savings capacity and

in expanding and diversifving exports, WH=-210a examined in detail the

elements which are crucial to Brazil's strategy for rapid economic growth:
private and nublic savings mechanisms; the system of incentives for manufac-
tured exports; external debt manapement. WH~210a noted that there had been

a change in incomes policy designed to give the worker a fairer share of the
benefits of growth, but did not go deeply into the question of income distrib-
ution because of date limitations. WH-210a did call attention to the changes
in policv for developing Brazil's poorest region =~- the Northeast —- then

being made but was unable to evaluate these policies bv virtue of their still
being in the formulation stage. WH-210a also testified to the need for further
investigation of structural problems in the agricultural and industrial sectors
which treatened to impede balanced growth, Finally, WH-210a tentatively
evaluated the public investment program and its link to the balance of payments
but noted that further work would have to be done when the Government's 1972-
74 Investment Budget was available.

3. The investigative work undertaken in support of the present report
responded to these gaps. Early in 1972, a mission was dispatched to North-
east Brazil to evaluate the program for developing that region. Special
emphasis was given to the rural development, social infrastructure and
industrial expancion components of the program as well as to the capacitv of
the Federal Government to generate the interregional resource transfers
which would be called for.

4, A number of other investigative missions took place during 1972,
The anmpronriateness of the product mix of agricultural output in Central-
South Brazil was examined from the point of view of internal demand and
export onportunities. Agricultural institutions also were studied, partic-
ularlv those for research, extension and agricultural credit. It had been
noted that Brazil's traditional industrial subsectors -- textiles, clothing,
shoes and other leather goods -~ were lagping behind the rest of the indus-
trial sector in their development, These sectors are very significant
sociallv since thev are labor intensive and produce wage goods. Thus, a
mission investigated these sectors in detail and covered as well the ferti-
lizer subsector, so important for agricultural growth, Missions to survey
the power, transport and telecommunications sectors were also dispatched so
that respective components of the public investment program could be proprerly
evaluated and Brazil's overall need for public investment resources more
realisticallv assessed.



5. The year's final mission updated information on socio-economic
development policies at the national level. Both the Government and indepen-
dent researchers had utilized the results of Brazil's 1970 census in quantify-
ing and analyzing income distribution and the results of this work are dealt
with in this report. A more comprehensive identification of the project-by-
project needs for external finance of the public sector investment program

was made possible by the considerable institutional progress with respect to
project identification and control made by the Brazilian Government. New
departures in debt management policy permitted a more realistic forecast of
balance of payments developments and evaluation of external creditworthiness.

6. This first volume of the report attempts to summarize the results
of all this work. The various other volumes attempt, respectively, to:

(1) compile in accessible form the mass of statistical data which
was accumulated (Volume II);

(11) describe and quantify in both detailed and summary form public
sector investment projects suitable for external financing
(Volume III);

(1ii) evaluate the efforts being made to develop Brazil's Northeast
region (Volume IV);

(iv) analyse in detail population, employment and education trends
in the Northeast (Volume V);

(v) analyse the problems and prospects of agriculture in the
Center-South Volume VI);

(vi) analyse in detail the textile, leather goods and fertilizer
subsectors (Volume VII); and,

(vii) survey the power sector (Volume VIII),.

7. Its authors have the feeling that the report does not do justice
to the wealth of information so generously made available to them by the
Brazilian Government and, more particularly, by the hundreds of Brazilian
and foreign administrators and technicians whom they visited. 1In large part
this is due to limitations of time, Hopefully, however, the report does
deal with the major elements of Brazil's economic progress, problems and
prospects.
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II. ECONOMIC AND SOCIAL TRENDS

A. Factor Endowment and Historical Development

£ X L L 3 11lS s &

8. Totalling some 3,286,000 square miles, Brazil's land area is the
world's fifth largest. Ponu]atinn—wigp Brazil ranks seventh in the world.

In 1970, Brazil's population totalled 93 2 million persons and its average

population density amounted to 28.4 persons per square mile, Brazil's popu
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11
tion is highly concentrated along or near its 4,600 mile Atlantic coast line.

A
Some 18 million Brazilians, or 19 percent of the total population, resgide in

cities of more than one-half million residents. Only one of these cities —-

— £ +h
Brasilia, the new capital is located in the interior, Vast areas of the

country, particularly the Amazon region and the far-western state of Mato
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Grossc have population densities well below one person per square mile and

have been exploited economically very little. Variation around the US$410
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rtheast Brazil, a region comprising nine
of Brazil's 22 states and containing 30.8 percent of ita population, amounted
to about half the national average and to approximately one fourth of per
capita incomes in the relatively affluent states of Sao Paulo and Guanabara.
9. Brazil has a very favorable factor endowment which begins with its
continental dimensions, Subsoil resources presently being exploited on a
large scale include iron ore, manganese, bauxite, lime stone, petroleum,
natural gas and coal. Copper and tin reserves have been identified but have
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not yet been Lapped. Brazil is a maJor world exporter of iron ore and
manganese. On the other hand, it 1is required to import about two-thirds of
its petfcleum requ1remencs ana aDOUC IU percent OI tne coxlng coal consumea
by its steel mills. Three major river gystems -- the Amazon, Sao Francisco
and Plate —-- will permit Brazil to rely predominantly on hydroelectric generat-
ing facilities to meet rapidly increasing power demand for some time to come.
These rivers, together with the long and accidented coast line, facilitate
internal transport and international trade. Brazil's wide continental shelf
contains excelient fisheries, particulariy of high value species such as
lobster and shrimp. Forest resources are enormous. Unfortunately, readily
accessible hardwood stands in coastal areas as well as the once rich pinewood
forests of Parana have been seriously depleted. The Amazon region, however,
contains about 250 million hectares of tropical rain forests which will be-
come more accessible to exploitation with the Amazon highway program current-
ly being implemented by the Government. Brazil's arable land area amounts to
279 million hectares, or about 33 percent of its total land area, of which

88 million hectares have yet to be cultivated. A wide range of climatic zones
permits Brazil to meet all of its food requirements, save for about one-third
of its wheat consumption, and at present, to be a major exporter of coffee,
cotton, cocoa, sugar, corn, soybean, tobacco and beef. As of 1970, Brazil's
cattle, hog and sheep populations totalled 76, 66 and 39 million head,
respectively, Brazil has maintained a very liberal attitude toward immigra-
tion, Consequently, its original Portuguese, African and Dutch settlers have
in the last several decades been joined by waves of immigrants from western,
central and southern Europe, the Levant and Japan. Today the ethnic hetero-



geneity of Brazil's population, at least in the central and southern regions
of the countrv, is reminiscent of that of the United States.

10. Brazil's colonial period ended in 1822, 1In that vear the son of
the then-reigning Portuguese King declared the country independent and was
crowned Don Pedro I, Emperor of Brazil. The Brazilian monarchy endured

until 1899 when, in a period of economic turmoil largely attributable to the
abolition of slavery one year earlier, Don Pedro II abdicated in favor of a
republican government headed by General Deodoro da Fonseca. Successive booms
based on the production and export of primary products dominated the econony
until World War I and to a diminishing but still important extent until the
post World War II period. Brazil-wood cutting and sugar cane planting and
processing stimulated the settlement of the littoral in the Northeast and
Central regions of the country beginning in the 16th centurv. Gold and
diamond mining prompted settlement of the central state of Minas Gerais in
the 17th and 18th centuries, Natural rubber production brought planters into
the Amazon jungle late in the 19th century and prompted the construction of

a major city, Manaus, at the junction of the Negro and Amazon Rivers 1,000
miles from the sea. However, with the emergence of rubber production in the
British and Dutch East Indies in 1910 Brazil's rubber exports, suffering from
the comparative disadvantage of long haulage to the nearest Atlantic seaport,
dropped from 90 to 10 percent of the world total, reducing total Brazilian
exports by one-third. Cocoa production in the Atlantic littoral of the state
of Bahia and cotton production in the interior regions of various Northeast
states provided a new impetus for the Northeast early in the 20th century but,
at least in the case of cotton, was prevented from leading to sustained
regional development by the periodic droughts which have afflicted the North-
east's inland plateau during the last several decades. Large scale coffee
production began in Brazil late in the 19th century, eventually bringing
planters into the interior of the states of Sao Paulo and Parana and accounting
for the bulk of Brazil's exports between the two World Wars and through the
early 1960's. However, the difficulty of adjusting production capacity to
external and internal demand led to problems of stock accumulation and price
fluctuation which not nn]v v1pldpd sharp variations in export earnings but
also constituted a major source of internal inflationary pressure. Inordinate
dependency of the economy on one major primary product export was only over-

come with the emergence of large scale iron ore and manufactured product

exports as well as diversification of agricultural product exports since the
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nld 1960's. e

11. Industrial manufacture in Brazil was prohibited during the colonial
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by the prevailing free trade relationship with Britain as well as by lucrative
alternative investment opportunities in the exploitation of primary products.

World War I prOV1ded the first major impetus to Brazilian industry. Inter-
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diction of manufactured goods imports and a wartime economic boom in Brazil

provided a dynamic market for domeqtlcally produced manufactures. A second

lmchua was pIUVLUeu DV the CULLdpbe of the world COLIee niarket in the 1930°s
which moved investors out of coffee and into industrial activities. World
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War II induced a broadening and deepening of Brazil's industrial structure
which until then had been concentrated in textile production and agricultural
products processing; Brazil's first large steel mill was installed in 1944,
Political changes supported the industrialization process. Until 1930 the
presidency had alternated between the rural oligarchies of the states of
Sao Paulo and Minas Gerais and the legislature as well was structured so as
to give predominant weight to the interests of rural landowners. 1In that
year, military intervention installed Rio Grande do Sul Governor Getulio
Vargas as president. Independent of the primary commodity power groups,
Vargas gradually evolved a politico-economic strategy calling for the in-
stallation of import substituting industry behind high tariff barriers and
for the construction of a political power base in the government organized
and preferentially treated industrial worker class.,

12, These policies were continued through the presidency of Juscelino
Kubitschek which >nded in 1960, By that year industrial value added con-~
stituted 32 percent of Gross Domestic Product, agriculture 23 percent and
services the remaining 45 percent., In terms of economic growth, the strategy
was quite successful, as annual increases in output averaged 7 percent through-
out the 1950's, However, by failing to provide for balance in the structural
evolution of the economy this strategy yielded stresses, manifested by
accelerating inflation and balance of payments problems, which eventually
stymied the growth process.

13, Investment in the infrastructure needed to support rapid industrial
growth, together with attempt to absorb the rural undereuployed who swelled
urban populations at an even faster rate than the overall 3.1 percent annual
demographic growth rate experienced by Brazil during the 1950's, expanded the
financial burden of the public sector much more rapidly than its effective
taxing power. Resort to the printing press to finance resulting deficits
provided an inflationary impetus which soon resulted in severe secondary
distortions. One of the worst of these was a system of multiple and over~
valued exchange rates which discouraged exports and imposed an additional
burden on government finance in the form of subsidization of essential
imports. Another was distortion of the price of capital which inhibited
voluntary private savings and destroyed capital market institutions. Coffee
played a particularly disruptive role. Although its policies emphasized
industrialization, the goverment during the last half of the 1950's did not
take effective steps to discourage the overproduction of coffee which had
been induced by world prices in the upswing phase of the world coffee cycle
during the late 1940's and early 1950's. The 50 million bags of surplus

stocks accumulated by the Government during the 195660 ppr-lnrl not only added
to inflationary pressures but also contributed to a drastic decline in world

14, The Quadros and Goulart administrations which governed Brazil from
1961 until 1964 were unable to cope with the economic distortions which by
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U.S. dollar price for Brazilian coffee exports having declined from USS$0.70
per pound in 1955 to US$0.30 per pound in 1963, Brazil experienced successive
balance of pavments crises in the early 1960°'s and had to reschedule its
external debt in 1961 and 1964, By 1963, the growth of the economy had come
to a near halt and per capita product registered a 1,2 percent decline in that
year.,

B. Recent Evolution of Economic Policy

15. Economic upheaval was certainly the underlying if not the immediate
cause of the revolution experienced by Brazil in 1964. The revolution in-
stalled the series of military govermments which continue to rule the countrvy,.
Although constituted by the militarv, these governments have relied on civili-
ian technicians and administrators for the management ot the economy. More-
over, while state ownership of production factors 1is widelv dispersed in
Brazil, especiallv in the form of mixed public/private ventures, the Govern~-
ment has increased the reliance of the Brazilian economy on the private
sector and on the price mechanism to allocate available resources. Private
entrepreneurship, both Brazilian and foreign, plays a key role in the Cpover -
ment's economic strategy. Thus, incomes policies attach great significance
to profit as a motivating factor.

Stabilization

16. Initially, the military Government was forced to attach dominant
priority to the reestablishment of economic order. Macro—-economic policy
during the 1964-~67 period was designed to restrain aggregate demand so as to
reduce the rate of inflation and to yield an external trade surplus which
would permit the retirement of the debt rescheduled in 1964 and of the
commercial arrears and "swaps' which had been accumulated. Policy elements
included, inter alia: (i) restriction of credit expansion in accordance
with ambitious price stabilization targets; (ii) reduction of the central
government deficit from the level of 4.3 percent of GDP which it had reached
in 1963; (iii) controls on wage adjustments which reduced their frequerncy
from several to one per vear for each salary group and sought to hold their
percentage value below prevailing rates of inflation; and (iv) unification
at a reasonable level of multiple exchange rates which previously had en-
couraged imports and discouraged exports,

Institutional Reform

17. These policies delayed the recovery of the economv from the crisis
of 1963-64., However, during the 1964-67 retrenchment period the Government
did take many institutional steps which eventually alleviated the savings

and foreign exchange constraints on growth and vastly improved the eff1c1ency
of resource allocation On the savings side, reforms were concentrated in
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reemergence of price distortions.



Fiscal Reforms

18. In the fiscal area, the Govermment sgought to rationalize both public
administration and the tax structure. With regard to expenditures these
reforms had the effect of decelerating sharply the rate of current expenditure
growth, especially for salaries, simultaneously with improving relative to

private sector salary rates the remuneration of key personnel As is implied

by the foregoing, the number of civil servants was considerably reduced; some

being retired out of the civil service (many of these still burden the treasury's
pension bill) and others transferred into the private sector. With regard to
revenues, numerous statutory changes have made the tax system very elastic to
(.nangEb nomlna.L GDP anu a.LSD naVe 1mpar1:ea to IC greac IJ.EXIDl.llty as a
counter-cyclical tool. Incorporated in the ambit of the fiscal reforms were

the decentralized agencies -- public enterprises in the transportation,
communications and energy sectors ~- particularly as regards the economic
pricing of their products. The effect of fiscal reforms is discussed more

fully in Chapter IV. It suffices to note here that, in addition to reducing

the pressure of fiscal deficits on the price level, they improved drastically
public sector savings capacity and the efficiency of pulilic resource allocation.
It is also appropriate to mention that while the reforms did not create a
highly progressive tax structure they certainly reduced the regressiveness

and inequity which previously existed, largely by reducing tax evasion across

the entire tax spectrum but especially in the income tax category.

Monetary and Capital Market Reforms

19, In the monetary and capital markets sector, the Government found the
tools of monetary management sadly lacking and private sector capital market
institutions atrophied almost to the point of extinction by the increasing
inflation of the 1950's and early 1960's. The Government created, for the
first time in Brazil, a central bank and equipped it with the entire gamut of
monetary management tools including —~ largely by virtue of the rehabilita-
tion of the Treasury's creditworthiness ~- open market operations. It pro-
mulgated and implemented the legislation necessary for the effective opera-
tion of capital market institutions such as system of housing finance, invest-
ment banking, mutual funds and securities exchanges. Perhaps most important-
ly, it introduced the principle of monetary correction of the value both

of fixed income savings instruments and of medium=- and long-term loans. Access
to external savings and technology was improved by legisiation lifting the
interdiction on remittance abroad of capital income -- profits, royalties,
technical assistance, payments =-- which had been imposed in 1962 by the

previous government.

Relative Prices

20. The correction of distortions in relative prices and the creation
of machinery to keep them from reemerging was a key element of the entire
reform effort undertaken beginning in 1964. This was the principle behind
public utility pricing policy and the monetary correction of capital market
instruments, Perhaps the most important application of this principle was
also the most delayed; the introduction in August 1968, of the flexible,

or "crawling peg", exchange rate policy. Although a reasonable unified rate
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had been estahblished in 1964, continuing inflation necessitated further
adjustment. Between April 1964 and August 1968 the exchange rate was adjusted
four times. The average magnitude of these adjustments was approximately 28
percent. Their magnitude and infrequency triggered speculation and resulting
problems with capital flight and monetary management and also discouraged
diversification of exports, particularly of manufactured exports. The small,
frequent adjustments characteristic of the flexible exchange rate policy have
eliminated speculation and contributed greatly to the recent upsurge of
manufactured exports hy affording the export manufacturer a firm dollar cost
and profit horizon.

Incomes' Policy

2%, These reforms delayed to a certain extent the achievement of price
stabilization as well as of steady growth. Initially they involved so-called
"corrective" price adjustments making up for the previous lag of certain
prices behind overall rates of inflation. Corrective price adjustments

not only exerted a heavy '"cost-push” impact on the price level but also.

in the context of the Government's wage policy and especially when wage goods
were involved, discouraged demand. The income distribution effect of this
set of policies deserves special emphasis. Rentals are a good case in point.
Rentals had been frozen for many years prior to 1964 and rental values
descended to ridiculously low real levels. The landlord-to-tenant income
transfer involved, along with the atrophy of institutions of housing financ

limited housing construction largely to that of luxury units in which the
1rhv invested as a hedge against inflation. However, the period of

correctiVP rental adjustments initiated in 1964 imposed a heavy burden on
labor whose wage adjustments tended to fall helow prevailing inflation rates
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until 1968, The same can be said of corrective adjustment of util

reversal of ome transfers which nreviously had decapitali
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public utilities also imposed a heavy burden on the wage earner.
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Moreover, iihilé t‘l‘ey formed part of a ration

of social security legislation introduced decades earlier bv Getul1o Vargas
the payroll taxes have discouraged the absorption of labor bv the industrial
sector,

Internal Terms of Trade

23. The Government did focus explicitly on intersectoral price distor-
tions during the reform period. At the outset of this period agriculture
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suffered generally from unfavorable internal terms of trade. There were

some extremely significant exceptions the most important having to do with
coffee. The political power of the coffee growers arising from their

position as Brazil's predominant source of foreign exchange earnings had
prevented the Government from acting to discourage overproduction and ac-
cumulation of coffee stocks which, in turn, had been a focal point of demand
inflation. Establishment of control over internal coffee prices in 1965

was one of the Government's most important successes, permitting implementation
of a coffee rationalization program which reduced stocks and helped to improve
price stability as well as exchange earnings. Unduly low prices in most of
the rest of the agricultural sector were attributable in large degree to

price limits and marketing controls, the latter being especially true in the

case of beef. The Government eliminated most of these controls and replaced
them with a system of price supports and agricultural credit which led to

a substantial increase in agricultural prices relative to industrial prices.,
However, while much of industry remains highly protected, most agricultural
producers prices are below world price levels, To offset this residual
intersectoral distortion which only the structural evolution of the industrial
sector can finally correct, the Government resorted to the subsidization of
agricultural credit, Unfortunately such credit, even todav, is available

to only about one out of every four farm operators because of various insti-

tutional factors.
The Shift to a Rapid Growth Posture

24, By 1968 the Government had reduced the pace of inflation to an
annual rate of about 25 percent, had established an adequate external reserve
position, liquidating arrears and swaps, had improved very substantially

the nation's savings capacity and had eliminated most of those price distor-
tions impeding investment and output growth. Moreover, *he inflationary
process had been transformed from the '"demand pull" into the "cost push"
variety. It was clear that this residual inflation could not be eliminated
rapidly unless continuing economic stagnation were to be accepted; supply
problem arising from structural defects in agriculture, cising world prices
for important imports and exports such as petroleum and beef, and the few
corrective price adjustments remaining to be made meant that the government
would have either to permit these cost rush elements to be translated into

general price increases by the automatic adjustment mechanisms or to accept
further distributional changes, probably along the lines of the 1964-67

period, impeding economic recovery. The Government rejected the hypothesis
that continuation of restrictive monetary policy could resolve this problem.

Its decision reflected the cost push nature which inflation had assumed,
Enterprises already were operating at such a low level of capacity that

further demand rnqtraints could be expected to increase, rather than decrease,

25, In 1968, therefore, the Govermment adopted its present rapid

r ’ nme
growth policy. Most of the elements of this policy are designed to stimulate
limi th

imits ’ such as the proportioning of agricultural

credit expansion in conformity with the volume of output, working capital

credit to the commodity producing sectors has been allowed to expand as demand

dictates., Massive amounts of public sector savings are being transferred to

cunnlaer an-ﬁnnl— +n anmo
Tuyy.l-} . A S - S A -



- 10 -

finance investment in the commodity producing sectors by a variety of of-
ficial and private financial intermediaries. Tax exemptions and tax credits

are used to promote the expansion of manufactured exports. Prclongations of

remittance periods for federal sales tax collections have enhanced the

remittan per deral sales llection
working capital of industrial and commercial firms. Public resources are
being used to finance the cost of agricultural credit subsidization., The
importation of capital and intermediate goods has been stimulated by greatlv
libheralizing the concession of exemptions from import duties. A number of
institutional changes additional to the abovementioned reformation of capital
income remittance legislation have effectivelv facilitated the access of the
productive sectors to foreign loan and equity financing.

the most important element of the

26. With respect to internal demand,
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27. With respect to external demand, the flexible exchange rate policv

and the Government's incentives for manufactured exports have improved
greatlv the price competitiveness of non-traditional Brazilian exports --
i.e., those other than coffee, sugar and cacao of which Brazil traditionallv
has been a major world market supplier -- thereby making possible diversifi-
cation as well as expansion of exports, In 1972 the Government intensified
its efforts aalong these lines bv undertaking an "export corridors" program.
This program aims to coordinate investment in processing, storage and trans-
port infrastructure so as tc reduce the price of bulk exports. Thus coarse
prains and soybeans are likely to join iron ore as major bulk constituents

of the gamut of Brazil's export products. Export promotion also can be expected
to have a secondarv effect on internal demand. By widelv exposing Brazilian
preducers to international competition, increasing the scale of their opera-
tions and intensifving the benefit of externalities such as transport facili-
ties, internal prices can also be expected to be reduced in relative terms,
thereby stimulating internal demand especiallv where price elasticities,
e.g., for manufactures, are high.

28. Most of the policies discussed in this section are described in
greater detail below. The discussion here is designed to place government
policies in perspective both historically and with regard to each other.
Without such an overview, neither the peolicies themselves nor the achievements
and ongoing problems which they manifest can be well understood.

C. Production, Expenditure and the Price Level

29, The behavior of Brazilian economic aggregates mirrors the policy
evolution described above. From 1950 until 1962 Brazilian economic growth

) f'e)
averaged 7 percent annually. This growth was led by the industrial sector
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which grew at an average 9 percent pace, as the internal market for imported
industrial goods was rapidly taken advantage of by newly Jnstalled import
substituting industry. Agricultural growth, on the other hand, averaged a
modest 4.7 percent over the 1950-62 period, as the sector kept pace with the
growth of internal demand for foodstuffs but failed to expand its exports.
Over the period, the share of agriculture in total Brazilian GDP dropped from

29.4 to 22.8 percent, while that of industry increased from 26.4 percent to

33.0 percent., As was to be expected, the supply of imported goods increased
only very slightly over the period as the import coefficient dropped from
16,5 to 8.1 percent of GDP, The export coefficient dropped even more sgharply,
however, from 19.5 to 7.8 percent of GDP, as exports declined in absolute
terms, Although the transition from an exfernal resource surplus to an ex~
ternal resource gap which emerged from this variance in the behavior of im~
ports and exports did assist Brazil's domestic savings effort, domestic
savings increased from 17.5 to 18.8 percent of GDP, It is hard to reconcile
this savings behavior with the acceleration of inflation and increasing
public sector deficits which took place during the 1950-62 period unless one
annantae tha hoenathanda Fthat dnflatdnan Funatrtdanad ae a anrét AF Anmnislanre
G\-\_C’Jba [SA N3 ll_yyuLuca.l.c il Aililh A GCAWVEL ML LUV a0 <@ UL Vi \'UIII}J\J-LDUI.)
savings mechanism, helping to cover the cost of public inrrastructural
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Table 1: AVAILABILITY AND USE OF RESOURCES IN SELECTED YEARS

(% Distribution of Product and Expenditure and Annual Average Rates of Change)

Average Annual 7
1950 1962 1967 1971 1950-62 1962-67 1967~71

Gross Domestic Product 100.0 100.0 100.0 100.0 7.0 3.4 9.6
Agriculture 29.4 22,8 23.0 20.2 4,7 3.6 6.1
Industry 26,4 33,0 32.2 34.6 9.0 2.9 11.5
Services 44,2 44,2 44,8 45,2 7.0 3.7 9.8

Resource Gap =3.0 1.5 0.1 1.9
Imports 16.5 8.1 7.4 9.3 0.9 1.7 16,
- Exports -19.5 -7.8 7.3 =7.4 2.3 5.3 10.0

Expenditure of Available
Regources 97.0 101.5 100.1 101.9 7.4 3.2 10.0
Consumption 82.5 8.2 84.9 B83.4 6.8 4.4 9.1
Investment 14,5 20,3 15.2 18.5 9.9 -2.8 15.1

Financing of Investment 14,5 20,3 15.2 18,5
Domestic Savings 17.5 18.8 15.1 16.6 7.6 -1.5 12.1
External Savings -3.0 1.5 0.1 1.9

Source: Getulio Vargas Foundatiom.

30. With the near hyperinflation of 1963-64, the external liquidity

crisis of the latter year and the retrenchment efforts of 1964-67, the

average rate of economic growth dropped to 3.4 percent or to about 0.5

percent on a per capita basis. Industrial production growth during the
1963-67 period averaged only about 2,9 percent annually, or about as much as
population growth. Relative to industry, agricultural growth fell very little,

averaging 3.6 percent annually during these years. Save for 1963 the external
trade balance was positive throughout the 1963-67 period. After having declined

by more than 50 percent between 1950 and 1962 to only 8.1 percent GDP in the

latter year, the import coefficient declined still ‘Fnrrhpr to 7.4 percent of

~=2LTCL S il Ll

GDP, over the 1963—67 period. The export coefficient also continued its long-

term decline, from 7.8 percent of GDP in 1962 to 7.3 percent in 1967, but at

a much decelerated rate, as exports grew in absolute terms by about 5.3

percent annually, With Brazil transferring savings abroad as the regult
of these positive trade balances and with investment opportunities in any
case limited by the retrenchment program and the accumulation of excess capa-
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31. The adoption in 1968 of aggressive, development~oriented policies
vielded immediate results. GDP grew by 8.4 percent in 1268 and 9.0 percen

in 1969 and is estimated to have grown by 9. 6 percent in 1970 and 11.3

percent in 1971, Moreover, crop estimates and industrial output indicators

(gsee Table 2) indicate that growth in 1972 may at least equal that of the

nrevioug vear.

re=vades yecls
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Table 2: INDICATORS OF INDUSTRIAL OUTPUT

(Base 100 = level of output during equivalent period in previous year)

First Semester
1971 1572
Non-metallic Minerals 114.9 115.2
Metallurgy 104.3 115.3
Mechanical 101.9 133.6
Electrical and Communications Equipment 119.8 121.1
Transportation Equipment 119.9 122.1
Paper 105.0 111.6
Rubber 118.1 167.3
Chemicals 122.4 112.7
Soaps, Cosmetics, etc. 111.8 110.9
Plastics 115.0 123,2
Textiles 110.4 108.8
Clothing and Shoes 104.6 96.4
Food Products 105.1 116.9
Beverages 106.6 104.5
Tobacco Products 104.9 105.0
TOTAL 112.2 114.0
Source: IBGE Data Processed by IPEA,
32. As in the 1950's, recent rapid overall growth has been led by

industry, whose output has increased at an 11.5 percent pace since 1968.
Agricultural sector growth has averaged 6.1 percent annually since that year.
At first, industrial growth was facilitated by the excess capacity prevailing
at the end of 1967 -~ estimated at about 30 percent of total capacity installed.
By 1970, however, industrial surveys showed capacity utilization at 85 per-
cent on average so that further expansion of industrial output in 1971 and
1972 has depended on installation of additional producticn capacity. This
has been reflected in the balance of payments. Imports have grown at an
annual rate of about 16 percent since 1968, in real terms, and by about 22
percent annually in dollar terms. About half of all import growth during
this period is attributable to capital goods. In dollar terms capital goods
imports increased at an annual rate of about 29 percent during 1968-71 and
were increasing at a 37 percent pace in 1972,
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33. At 10 percent annually in real terms, exports also grew rapidly
but not rapidly enough to keep pace with imports so that a large external
resource gap (the trade deficit was equal to about 1.9 percent of GDP in
1971) has emerged. This has reinforced the domestic savings effort which,
nevertheless, has been very substantial; domestic savings growing at an
annual pace of 12 percent in real terms since 1968. Moreover, improved debt

management, vastly increased support from external lenders and diversifica-
tion of exports all contribute to far greater ability on the part of Brazil

iVl A2 CHAPUVL O €Ad A WAL d A A e e a . e A A Wai mrane oA w a daGid oS
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to sustain large external resources gaps than was the case at the time of its
1964 balance of payments crisis. On the other hand, the divergency between

import and export growth observed since 1968 eventually will have to be
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to be made and, more importantly, very good climatic conditions yielded
record levels of output for most crops so that produc rs price adjustments

could be aampenen without aamage to pI'OCIUCCIOI‘l incentives.
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Table 3 : YEAR-TO-YEAR PRICE LEVEL CHANGES

(Percent)
General Wholesale Guanabara Cost Construction
Year Price Indexl/ Price Index of Livaing Index Cost Index
1959-60 29,2 31.3 29.3 17.4
1960-61 37.0 40,5 33.2 43.6
1961-62 51.6 50.2 51.5 42.3
1962-63 75.4 76.0 70.8 88.3
1963-64 88.9 81.3 91.4 82.3
1564-65 56.8 53.6 65.9 69.7
1965-66 37.9 41,1 41.3 36.6
1566-67 28.4 26.7 30.5 41.4
1967-68 24,2 22,7 22.3 31.9
1968-69 20.8 19.1 22.0 18.0
1969-70 19.8 19.3 22.7 16.7
1970-71 20.4 21.5 20.2 15.1
July 1972<July 1971 16.0 15.9 16.3 18.1

1/ A compositg index made up of the Wholesale Price Index (60%) the
Guanabara Cost of Living Index (30%), and the Construction Cost Index
(1072).

Source: Getulio Vargas Foundation,
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D. Income Distribution

35, The acceleration of inflation until 1964 and the stabilization
policy of the 1964-67 period probably resulted in substantial changes in the
distribution of income over the last decade. Data on the size distribution
and absolute value of Brazilian incomes has been compiled by the government
from the results of the 1960 and 1970 censuses. These data do, in fact,
show a substantial reconcentration of personal income over the intercensal
period.

Table 4 : SIZE DISTRIBUTION OF BRAZILIAN INCOME 1960 AND 1970

ZShare of Total Income Average Monthlv Income

(1970 Cr $) Average

Deciles 1960 1970 % 1960 1970 Annual 7
1st 1.17 1.11 -5.13 25 32 2.5
2nd 2.32 2.05 -11.64 48 58 1.9
3rd 3.42 2,97 =13.16 71 84 1.7
4th 4.65 3.88 =16.55 96 110 1.4
5th 6.15 4.90 -=-20.32 127 139 0.9
6th 7.66 5.91 =22.,75 158 168 0.6
7th 9.41 7.37 ~21.68 195 210 0.7
8th 10.85 9.57 -11.80 225 272 1.9
9th 14.69 14.45 ~1.64 305 411 3.1
10th 39.66 47.79 +420.50 815 1,360 5.2
Highest 5% 27.69 34.86 +25.90 1,131 1,984 5.8
Highest 17 12,11  14.57 +20.32 2,389 4,147 5.7
Lowest 40Z 11.57 10.00 -13.57 60 71 1.7
Middle 20% 13.81 10,81 -21.73 0.7
Highegt 40% 74.62 79.19 +6.13 385 563 3.9
TOTAL 100.00 100,00 206 282 3.2

1/ The results of this work are reported by Carlos Geraldo Langoni of the
Getulio Vargas Foundation in his study *Distribuicao de Renda e Desen-
volvimento Economico de Brazil'". As of the writing of this report
Langoni’s study was still in manuscript.
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36. A point-by-point comparison of income distribution which spans a
10-year period is subject to a good deal of bias depending upon the normalcy
of either or both of the two years in question., The years 1960 and 1970 were
similar years in most respects. The economy grew by 9.7 percent in 1960 and
by 9.5 percent in 1970, Agricultural and industrial output were up by 4,9
and 10.6 percent, respectively, in the former year and by 5.6 and 11.1 percent
in the latter. The January-December rate of price increase was 26,3 percent
in 1960 and 19.8 percent in 1970, There were important dissimilarities, the
Northeast, which contains about 30 percent of the agricultural labor force

=~ suffered a serious drought in 1970 that reduced agricultural output in
that region by 22 percent while owing to a freeze in the previous year the
coffee crop, which absorbs large numbers of seasonal labor, was half its
normal level in 1970. On balance, however, 1970 was probably sufficiently
similar to 1960 to make this comparison representative of trends over the
intercensal period.

37. Other, more basic, differences also may bias the comparison,
however. The data on which the calculations are based cover all of the
economically active population including those without monetary income.

Due to increased monetization of the rural economy and to rural-urban migra-
tion, the percentage of non-money income earners in the tctal economically
active population declined from 15 percent in 1960 to 9.5 percent in 1970.
This, in turn, would tend to make the growth of money income shown above
greater than the growth of total income, particularly in the lower income
brackets. On the other hand, the growth in real money income shown by

Table 4, at 3.2 percent annually in real terms, does compare closely with
the growth in average per capita income, 3.0 percent, implied by the

overall economic and demographic growth rates. Moreover, there were increases
in non-monetary income associated with sharp expansion of government social
services, education and health in particular, which would tend to offsget the

upward bias imparted by the increasing monetization of earned incomes during
the intercengal neriod.

the intercensal period.
38, Even with due regard to these data limitations, however, it is

clear that the distribution of Brazilian personal income, which was not un-
nﬁn211v unequal in 1960 1/ congideringe tbe eta of development of the country,
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Table 5: COMPARISON OF U,.S, AND BRAZILIAN INCOME DISTRIBUTION

Brazil

(Personal Income) U.S, (Family Income)
Quintiles 1960 1970 1929 1935-36 1950
st 3.5 3.2 4,1 4.8
2nd 8.1 6.9 9.2 10.9
3rd 13.8 10.8 13.8 14,1 16,1
4th 20,2 16.9 19,3 20,9 22,1
5th 54.4 62.2 54,4 51.7 46,1
Total 100.0 100.0 100.0 100.0 100.0
Highest 5% 27.7 34.9 30.0 26.5 21.4
Source: U.S. Bureau of the Census and Carlos Langoni, op. cit.
39. The nature of Brazil's census data permits income levels and in-

come distribution to be related to population characteristics. It has been
demonstrated 1/ that in 1960 workers in families with incomes below the

poverty line (i.e., the legal minimum wage for the rural Ncrtheast) tended

to be cu- centrated in one region of the country, the Northeast, to be employed
in agriculture, to be illiterate, to be female, to be in the lower age brackets,
and, significantly, to be non-migrants. The results of the 1970 census show
that these relationships continue to exist. The incomes of illiterate persons
remained practically constant in absolute terms over the decade and, on average,
are below the minimum wage level. The average income of female workezs in

1970 was about 60 percent as large as the average income of male workers.
Average incomes rise sharply with age until the 40-49 year old bracket is
reached. Average income in the primary (i.e., rural) sector are 38 percent

as large as the average income in industry and 35 percent as large ag the

1)y <80

average income in commerce and services. The average money income in the
Northeast is 36 percent ag 1nron as the average income in the industrialized

states of Guanabara, Rio de Janeiro and Sao Paulo.
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g tly to the decline in equality of in i bu XY

the last decade.

41, Although they constituted only 16 percent of the total labor force
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1/ Professor Albert Fishlow: "Brazilian Size Distribution of Income",
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total workers while those in the primary education category increased only
slightly more rapidly than the total labor force over the decade. In terms
of enrollment expansion, the overall education effort of the 1960's was very
impressive but it did concentrate on secondary and higher education. At the
same time, the structure of the Brazilian economy, particularly industry and
certain services such as banking, was evolving along increasingly technical
lines. This placed a premium on technical training, particularly at the
senior high school and university level. Computer programmers, for example,
are paid at higher rates in Brazil than in the United States. Thus, not only
did technically trained people increase very rapidly as a percentage of the
labor force, but their salaries also increased much more rapidly than did
salaries in other education brackets of the labor force. This evolution of
educational attainments undoubtedly was responsible in substantial degree
for the reconcentration of income which took place in the 1960's.

42, In view of sex-related variance in salary levels, the substantial
increase in female labor force participation which took place over the 1960's
probably also contributed to the deterioration in distributional equality.
The same probably is true, although in lesser degree. of the intercensal
change in the age structure of the labor force, as workers in the 10/24-year-
old bracket increased from 27 to 30 percent of the labor force over the

decade.

43, The sectoral structure of the labor force also changed markedly
during the intercensal period as the result of massive rural-urban migration

on the one hand and variance in the growth rates of the agricultural and

urban economies on the other. Agricultural workers declined as a share of

the total labor force from 46.6 percent in 1960 to 40.1 percent in 1970.

Despite the mich higher average value of urban than of rural wage levels,

WLl dlAaf/iits SKVELSHpT VRaulT

this structural change probably contributed to the deterioration of income

distribution rather than mitigating it, While industry and certain tertiary
subsectors have provided well-remunerated employment, the expansion of such
employment has by no means been as rapid as has been urban population growth,
reinforced as it has been by migration. Thus, a pool of underemployed
has accumulated in the cities, constituting a focus of the poverty problem
which perhaps is even more important than the Northeast regional rural poverty
problem. It has been sald that equal distribution of poverty is of little
avail from a welfare point of view and this -- at least in some degree --

5

4 tndn masdame of Sl Aodoed
characterizes Brazilian agricuiture in certain regions of the country,

1
especially the No heast where 50 percent of all rural workers are concentrated.

44, Changing labor force characteristics explain some of the income

reconcentration which took y.uu_c d'lii‘.l.ﬁg the 1960's and these changes c1ear.|.y

are related to government economic policy. However, as indicated in para-

graph 35, economic policy also relates to the distributional deterioration

in other ways, particularly as policy errors led to stop and go development,
i.e., to rapidly accelerating inflation followed by the almost inevitable
dependence of stabilization efforts on regressive incomes policies.
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45, Between 1950 and 1960, the previous intercensal period, Brazil's
population increased at an average annual rate of 3.04 percent. During the
last intercensal period, 1960-70, population growth averaged 2,89 percent
annually, In view of the declining death rate, which averaged about 9.5
per thousand during the 1960's as compared with 13.4 per thousand during
the 1950's, fertility rates must have declined significantly over the last

46,
did take place during the 1960's is probably less important than the problem
of absolute poverty which today, just as in 1960, faces Brazil. 1In 1970,

al .t o e e mmee e

fU.L.Ly on e-Lller Ol a.L.L 1ncome earners recelvea 1ncomes Ial.l.lng De.LOW tne
average legal minimum wage, about US$25 per month, prevailing for Northeast
rural areas over the year. The major welfare challenge which confronts the
government is to generate the resources and to devise the methods needed

to reduce absolute poverty. In the last analysis this probably amounts to
overcoming the dualism of Brazil's economic structure, As this dualism is
mitigated and the pools of surplus urban and rural liabor absorbed, income
distribution probably can be expected to improve. However, it should not be
forgotten that the pace at which dualism can be overcome is restrained by
Brazil's need to exploit its factor endowment efficiently, by its dependence
on the rest of the world for sophisticated equipment, technoliogy and certain
primary materials, i.e., by the foreign exchange constraint.

E. Population and Employment

47, To a certain extent, declining fertility must be attributable to
the growing urbanization of the population. As compared to the ahove-mentioned
3.04 percent and 2.09 percent average demographic growth rates, urban popula-
tion growth averaged 5.4 percent annually during the 1950's and 5.2 percent
annually during the 1960's. In 1970 the urbanized population constituted
56.0 percent of the total, compared to 45.1 percent in 1960 and 32.6 percent
in 1950. Migration from the rural Northeast to urban areas, both in that
region and in the Center-South, has been a principal element of total rural-
urban migration over the last two decades. Intraregional rural-urban
migration has been important throughout Brazil. Between 1960 and 1970 the
five largest cities (Sao Paulo, Rio de Janeiro, Belo Horizonte, Recife and
Salvador) grew at a rate of 4.1 percent annually. The 55 medium sized cities
{100,000 to one million population in 1970) grew at 5.3 percent annually.

The fastest growing urban group, however, was the smaller cities (10,000 to
100,000 population in 1970) which grew at an annual rate in excess of 7
percent over the last decade. Many of these smaller municipal units are
included in the greater metropolitan areas of the five largest cities. Thus,
the urbanization problems of these urban centers are greater than the above=-
cited growth statistics would indicate,
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Table 6 : REGIONAL POPULATION DISTRIBUTION

(Percent)

1950 1960 1970

North 1/ 3.6 3.7 3.9
Northeast 2/ 34,6 31.6 30.3
Southeast 3/ 43.4 43.8 42,7
South 4/ 15.1 16.7 17.7
West Central 5/ 3.4 4.2 5.5
TOTAL 100.0 100.0 100.0

}/ Rondonia, Acre, Amazonas, Roraima, Para, Amapa.

2/ Maranhao, Piaui, Ceara, Rio Grande do Norte, Paraiba, Pernambuco,
Alagoas, Sergipe, Bahia,

g/ Minas Gerais, Espirito Santo, Rio de Janeiro, Gauanabara, Sao Paulo.
4/ Parana, Santa Catarina, Rio Grande do Sul.

5/ Mato Grosso, Goias, Brasilia.

48, After declining slightly with the accelerated demographic growth
of the 1950's, the proportion of the total population 10 years of age and

older increased from 69.9 percent in 1960 to 70.4 percent in 1970, Despite

an increase in the female component of the labor force from 17.9 percent in

1960 to 20.8 percent in 1970, the overall labor force participation of this

10 vears and older age group declined from 46,5 percent in 1960 to 44.8
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percent in 1970, probably largely on account of increased school attendance
in the 1n/1Q-ynnr—n1H age group, T‘-"-‘JS, durin g the last decade 'ano-i1'e labor
force increased at an average annual rate of 2.7 percent. As of 1970 the
annual labor force increment was on the order of 780,000,
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Table 7 : SECTORAL DISTRIBUTION OF LABOR FORCE

('000 workers)

Average Anuual 7%

1950 1960 1970 1950 1960
Number %  Number % Number % 1960 1970
Labor Force 17,117 100.0 22,651 100.0 29,545 100.0 2.8 2,7
Agriculture 10,254 59.9 12,163 53.7 13,071 44,2 1.7 0.7
Industry 2,347 13.7 2,963 13.1 5,264 17.8 2.4 5.9
(Manufacturing) (1,282)1/ (n.a.) (2,340) (7.9)
(Mining & Cons-
truction) (n.a.) (n.a.) (2,924) 9.9
Commerce 959 5.6 1,520 6.7 2,624 8.9 4.7 5.6
Services 1,673 9.8 2,732 12,1 3,261 11.0 5.0 1.8
Transport and
Communications 697 4.1 1,089 4.8 1,259 4.3 4.5 1.5
Social Activities 434 2.5 700 3.1 1,415 4.8 4.9 7.3
Public Administra~
tion 518 3.0 662 2.9 1,155 3.9 2.6 5.7
Other 241 1.4 822 3.6 1,496 5.1 13,1 6.2
1/ 1949,
Source: IBGE,
49. In Brazil unemployment is far less important phenomenon than is
underemployment whether the latter is measured in terms of hours worked per
week, remuneration or productivity. The reason for this has to do with the

dualism of the economy and the fact that unskilled workers will accept

a~L

employment in marginal occupations such as street corner peddling rather
than declare themselves to be unemployed.

50, The National Household Sample Survey (PNAD) conducted during the
first quarter of 1970 shows a national overt unempioyment rate of only 2.4
percent, down from 3.8 percent in 1968. It also shows that 21 percent of
the total employed worked less than 40 hours per week, down from about 26
percent in 1968, Of those workers employed less than full time as of the
first quarter 1970, about one-fourth declared themselves to be seeking full-
time work. In terms of monetary remuneration, the 1970 census shows that at
least 60 percent of total agricultural workers and at least 20 percent of
total urban workers were earning less than the lowest legal minimum wage
(about USS$25/month, on average) prevailing in Brazil in that year.
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Table 8: DISTRIBUTION OF EMPLOYED BY HOURS WORKED PER WEEK
1968 1970
000 7% of '000 7% of
Worlkers Total Workers Total
Total Workers 28,222 100.0 29,5701 100.0
Temporarily Absent 1,779 6.3 1,560 5.3
to 14 vears 427 1.5 224 0,7
15 to 34 hours 3,967 14.1 3,688 12.5
35 to 39 hours 1,045 3.7 762 2.6
40 to 49 hours 13,091 46.4 15,783 53.4
50 or more hours 7,884 27.9 7,553 25.5
Unknowm 29 0.1 - -
Part-time Workers Desiring
Full-time Work
(% of Total Workers) 1,144 4.1 1,575 5.3
1/ The TROF asamnle survev shows a tatal lakar faras of AN 20€E ANN werkore
= AL LUUL SAQpAT JUL VO OUHUWO a Lulal 1aUul LULLT Ul DU gL JJ4UUY WULKELDS
as of the first quarter 1970 of which 29,570,000 were employed. The labor
force total estimated by the survey is 2.5 percent greater than that
shown by the census. The results of the sample survev are well within
a reasonable confidence interval vis-a-vis the census not onlv as to the
overall labor force and employment but also as to the sectoral distribu-—
tion of the labor force.
Source: IRGE,
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51. As indicated above, census-based data provide no information on
changes in employment and income trends within the long intercensal period.
This is especially important for Brazil during the 1960's when three widely
divergent sets of economic policies prevailed; the inflationary policies ter-~
minating early in 1964; the stabilization policies of 1964-67 and the rapid
growth policies from 1968 onward. Unfortunately, there are no year-to-year
data showing the employment effects of these policies. Data sources which
became available after the middle of the decade do indicate, however, that
productive employment opportunities have increased more rapidly than the
labor force since the undertaking of a rapid overall development strategy in
1968, Brazilian legislation requires that at least two-~thirds of the employees
of firms located in urban centers be Brazilian nationals., In accordance with
this "law of two-thirds" Brazilian firms report to the Labor Ministry as of
April 25 each year their employment levels, wage rates, etc. Since 1967 this
information has been tabulated and published by the Labor Ministry., The
information can be regarded to cover the larger firms in the urban sector; in
1970 it showed some 5.7 million workers employed as compared to the 16.3
million urban work force shown by the national census. The law of two-thirds
data register an annual average increase of almost 700,000 in employment by
the firms covered from April 1968 to April 1971 (see Table 9.5, Statistical
Appendix). This suggests that since 1968 creation of employment opportunities
by organized urban firms alone has been almost sufficient to absorb annuail
labor force increments. This would be consistent with the recent decline in
overt unemployment and in part-time work as a percent of the total indicated

by the National Household Sample Survey.

52. Manufacturing industry is one of the highest wage sectors., 1In 1970,
at about Cr$100 per month, the monthly average salary prevailing in this

sector was about equal to mean income in the 9th decile of the overall size
distribution of Brazilian income (see Table 4), However, in that year this
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sector emploved only about 7.9 percent of the total labor force (see Table 7).

Clearly, absorption of labor by this gector ig crucial to the improvement of
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personal income levels.
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Over the 20 year period ending in 1969, for which end point and
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fast as did the real value of manufacturing value added (see Tables
2
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cent as
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period industrial value-added appears to have increased by 55 percent, indus-
trial employment apparencly has increased b oy Uu.L_y about 14 percent, This much

lower employment elasticity, 25 percent, of the recent rapid manufacturing
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ngWLu perioa plUUdULy is attributable at least in part to the utilization

of excess capacity which characterized 1968, 1969 and 1970. The slow pace of

labor absorption by Brazil's manufacturing industry has been attributed to
distortions in the relative prices of capital and labor above. 1/

1/  See Edmar Lisboa Bacha, Milton da Mata and Rui Lyrio Modenesi "Encargos
Trabalhistas e Absorcao de Mao de Obra", IPEA/INPES, Rio de Janeiro, 1972.
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This report finds no correlation between changes in the relative prices of
capital and labor and the overall cost of job creation, 1/ Moreover, there
is no indication that job creation costs have been significantly higher in
the recent Northeast industrialization scheme (the Art. 34/18 scheme) than
elsewhere in Brazil, despite the massive capital subsidization associated
with that scheme (see para. 66/Volume IV). This probably is the result of
very limited choice as to technology. It may also reflect deficiencies in
the educational system and resulting short supply of skilled labor. While
there may have been little choice as to technology in specific production
lines, distortions in factor prices may have stimulated undue specialization
types of activity which, by their nature, are necessarily capital intensive.

F. Wages
The Minimum Wage
54, Since 1940 Brazil has had a system of legal minimum wages. The

legislation presently governing their application (Decree-Law 5452 of May 1,
1943) states that the minimum wage shall ensure to the worker command over
the minimum necessities of nutrition, clothing and housing. After three
adjustments between 1940 and November 1943, the nominal value of the minimum
wage was left constant until December 1951= In Guanabara the cost of living

increased by about 120 percent over this period so that the average annual
purchasing power of the minimum wage declined by more than 50 percent. How-

ever, in December 1951 the nominal value of the minimum wage was tripled.
Nominal minimum wage rates were adjucted again in 1954, 1956 and 1959, From
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the latt r year until 1972 the nominal value of the minimum wage has been

55. With the tripling of the nominal minimum wage in 1951, it became
a standard basic wage in the industrial sector rather than a measure of the
csubgistence minimum, In Guanabara, average wage rates in industry were
equal to 2.08 times the minimum wage in 1946, 2.87 times che minimum wage
in 1949 and 3.35 times the minimum wage in 10“1 From the time of the

minimum wage tripling in November of that year until the outset of the

stabilization program in 1964, average industrial wage rates in Guanab

ranged tightly around a mean 1 15 relationship with the minimum wage.
From 1952, the first year of this new role for the minimum wage, its average
annual level in real terms increased in irregular fashion to a maximum level
30 percent greater than the 1952 value in 1957, Subsequent to 1957 it tende

Prasilis pitaits

to decrease. By 1963 it has returned almost to its 1952 value.

1/ See methodological notes to foreign exchange requirement projections,
Table 3.13 Statistical Appendix.

2/ Source for data on Guanabara industrial wages is Edmar Lisboa Bacha,
op. cit,, p. 77.
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Table 9 : AVERAGE REAL AND NOMINAL VALUES OF THE GUANABARA

(BASIC LEGAL) MINIMUM WAGE

Nominal Value Index of Real Value 1/
(Cruzetros) 1965 = 100

1944 0.38 86

1945-47 0.38 63

1948-50 0.38 47

1951-53 0.95 82

1952 1.20 107

1954-56 2.37 120

1957 3.80 i38

1957-59 3.86 117

1960-62 10.30 118

1963 21,00 108

1964 40.25 108

1965 62.00 100

1966 81.00 93

1967 101.50 89

1968 125.50 . 89

1969 147,20 87

1970 176.80 85

1971 212,80 85

1972 254,40 87 (Estimated)

l/ Guanabara cost of living index used as a deflator.

Source: Anuario Estatistico IBGE and Conjuntura Economica, Fundacao Getulio
Vargas.

56. The four nominal minimum wage adjustments conceded between December

1959 and February 1964 averaged about 60 percent on an annual basis the
February 1964 adjustment was 100 percent. Although they contributed greatly

to the inflationary spiral, these adjustments did not prove to keep pace with

accelerating inflation, which ran at an annual rate of 144 percent during

the first quarter of 1964. Thus, the fact that the minimum wage lost ground

in real terms early in the 1960's was contrary to the intent of the Ggvern-

ment,

57. By 1963-64 the annual minimum wage adjustment had become one of

the st immortant factors determinine exvectationg as to infl ation in Brazil
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The new Government which took office in April, 1964, believed that in order
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other wage adjustments to inflationary expectations. Also, the new Govern-
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than the Governmment had anticipated. In annual average terms, the purchasing
power of the minimum wage declined to 92.5 percent of its 1964 level in 1965
and to 82 percent of this level in 1967.

58. With the shift of its incomes' policies in 1968, the Government
began conceding minimum wage adjustments almost proportionate with prevail-
ing rates of inflation. Thus, the fast pace of real minimum wage rate reduc-
tion of the immediately preceding three years was slowed to a crawl. More~-
over, in 1972 the Government effected a minimum wage adjustment which, at

19 percent, was well in excess of the 15 percent rate to which it appears

to have reduced inflation during the year.

59. Interestingly, the real value of the minimum wage in 1972 is ap-
proximately equal to its value in 1944, The policy evolution of the last 30
yvears may have restored to the minimum wage its original significance as a
subsistence standard. In any event, the minimum wage clearly has lost the
significance it had during the 1950's as a standard for urban wage rates.

Wage Guidelines

60, The role of the minimum wage as an industrial wage standard began
to be dissipated in 1963-64, This was true not only in terms of the magnitude

of industrial wage adjustments but also of their frequency. Industrial work-
ere in individual firms were receiving adjustments as frequently as quarterly
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during this period Thus, the new Government adopted, late in 1965, a distinct
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policy for adjustment of the wages of unionized workers, most of mhnm are
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employed in the industrial sector. It published each month guidelines for
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sively on the labor courts which were to apply them in adjudicating wage
disputes., With the adoption late in 1967 of direct price controls on manu-
facturing firms, however, a enforcement method was acquired. CIP —-=-

{ et PN S o gy, | S | P I R R ey gy doa +hn mavtd s of any wage
\Lilie ILJ.LC LVOUIILL UL \;UullL.L.L} wWouail nNioC LELupliliocc Ll.ldL pouL Tion Of ailly wagc

adjustment in excess of these guidelines in authorizing price adjustm nts
which otherwise were to be proportionate to increases in pLUUULLLUu costs.
Like the minimum wage adjuscments, the guidelines for adjustment of unionized
worker wages published by the government through 1967 implied substantia

annual declines iu real wage levels.
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Table 10: PRIVATE SECTOR WAGE GUIDELINES

(Annual percent change)

Average Wage Average Annual Difference In
Guideline General Price Level

1966 28.8 37.9

1967 21.3 28.4

1968 23.7 24,2

1969 24,1 20.8

1970 23.9 19.8

1971 22.3 19.7

1972 22,3 16.1 (mid-year to mid-year)

Source: Table 9.4, Statistical Appendix.

61. The shift of government incomes' policy which took place in 1968 is
more clearly manifested by its private sector wage guidelines since that

year than by minimum wage adjustments. During 1969-71 the magnitude of
annual changes in wage adjustment guidelines has been sufficient to increase
real wage rates by about 3 percent annually., Early in 1972 the spread be-
tween these guidelines and inflation was widened substantially.

Actual Wage Rate Changes in Manufacturing

62, During the first 4 years of the post-1967 rapid economic growth
period real wage rates in industry appear to have increased at a 5 percent
annual pace. During the first seven months of 1972 they were 7 percent
greater in real terms than during the same months in 1971. This pace of
increase has exceeded not only the minimum wage adjustments but also the
Government's private sector wage guidelines. Taking into account the treat—
ment of wage adjustments by the CIP price control machinery, the bargaining
power of scarce skilled and semi-skilled industrial labor must have forced
industry to finance a portion of such adjustments since 1968 out of unit
profits. Despite rapid real wage gains, however, the slow pace of labor
absorption by industry may have reduced the share of wages in industrial
value-added since 1967. Any reduction of unit profit margins necessitated
by rising wage costs and CIP price controls appears to have been more than
offset by increasing industrial productivity

=E2EES SRS =S AE J ¢



Table 11: WAGE SHARE OF GROSS MANUFACTURING VALUE ADDED

(Monetary values in millions 1971 Cr$, unless otherwise indicated) 1/

1949 1958 1966 1967 1968 1969 1970 1971

Mnnnanfnring

L =281V D EY- (AR MAD NS¢}

Value Added 13,118 25,420 47,883 45,599 51,908 56,026 62,861 69,807

Average Annual

Wara Rata
wage nate

(Crs) 2,917 4,329 5,345 5,314 5,564 6,030 6,338 6,503
Employment
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by General Price Index (Disponibilidade Interna) thereafter. Through
1969 data are taken from "Producao Industrial (IBGE)'"; thereafter data

are taken from monthly "Industrias de Transformacao (IBGE)" series as
processed by IPEA for the Boletim Economico. Since only output and

not value~added data are available for 1970~-71 the numbers for these
years assume that the 1969 output/value-added relationship remains
constant, Wzge rate data are especially precarious because they simply
are the product of the total manufacturing wage bill divided by the
number of workers; i.e., they do not take into account the number of

hours worked per week.

Labor Share of Value Added

63. Table 11 suggests that labor is not maintaining its share of the
rapid national income growth which has taken place since 1967. The evidence
on this issue, however, is not complete. Manufacturing employment occupies
only about 8 percent of the labor force. Even in manufacturing, recent
increases in non-wage social security type labor costs have offset at least
some of the decline in the wage share of value-added. As indicated (para. 51),
"Law of Two~-Thirds" data show rapid increases in urban employment other than
manufacturing, The same source suggests that from April 1967 to April 1970
wage rates in these other urban sectors increased by about 5 percent annually
in real terms (see Table 9.5, Statistical Appendix). In the coffee sector,
dailv wage rates for agricultural workers also are gaining rapidly in real
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terms (see para. 153, Volume VI). In sum, the evidence is conflicting and
incomplete. Nevertheless, it is not unlikely that some additional recon-
centration of income will take place as Brazil's surplus labor economy grows
rapidly.

64. The most important implication of this discussion of the evolution
in Brazilian wage policy has to do with limitations on the effectiveness of
such policy in determining real wage levels. In the late 1950's and early
1960's when policy was designed to increase real wage rates it, in fact,
contributed to their decline. Since 1968, market conditions have yielded
more rapid real wage rate increases in manufacturing than were envisaged by
wage policy. During the 1964-67 stabilization period wage policy goals and
actual wage behavior do appear to have been congistent with each other but
this reflects not only the inclusion of wage policy in a generally regressive
incomes' policy but also the economic crisis which inaugurated this period
and the depressed economic conditions which prevailed throughout it. 1In the
last analysis, market forces appear to have been the long-term determinants
of real Brazilian wage levels. The challenge for the Government appears to
be: (a) to forestall price distortions impeding development along lines
taking full advantage of the labor supply. and (b) to improve the quality of
the labor supply, especially through education. It would appear that only

a general change in ownership of assets could bring about a quick and large
scale improvement of the distribution of income, but, such a change in asset
ounership is not the policy of the Government.
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G. Social Security

65. Since 1945, the incidence of social security type taxes on monthly

Braziiian payroxls has risen from 9.9 to 43, Y percent,

Table 12: SOCIAL SECURITY TYPE PAYROLL TAXE3

(% incidence on annual payrolls)

1949 1958 1966 1967 1968 1969 1970 1971
Social Security (INPS) 4.0 8.0 8.0 8.0 9.0 8.0 8.0 8.0
SESI-SESC 2,0 2.0 2.0 1.5 1.5 1.5 1.5 1.5
SENAI~-SENAC 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0
INCRA-FUNRURAL - 0.3 0.4 0.4 0.4 0.4 0.4 2.6
Brazilian Assistance
Legion 0.5 0.5 0.5 - - - - -
13th Month Wage - - 8.3 8.3 8.3 8.3 8.3 843
INPS on 13th Wage - - 0.6 0.6 0.6 0.6 0.6 0.6
Education - Wage - - 1.4 1.4 1.4 1.4 1.4 1.4
Family Bonus - - 4,3 4,3 4,3 4.3 4,3 4,3
Housing Bank - - 1.2 - - - - -
Unemployment Fund - - 1.0 - - - - -
Accident Insurance 1.9 2.5 3.0 3.0 3.0 3.0 3.2 3.2
Indemnification Fund 1.6 3.5 6.0 9,0 7.6 6.9 6.0 5.0
Tenure Guarantee Fund - - - 8.0 8.0 8.0 8.0 8.0
TOTAL 12.0 18.4 37.7 45.5 44,1 43,4 42,7 43.9
Source: Edmar Bacha, op. cit.. p. 68.
The beneficiaries of the various taxes are explained below.
66. The Social Security Ingtitute (INPS) presently is funded by an 8
percent payroll tax. The social security system was reorganized in 1966 when
a number of different, industry-oriented social security agencies were unified

s
The INPS provides medical insurance and services as well as pensio
r

n
ors' benefits, Tn 1970 active workers covered hv the INPS, retired workers and

tion, Annual INPS rann'{Ffe ranantl] have been the equi‘v'alauu- of about 31

percent of central government tax revenues or of about 4 percent of GNP,

67. SESI-SESC, which presently receive the proceeds of a 1.5 percent
payroll tax, are the social welfare agencies of the National Confederations
of Industry and Commerce, respectively. SENAI-SENAC are, respectively,
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agencies benefit from a one percent payroll tax. They maintain well-equipped
vocational training facilities which accept the personnel of contributing
firms upon request.

68. The National Colonization and Agrarian Reform Institute (INCRA)
received the proceeds of an 0.4 percent payroll tax until 1971. 1In that

year the tax was increased to 2.6 percent of which 2.4 points are destined
for the new Social Security Fund for Agricultural Workers (FUNRURAL)., This
urban-rural social security resource transfer is not the only resource avail-
able to FUNRURAL, It is also supported by taxes borne by rural employers

and workers at rates ranging from 4 to 8 percent times the local minimum wage
for each worker employed and by central government budgetary contributions.
The administration of these taxes in the rural sector has been diffcult,

69. The 13th Month Wage is a compulsory bonus equal to one month's wage.
Formerly, it was paid in December, exerting considerable pressure on the bank-
ing system as employers borrowed to meet this obligation. Now it is payable
in two installments.

70. The Education Wage was created in October 1969 in line with the
constitutional requirement that enterprises with more than 100 employees
provide primary education to the children of these employees. This 1.4 per-
cent payroll tax is paid in lieu of providing such facilities directly. Half
of the proceeds of this tax are retained by the state of origin while the
remainder accrues to the federal Ministry of Education which uses these re-
sources to fund, inter alia, the national school lunch and text book programs

as well as equipment for vocational schools. The rate of the education wage
is to be increased to 2.8 percent.

71. Legislation enacted in 1963 requires the enterprise to pay to each
worker a Family Bonus equal in amount to 5 percent of the local minimum wage
for each child of that worker under 14 years of age. This has been admin-
istered by the INPS which collects from the employer an amount equal to 4.3
percent times the local minimum wage for each employee, married or single,
and then discharges for the employer the family bonus obligation. If INPS
disbursements on this account are legs than the amount collected from the
employer, the difference is deducted from the other obligations of the em-

plover to the INPS, TIf the reverse ig true the employer makes an app

additional payment to the INPS,

72, Accident Insurance premium accrues to the INPS, Private accident
ingurance coverage was nrohibited 'I-ny law in 1967, Premium rates are varisble
AT L BT WS QET wWAO pa ir Jremiunt rates QLT vVailauldcc,
depending upon the risk of the occupation involved The 3.2 percent rate
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3.  The Tenure Guarantee was create

alternative to the system of indemnification for termination of employment.
8 percent Tenure Guarantee Fund payroll tax accrues to accounts owned

the workers and held by the National Housing Bank (BNH). Workers may

wiﬁhdraw these deposits if they become unemployed, upon their retirement or

death or in order to finance education expenses or the purchase of a home.

Meanwhile, the deposits are subject to monetary correction and bear interest
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at the rate of 3 percent. The "float" formed by these funds has been used
by the BNH to finance a massive housing program which has been one of the
principal sources of employment creation in urban areas,

74, The system of labor Indemnification obliged the employer to pay

the workers discharged without cause after one year's service an amount equal
to one month's pay for each year's work. After 10 years' service this amount
was doubled. Moreover, for workers with 10 years' tenure the definition of
just cause was much more stringent so that to establish cause in the labor
courts was practically impossible. This system gave rise to the custom of
discharging workers systematically before 10 years' tenure was accumulated.
At the time of the creation of the alternative Tenure Guarantee System,
workers were given the option of remaining under the older system. The fact

that many of them chose to do so accounts for the ongoing indemnification
outlays which are estimated to have been equivalent to 5 percent of payrolls

in 1971.

75, If the impact on labor costs of these social security costs is taken
into account, it can be seen that over the long term (1949-71) the labor

share of manufacturing value added has remained almost constant despite the
decline in the wage share. It also appears that the large increase in non-
wage labor costs associated with the creation, late in 1966, of the Tenure
Guarantee Fund could have had some relationship to the particularly low

income elasticity of manufacturing employment demand associated with the

rapid increase in manufacturing output of the 1968-71 period. It might, for
example, have figured in the choice between overtime work and additional

hiring in connection with the utilization of excess production capacitv.

76. Historically, these increases in non-wage labor costs associated
with payroll taxes may be one reason for the slow growth of employment relative
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to manufacturing value added. This is probably not so much a question of

the choice of factor mix in opnt\'f‘F"r- prnﬂnnf-‘nn processes as of the evolution
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LABOR SHaitd OF GROGS MANUFACTURING VALUE ADDED

(Values in millions 1971 Crs, unless otherwise specified)

Annual Velues

hveraze Annual %

1949 1958 1966 1967 1968 1969 1970 1971 1949-71 1958-71 1966-71

Manufacturing Value added 13,118 25,420 47,883 L5,599 51,908 56,026 62,861 69,807 7.9 8.8 7.9
Annual Wage Rate (Cr$) 2,917 L,329 5,345 5,31L 5,56L 6,030 6,338 6,503 3.7 3.2 4.0
Payroll Taxes/Workers (Cr$) 350 770 1,572 1,976 1,993 2,118 2,180 2,313 9.0 8.8 8.0 1
Labor Cost Per Worker 1/ 3,267 5,099 6,917 7,2%0 1,571 8,1L8 6,518 8,816 L.6 b.3 5.0 %;
Employment ('000 Workers) 1,282 1,719 2,140 2,158 2,305 2,325 2,337 2,LLl 3.0 2.7 2.7
Potal Labor Costs L,189 8,768 14,801 15,729 17,418 18,9LL 19,906 21,549 7.7 7.1 7.8
Labor Costs/Value Added 31.9 3L4.5 30.9 35.0 33.6 33.8 31.7 30.9

1/ rhis is the total of the non-wage costs specified in Table 13, excluding the 13th month wage which is part of the
annual salary-rates shown.

source: IBGE, TP2A and Edmar Bacha, op.cit.
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78. Another alternative would be to replace the payroll taxes with
higher corporate income taxes. The basic corporate income tax rate is 30
percent, This is reduced at present rates of inflation to about 25 percent
by virtue of the fact that tax liabilities are discharged over a 12-month
period beginning in February of the year after that in which the income is
earned, Investment tax credits through 1970 permitted this liability to be
reduced by 50 percent, i.e., leaving the effective tax rate at 12-13 percent,
Modification of the tax credit mechanism in 1971 in connection with the North
and Northeast Regional Development programs (see para. 100) halved these tax
credits, raising the effective corporate income tax rate to approximately

19 percent, Argument against a shift from payroll to higher corporate income
taxes would assert that such a shift could dampen entrepreneurial incentives.
However, balance sheet data on Brazil's 500 largest firms which has been
processed by the Getulio Vargas Foundation annually since 1967 shows after-
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output by 1974, While the former are incident upon payrolls and thus distort
labor costs, the latter would appear to be completely meutral im impact. 1In
terms of direct benefit to the worker, the two funds are very similar. Deposits
in the Social Integration Fund are subject to mometary correction and bear
minimum interest of 3 percent. Profits from the management of the Fund by
the Federal ba‘W‘lngb Bank in excess of this interest value also accrue to the
workers, However, withdrawals of principal values are restricted much in
the same way as are those from the Tenure Guarantee Fund (i.e., death, retire~
ment, unemployment, home purchase, education, etc.). On the other hand,

eva e L .

workers are free to withdraw interest earnlngs and distributed prorlts Irom
the Social Integration Fund without restrictiom.

81. The "float" from the Social Integration Fund is being used to
finance industriali investment in ways which are helping to develop Brazil's
capital market. The underwriting of new share issues by industrial firms

is one of the most important of these, Eventually, Social Integration Fund
resources also are expected to be used to finance the underwriting of
debenture issues, thereby facilitating the emergence of this type of financ-
ing which so far does not exist in Brazil. In the short run some fund re-
sources are being used to stabilize the Brazilian stock market which, by
virtue of 1its nascency, is subject to very unsettling fluctuations.

H. Education

82. As compared to increases in school age population averaging about

3 percent annually, Brazilian primary school (grades 1-4), lower secondary
school (grades 5-8), upper secondary school (grades 9-11) and university
enrollments grew at average annual rates of about 6, 13, 14 and 16 percent,
respectively during the 1960's. Although comparison of enroilments with re-
spective population age groups is misleading because of overage students,
particularly at the primary level, it is nevertheless significant that, over
the decade, these relationships increased from 73 to 96 percent at the primary
level, 11 to 26 percent at the lower secondary level, 4 to 10 percent at the
upper secondary level and 1.5 to 5 percent at the university level. As mea-
sured by the 1960 and 1970 censuses, literacy in the population 10 years of
age or older increased from 60.6 to 68.0 percent while the average number of
years of schooling achieved by labor force participants increased from 2,2

to 2.9 years over the decade., Moreover, in line with comparative rates of
enrollment increase, the improvement in the educational attainments of the
labor force was concentrated in the secondary and university education
strata. Public expenditure on education (at the federal, state and municipal
levels) increased from about 2.1 percent of GDP in 1960 to about 3.3 percent
of GDP in 1970,



Table 14: CHANGES IN ENROLLMENT LEVELS
Enrolliments ('000) % Age Group 7% Population
Average Annual
1960 1970 % 1960 1970 1960 1970
Primary 7,458,0 12,812.0 5.6 73.4 96.3 10.6 13,7
Lower Secondary 910.3 3,080.2 13.0 10.6 26.4 1.3 3.3
Upper Secondary 267.7 1,003.4 14,1 3.7 9.8 0.4 1.1
University 53.2 425.,5 16.4 i.5 5.1 0.13 0.46
TOTAL 8,729,2 17,321.1 7.1 12.4 18.6

Source: Ministry of Education: Education and Culture Statistical Service.

83. Despite the very substantial improvements which have been made,

the general level of educational attainment of Brazil's population and labor
force remains quite low. The 1970 census shows that of Brazil's economically
active population only 2.5 percent had university level training, only 5.2

percent upper secondary school training and only 8.0 percent lower secondary

school training. Some 29.8 percent of the labor force was illiterate. More=-
over, there was tremendous sectoral variation in labor force education
Arrn{nmpnrce Qarsnndarv and nn"\rnrn"fiy trained wctkers Ccnstit‘:uted nrflu l.l
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percent of the agricultural labor force of which 53 percent was illiterate.
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84, Volume V of this report deals in great deta education in

th
Northeast Brazil where the educational attainments of labor force are
about half of the national averages shown above in Tab 5. (See Table 1.9

of the Statistical Appendix for a regional breakdown of the educational
attainments of the population 10 years of age and older.) In dealing with
Northeast education, Volume V also covers the dimensions, organization, financ-
ing and problems of the national education system. The principal problems

11 wi
nts of the
ble 1
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ly afflict this system -—— particularly as regards qualitative
improvement of the labor force —— are described in the following paragraphs.

85, One of the principal problems of Brazil's education system is the
inefficiency of the primary cvcle caused by repeaters and dropouts. Only
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about 36 percent of first grade matriculants succeed in completing the é4-year

arimarv cvele takine. on averace, 8 years to do go. As many as half of first
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grade enrollments consist of first grade repeaters., Inefficiency and the low

arimarv achanl ratontion rate are attributable to:
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1964 school census showed that although the primary cycle is
designed to matriculate first graders at seven years of age,
some 40 percent of the first graders enrolled during that year
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were 10 years of age or older.
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86. Retention in both parts of the secondary cycle igher than
in the primary cycle. About half of first year matriculants complete the
first four-year part of the cycle {ginasio) while about one-third of these
matriculants go on to complete the second three-year part of the cycle
(colegio). However, only about haif of the primary cycie graduates continue
on to secondary school. This low primary to secondary cycle progression
rate reflects:

(1) the paucity of publicly-financed secondary school facilities,
Almost half of existing Brazilian secondary school facilities
are privately operated as compared with about 10 percent at
the primary level; and,

(11) stiff examination requirements for admittance into the secon-
dary school curriculum,

87. In addition to these constraints, Brazilian secondary level educa~
tion is designed primarily to prepare people for higher education rather

than to equip them with the practical skills which would be much more mean-
ingful for working class children. About 75 percent of secondary enrollments
typically have been in schools offering academic curricula, another 20 percent
in commercial and normal schools and the remaining 5 percent in industrial

and agricultural training schools. In addition to restricting social mobil-
ity, this system is out of phase with Brazil's labor force requirements.
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For example, foreman~type jobs in Brazil's industrial sector tend to be
filled by university-graduated engineers because of the lack of machinists'

training facilities. Needed improvement of Brazil's agricultural extension
service is '{mnpr}nd hv the lack of facilities for practical training in

eded es for pr ng in
agronomics.

88. This excessively academic orientation may partially explain the
fact that, despite shortages of skilled and semi-gkilled labor, calculations
of rates of return to investment in various levels of education, although
hioh da not ehow an unward nraorascedan
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Table 16: ECONOMIC RATES OF RETURN ON EDUCATION INVESTMENT IN BRAZIL™
Belo Horizonte Sao Paulo Brazil
{C.M.Castro 1967-68) (8. Levy, 1968) {(C. Langoni, 1569)
A, Complete Primary
Versus Illiterate 38 22 32
B. Complete Ginasio
Versus Complete
Primary 22 20 19
C. Complete Colegio
Versus Complete
Ginasio : 37 (Technical 16 21
School)
D. University
Versus Complete
Colegio n.a, 5 12

1/ Costs include current and prorated capital expenditures per student,
Benefits are average salary differentials, e.g., the average salary
earned by "colegio” graduates minus the average salary earned by
"ginasio" graduates in the case of item C.

Source: Summary by Claudio M. Castro of studies done by himself, by Samuel
Levy and by Carlos Langoni in article entitled: "Investimento em
Educacao do Brasil, Comparacao de Tres Estudos; 2esquisa e

Planejamento, Vol. 1, No. 1, Rio de Janeiro, June 1971,

89. The Brazilian Government is well aware of the deficiencies of the
educational system and, in 1971, it enacted legislation (Law 5692) reforming
the structure of the system and adopted a 1972-74 public sector investment
budget which nearly will double public expenditures on education, bringing
them to about 4.5 percent of GDP by the end of the period. The structural
reform moves grades 5 through 8 back from the secondary and into the primary
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cycle so that students will have access to an initial eight years of schooling
without having to overcome the obstacle of the old ginasio entrance examination.
Curricula and promotion procedures also are modified with emphasis on the
incorporation of vocational training in both the primary and secondary cycles.
Here the objective is to equip school drop-outs even at the primary level with
skills enabling them to take up productive employment. Another very important
part of the overall program, one that got underway in 1970, is the nationwide
adult literacy campaign which aims to reduce illiteracy in the 15 to 35 year
old age group from 8 million to 2 million persons by 1974, Educational TV,
adult vocational training, secondary and university level teacher qualification
programs, and improvement of the quality of higher education, particularly

in the sciences and at the post-graduate level, also are emphasized. The
program envisages secondary 1/ and university enrollments increasing at

annual rates of about 19 percent and primary enrollments 1/ at about 8

percent. -

90. The implementation of this crucially important education reform

will depend primarily,on state and municipal governments for administration
and funding. Although the Federal Government provides financial support
through tax sharing arrangements which bear an inverse relationship to state
per capita income it still is likely that implementation will be less complete
in the poorer states. It is largely on this account that this report's
analyses of Northeast regional developments suggests the federal tax sharing
with that region may need to be increased.

91. The greater concentration on vocational training as opposed to lower-
level primary education and the fact that in any case the reform is 1ikely to
be better implemented in the city than in the countryside may widen the rural-
urban income gap. It would make little sense, however, to oppose the reform
on these grounds.

1/ New definitions.
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III. DEVELOPMENT STRATEGY

A., Macroeconomic Goals

92, The Government has promulgated a 1972-74 public investment program
which supports its Plan for National Economic and Social Development for
these years, The Plan aims to sustain an 8 to 10 percent rate of economic
growth at least uatil 1974, The sectoral composition of this growth 1s
summarized in Table 17,

Table 17: 1972-74 GROWTH AND EMPLOYMENT TARGETS

(percentages)
Historical Output Growth Targets
Growth Rates Output Employment
1970-71 1967-71 1972-74
Agriculture 4,7 6.1 7 to 8 1.2
Industry 7.9 11.5 4.1
Manufacturing 10 to 12 3.5
Mining 10 to 12
Construction 8 to9 4,6
Services 6.7 9.8 4.7
Transport and Commerce 9 to 10
Electricity 11 to 12
Other 7 to 9
TOTAL 6.6 9.6 8 to 10 3.1

Source: Ministry of Planning and Economic Coordination.

93, The interruption of the mid-1960's notwithstanding, Brazil's growth
over the last two decades has been rapid. Besides the institutional reforms
and relative price adjustments which have been made in recent years, one new
feature of the new growth strategy is its international orientation, Although
it has not dismantled its high tariff structure, the Government has been very
liberal with tariff exemptions in an effort to ensure that access to capital
equipment and intermediate goods not produced in Brazil is unobstructed,

4 a

This, of course, calls for very good performance not only in expanding but
also in diversifying exports. The Government very energetically is pursuing
export expansion and diversification in the industrial and agricuitural
sectors,

94, The Government does not, however, plan to rely entirely on domestic
savings to finance the investment needed to support rapid growth., Even with



good export performance, it anticipates a large external resource gap and
the transfer of a substantial volume of savings from abroad., The fact th
foreign investment now is welcome in Brazil supports this aspect of the
Government's strategy but this is not a new phenomenon; LOIELgH investment
played a crucial role in the rapid development of the 1950's, The Government
does prefer that such investment take joint venture form and that it not
displace Brazilian investment or enter into already competitive subsectors.
Finally, the Government has recently made steady progress in formulating
investment projects suitable for external development agency and supplier
finance, This effort to mobilize medium- and long-term loan capital is part
of an effective overall system of debt management the installation of which
was completed by the Government in 1971,

95. The public sector can be éxpected to continue to generate most of
Brazil's domestic savings. Rather than reduce the tax burden, the Govern-
ment’s policy has been to direct public savings to the commodity producing
sectors through official financial intermediaries. In this way it can better
control the structural implications of investment, Simultaneously, however,
the Government is working hard to mobilize private savings, essentially by
promoting the development of the capital market.

96, The Government's employment creation target, at 3.1 percent per year,
is about 15 percent higher than the anticipated pace of labor force growth.
Moreover, it implies a shift into urban activities of more than half of new
labor force entrants originating in rural areas. The Government has specific
plans, discussed below, to make those remaining on the farm more productive,
It counts on rapid growth of industry and services and on the education
program, described in the preceding chapter, to reduce urban underemployment,
The Government's incomes' policies are not entirely neutral because they do
rely very heavily on the profit motive to break producticn bottlenecks. On
the other hand, the Government is channelling massive amounts of public
savings resources to regional development programs in the most poverty af-
flicted areas of the country.

97. The following sections of this chapter discuss in detail regional,
agricultural and industrial development,

B. The Northeast Regional Development Effort J/

98. The Northeast, with about 28 million people, is the poorest region
in Brazil. Its per capita GDP, US$180, is half of the national average.
Moreover, income inequality is such that the per capita income of the poorest
50 percent of Northeast population is about US$50. Social indicators, such
as high illiteracy, malnutrition and inadequate health facilities also

lj This section is a verbatim reiteration of the Summary and Conclusions
to Volume IV, "The Nort heanf Development Effort".

AN/ L Lan



manifest the region’s underdeveloPment. Regional income disparity has been
a function of more than just poor soils and recurrent droughts., An archaic
land tenure system, unfavorable interregional terms of trade and neglect by

public policy, until as recently as the late 1950's, played major roles in
hampering Northeast growth,

99, Until the 1950's federal programs to aid the Northeast were largely
concentrated on construction of hydraulic works in an attempt to temper the
ravages of drought on agricultural production. Traditionally, a severe
drought has been required to spur the authorities into action. After the
1958 drought, a Northeast regional development agency (SUDENE) was created
and the emphasis of federal programs was shifted to more comprehensive
regional development efforts., The thrust of the Government action in the
Northeast during the 1960°s was on heavy investment in infrastructure,

mainly transport and power, and on industrialization, which was stimulated
through an ingenious investment tax incentive scheme (known as the Art, 34/18
program), By most standards, Northeast economic growth in the last decade
was impressive. Much of the credit for the rapid growth of the Northeast
during the 1960's is attributable to the considerable volume of federal
resources transferred to the region., Federal policies have not narrowed the
regional gap, but have prevented the gap from widening., On the other hand,
those Northeasterners living at the subsistence level werc not directly
affected in significant degree by the Government's regional development efforts,
although their situation was alleviated to some extent by inter-regional
migration. Government policies in the 1960's had little impact on Northeast
poverty, mainly because agriculture was relatively neglected. The main bot-
tlenecks to agricultural development (highly skewed pattern of land tenure,
lack of credit, extension and research facilities, marketing deficiencies)
persisted despite some improvement of the programs for dealing with them.

In addition, the industrialization program, which attained significant pro-
portions only in the late 1960's, was not able to generate sufficient employ-
ment opportunity to keep pace with the rapid growth of the urban labor force.
Thus, a pool of underemployed labor accumulated in the urban sector.

100, As in 1958, the 1970 drought jolted the Government into a major
reformulation of its policy towards the Northeast. The vulnerability of the
Northeast economy was emphasized by the drought, The limited role of industry
in absorbing surplus labor was recognized. It was decided that for the time
being the main solution to agricultural underemployment and poverty must lie
within agriculture itself, Two new dimensions were added to Government
policy: labor mobility and agriculture. With the creation of the National
Integration Program, (PIN) in 1970 and the Program of North/Northeast Land
Redistribution and Agricultural Development (PROTERRA) in 1971, 50 percent
of the 34/18 income tax credit resources, corresponding to about US$280
million annually, were preempted and channelled to finance agricultural
development and related infrastructure in the Northeast and Amazon regions

throuch 1976 Another nr{nninn'l component of the ney racional development
irougn 2J7/0. j224 upo il i e~iiads U
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strategy is a program to reorganize the inefficient Northeast sugar industry,

. < 1 1niral
Together, these new programs constitute a major effort to ease the agricultural

underemployment in the Northeast, by removing workers from this area to new

~ her 3 - 4o tha dueotrd +
agricultural frontiers and, more importantly, by increasing the productivity

of workers remaining in the area.
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101, Clearly, the Government has taken a political decision to change
its regional ponlicies so as to bring them to bear more directly on human
walfare IInfortunatelv. the ingtitutional and informational base needed to

welfare, Unfortunately, the titutional an nal )

make such a change effective is still far from complete.

102, In addition to the construction of various irrigation works in the
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Northeast, the PIN is financing the construction of two Amazon highways and

the colonization of areas adjacent to these roads. The Government balanced

Ll .
the national security and political objectives of the Amazen roads against

the Northeast underemployment problem, Had the second objective been pre-
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justified as a component of a co
program in areas where the ec 1

known, is more difficult to de on economic grounds. Moreover, highway
investment does not seem to be a necessary conditiom for prospecting and
exploiting more remote mineral resources in the Amazon Region.
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103, Preliminary studies of the construction of a third major Amazcn
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highway have been undertaken. This would be a peripheral route, tracing Brazil'

4,400 km northern border. Evidence of the economic justification of this

massive additional road pI'OJeCC has not yer, been aeve.Lopea.

104, Government colonization schemes along the new Amazon highways are
proceeding at a much slower pace than originally forecasted, as a settlement
policy still is in the process of definition. Regarding the planning basis
for such projects, Brazilian authorities gradually are shifting from an

ad hoc system which simply allocated fixed areas for settiement to a system
which has as its basic objective the achievement of resettled family income
targets, A number of different methods of promoting settlement are being
used, Over the past few years, there has been a great deal of spontaneous
settlement along the Belem~Brasilia highway, which was largely unsuccessful
as settlers acquired no legal tenure and were not assisted either financially
or technically by the Government. Along the new Amazon highways, the Govern-
ment has introduced limits on spontaneous settlement, although it will be
difficult to enforce them fully once road access has been provided. The
Government also has started to establish some controlled settlement in that
area, Besides being very expensive (over US$10,000 per settler), controlled
settlement to date has absorbed an exhorbitant amount of limited administra-
tive talent, Fortunately, the Government has undertaken to experiment with
an alternative controlled settlement model similar to the IBRD-financed Alto
Turi project in Maranhao, which represents a practical, low-cost approach

to the problem, somewhere between the intensively administered schemes and
undirected spontaneous settlement.

105, Another issue in colonization policy is the relative desirability
of the various frontier regions and their settlement over time. The Central-
West and the frontier Northeast states still appear to offer the best coloniza-
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tion alternative at present, in view of their proximity to markets and the
quality of their soils,

106. Regardless of what mix of colonization techniques eventually
emerges and where they are applied, the greatest need appears to be for the
Government to prepare itself now for making adequate titling arrangements and
for orienting settlers in terms of the cropping pattern and production

techniques.

107, With regard to Northeast irrigation, the third component of the PIN,
it appears that the Government rightly wants to proceed cautiously, by im-
plementing only a few clearly viable projects in the next few years. Although
a large number of irrigation projects have been tentatively identified, the
viability of many of them is doubtful owing to various factors, e.g., over-

estimation of markets for high unit value products.

108 The aim of PROTERRA, promulgated in mid-1971, is to facilitate the
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access of Northeast peasants to the land, to create better conditions of rural
enployment and to stimulate the growth of agro-industry in the North and the

mployme
Northeast, Not until late 1372 were the implementing regulations issued,
The delay in the definition of the PROTERRA illustrates that technical and

M Ay

administrative limitations are serious constraints to implementing any North/
Northeast agricultural development strategy. It also shows the difficulty

AL IO L aplavuania bl

of striking a balance between market-oriented policy instruments -- such as
credit and price incentives -~ and programs directad to structural factors

Ciduae pPrave s

such as unsatisfactory land tenure, inadequate research and extension, poor

<L -
101, etc,

J
ress in agrarian reform to be made in the Northeast, In certain des1gnated
d lands in properties of 1,000 hectares or
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greater will be redistributed to an estimated 15,000 families in 1973. Owners
who cooperate with PROTERRA by presenting acceptable programs for splitting
up their estates will be exempt from expropriation and receive payment for
their land in cash. The program thus seeks to place as much of the adminis-
trative burden of land reform as possible on the 1 ndowners, limiting the

role played by INCRA, the Government agrarian reform agency., Whether this

will prove to be commensurate with the social goals of the progran remains
1

ity of TNCRA is
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to be seen, however. Although the limited tech ric lc
recognized, more Government participation in the program may be needed to
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avold biases in the redistribution of land as well as to assure rea vail
ability of extension services, inputs and credit to the benefici aries.
Finally, if the target is to reach the maximum number of families within th
existing financial constraints, compensation procedures should perhaps be

modified to lower capital costs to the Government.
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110. In terms of financial resources, the agricultural credit component
of PROTERRA is more important than its land reform component. Involved are
a series of credit lines for fertilizers, improved seeds, farm mechanization,
farm improvement and agro-industries. These credit lines bear nominal in-
terest rates varying from zero (for fertilizers) to 17 percent {(for agro-

industries).
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111, PROTERRA plans for massive injections of subsidized credit assume
that increased use of modern inputs is economic and that distortions in
relative prices are impeding their application. This is true to a certain
extent, as is demonstrated by the high cost of fertilizer. On the other

hand, the use of subsidized credit as a rural development technique ignores
two problems., The first is the problem of equity; existing credit mechanisms
simply are not capable of extending credit, subsidized or not, to the majority
of small farmers. Further, negative real interest rates create excess credit
demand and in the rationing process funds are mainly absorbed by those who are
first into the credit market. The second problem applies over the entire range
of potential subsidized credit beneficiaries. Present knowledge of optimum
agriculture production functions in the Northeast is far from sufficient to
justify a massive shift in production techniques. Moreover, the Government is
not yet institutionally organized to conduct the volume of research needed in
the Northeast. Fortunately, appropriate institutional changes at the national
level are underway.

112, The sugar industry reorganization program centers on the provision
of subsidized credit for producers who agree to merge and reequip sugar

mills and/or to integrate and relocate cane production and milling, An
important stimulus to achieve economies of scale through this program is
constituted by the fact that the present 20 percent difference between Govern-
ment—-fixed producer prices for the Northeast and the Center-South (equivalent
to the interregional production cost differential) will be gradually elimina-
ted by 1979, Although improvement of the efficiency of Northeast sugar pro-
duction is a sinequanon for the development of the areas occupied by this
industry, the reorganization program does need to take more expeditiously
into account the problem of the cane field and mill workers who will be
displaced by it. At least some of the areas which have been designated for
land reform are in the sugar zone, However, efforts to insure that displaced
sugar workers will be the beneficiaries of the reform and/or to design pro-
duction and marketing systems that would permit the redistributed land to be
employed in the production of other crops are lagging. Thie situation is

attributable to a lack of coordination between Brazil's sugar institute
program, and TNFRA the

i
(IAA) which is administering the sugar reorganization

agrarian reform agency.

113, The recent reorientation of the Government's regional development
strategy is certainly a step in the right direction, For the first time
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Government programs are tackling on an appropriate scale the problems of
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of regional development resource allocation is impeded by two factors. The
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in the regional development process. The second 1is the shortage of technical
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Government is aware of the problem and is working toward its solution. Final-
ly, there is a danger that the desire to obtalm quick production results

may jeopardize adequate focus on structural problems, If the ultlmate goal

of PROTERRA is, in fact, one of alleviating poverty puld
on the rural poor.
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114, Northeast development agencies, which are engaged in indicative
planning for Northeast development in the 1970's, consider a 10 percent
regional growth target feasible. This reflects both the concern of the Govern-
ment with narrowing the interregional per capita income gap and its ambitious
national growth targets. With an expected population growth of 2,4 percent,

10 percent regional growth would double the per capita income of the North-
easterners by 1980, Expansion of Northeast industrial and agricultural out-
put will have to be accelerated if this regional growth path is to be

achieved,

115, Detailed analysis of the demand for and supply of Northeast agri-
cultural products suggests that the targeted 6.5 percent regional agricultural
growth rate is feasible, provided that adequate Government policies are im-
plemented. In addition to improving the efficlency of existing programs
along the lines suggested in the preceding paragraphs, the government might
consider the desirability of promoting interregional production shifts.
Labor-intensive crops such as sugar and cotton, which are grown both in the
Northeast and in the Center-South, will become increasingly inappropriate

in the Center-South where they are already encountering stiff competition
from other products (soybean; corn, pasture). In the Northeast, alternative
agricultural opportunities are less attractive and labor is abundant,

116. Despite the shift in Government policies, manufacturing industry
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117, However, major bottlenecks must be eliminated before the growth
Northeast industry becomes self-sustaining., Interindustry relations in the
Northeast still are primitive due to the lack of subcontractors, component
suppliers, maintenance units, etc, Regional development agencies should
promote the installations of small and medium industries which could exploit
the linkages of the industrialization program, Another bottleneck facing
Northeast industry is the shortage of skilled blue collar workers as well as
of middle level manpower. Hopefully, regional education reform will respond
to this need.
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118. Looking toward the future, projects already approved by SUDENE but
not yet in operation will account for most of the expected 15 percent increase
in regional manufacturing output throughout the mid-1970's., For new industrial
projects, SUDENE should increasingly emphasize exploitation of regional natural
resources (mineral and agricultural) as well as the use of cheap labor since

it is in this way that the region's comparative advantage can be exploited.
This does not mean that Northeast industry can be expected to contribute
significantly to the regional pool of underemployed urban labor. Physical
resource based industries necessarily tend to be capital-intensive. In any
case, if Northeast industry is to compete in the rest of Bra=zil as well as
abroad, the choice of techniques is, in practice, very narrow. Labor absorp-
tion by industry can be improved economically, however, by directing new
investment to labor-intensive industry branches such as garment production,
appliance assembly, etc, SUDENE should also give more emphasis to production
for export abroad. The recent decision of the Federal Govermment allowing
duty-free transfer to Brazil of entire used industrial establishments on
conditions that at least one-third of their output be exported, should have

a positive impact on Northeast exports,

119. Rapid growth, however, is not sufficient of itself to insure
visible improvement of the quality of life for the Northeast poor. Another
necessary condition is that the policy mix emphasize that aim. The present
regional development policy does ccontain ingredients —- land reform and
colonization -~ oriented to a rapid increase in the incomes of the poorest
sections of the population., Migration to the Center-South can be expected
to continue to alleviate the Northeast surplus labor problem. Another area
which is increasingly receiving Government attention is education. Quanti-
tatively, the education and training system of the Northeast has responded
impressively to the growing national commitment to education. Despite these
gains, however, there remain significant interregional and intraregional
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disparities regarding the distribution of educational Opportunities and
attainments as well as the efficiency and quality of the education system.

The same is true of public health. Only about 30 and 7 percent of Northeast

urban dwellers are served by adeﬂ' te water and gewerage facilitlies, respec~

tively, as compared to 65 and 26 percent in the Center-South, It is difficult

to gee how local governments in the region can generate the resources needad
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to overcome these disparities, even gradually.

120, The massive problems of adequate rates of job creation and expansion
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appear to be declining in the Northeast., Brazil's Family Welfare Society

DTN AN Dlonmmal Da ol ated e
\DLL‘LR‘\LL}’ an GLLLLLHLC UL l-llﬁ J.H.I.cl.uﬂl..l.Ulld.L LI iailiecu Lch-lll-llUUu IGUCLﬂLLUll’

is active in the Northeast as it is elsewhere in Brazil. Recent relaxation

A A ® oA

of official attitudes contrary to Iamliy pianulng porLeuu ar increase in
organized family planning activity in the future. At least during the decade
PRSP T Yo kr Ta R i 212

O Lne 175/U’'s, nowever, it is Lan.lKe.Ly l'.llal: reglonai Iertll]ty decline will
be of sufficient magnitude to, say, ease pressure on the schools,



- 49 -

1z1. In order to improve the living conditions of the poorest sections

of the Northeast society as well as to achieve the concomitant goal of region-
al growth, it is necessary to increase the productivity of the existing capi-
tal stock and to stimulate a rapid growth of investment while improving the
administrative structures. A 10 percent growth path is likely to require a

14 percent annual increase in regional investment, loreover, an increasing
share of the total investment burden is likely to have to be borne by the
public sector., Government investment plans and an indepeadent estimate of
needs for education and feeder roads indicate a 22 percent rate of public
sector investment growth over the next 5 years.

122, The adequacy of resources to meet such public investment require-
ments is largely predicated on the flow of federal funds to the Northeast in
the form of direct federal investment and federal transfers to the states.
Fortunately, the strong fiscal situation which is expected to prevail at the
national level for at least the next few years bodes well for the timely
channelling of needed federal resources to the Northeast., However, the
regional need for transferred resources will be greater than the amounts
presently budgeted by the federal government in the event that the local
governments in that region do not succeed in improving the elasticity of
their revenue structure, The size of this gap between needs and already
budgeted allocation may be as much as (1971) Cr$600 million annually over
the 1972-76 period.

123, Unfortunately, it is precisely the social investment programs of
the local governments which are most likely to be jeopardized by failure to
fill this gap.

124, The Northeast states, whose tax powers virtually are limited to
the imposition of a value-added tax (ICM), are urging the Féderal Government
to make substantial changes in ICM administration which would raise their
share of overall ICM collections. Presently, the incidence of the ICM is
heavier in the state of origin of the product than in the state of destina-
tion. The Northeast states are advocating that the ICM revenues generated
by interstate trade be equally split out between the exporting state and
importing state. The adoption of such an arrangement would certainly in-
crease the revenues of all Northeast states, although in a very uneven way.
But since the bulk of Brazil's interstate trade takes place in the more af-
fluent Center-South, ICM splitting might well prove to be a very inefficient

way of responding rn the resource needs of the Northeast., Roth from an ad-

mlnistrative and political standpoint, it may be desirable to increase instead

federal rgvgpnn-qhnring with the Northeagt hv innrnneing the magnj_tude of

the so-called Special Fund which presently allocates 2 percent of federal

1/ The Federal Government maintains two revenue-sharing funds, the Participa-
tion Fund containing 10 percent of federal income and sales tax receipts
and the above-mentioned Special Fund which is destined almost exclusively
for the Northeast. Participation Fund distribution also is welfare
oriented, the Northeast receiving about 40 percent of these resources.
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125, Any additional transfer of resources (whether federal or state) to
the Northeast will be either directly or indirectly at the expense of the
other states, The advocates of the more affluent states, such as Sao Paulo,
argue that a reduction of resource availability for investment in the Center-
South would impair the rate of growth of the overall Brazilian economy and,
in turn, absorption by the Center-South of Northeast surplus labor as well

as Center-South resource transfers to the Northeast. Their argument is based
on the hypothesis that the productivity of capital 1s higher in the Center-
South than in the Northeast, a hypothesis which has yet to be demonstrated,
But even assuming that a productivity differential exists, it must be re-~
called that the additional interregional transfer suggested here is marginal
for the Center-South economy, but substantial for the Northeast, Moreover,
the purpose of the transfer is to decrease the disparity between the avail~
ability of public services provided by the Center-South states and those
available in the Northeast states., Finally, the additional resource transfer
is advocated within the context of adequate tax effort on the part of the
Northeast states as well as increased Northeast absorptive capacity.

126, Expansion of private sector investment will also be essential to
achieving the rapid growth targeted for the Northeast eccnomy even though
the pace of its expansion need not equal that of public investment. The
amount of resources available for Northeast private investment in the next
few years mainly depends on the flow of the 34/18 funds and the expansion of
credit by the regional banking system. As a result of the allocation of 50
percent of 34/18 funds for the PIN and PROTERRA program, there will be a
reduction in the availability of such resources for private investment, The
impact of this shrinking could fall primarily on industrial investmeat which
received the lion's share of 34/18 resources in the past. Among possible
offsetting measures are: a shift of all SUDENE agricultural projects out

of the 34/18 scheme and into the PROTERRA scheme; and, more importantly, a
reduction in the maximum contribution of 34/18 funds to industrial project
cost. A potential absorber of scarce 34/18 funds is the Bahia petrochemlcal
complex (see para. 196). Given the national relevance of the project and
its low labor absorption, a smaller participation of 34/18 funds than present-
ly envisaged, associated with a larger inflow of external resources, may be
justified.

127, Another question which arises as a result of the shift in regional
policy is the prospective amount of resources available to the Bank of the

Lhe pru <UL

Northeast (BNB) Besides federal government contributions to the bank's
capital, a n 1 gource of the BNR's loanable funds has besn the depos
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of the 34/18
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ipal
vestment funds of the private sector. These resources are
BNB

nv
held in blocked BNB accounts pending SUDENE approval of an investment project
to which they may be applied. As a consequence of the diversion of 30 percent
of 34/18 investment funds for PIN, coupled with more rapid approval by SUDENE
and implementation by investors of 34/18 projects, the 34/18 deposits are
projected to decline very rapidly in the next few years. The 34/18 funds

(20 percent) diverted to PROTERRA will continue to be deposited in the BNB
which will transfer them to the agricultural sector. However, the "float"
emerging from this operation is likely to be of relatively short term, Thus,
the BNB will need to find additional resources in order to expand industrial
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credit, To fulfill its mandate as a development bank, the BNB also needs to
be more aggressive in its industrial lending and more oriented towards the
small farmer in its agricultural lending.

128, Overall, the outlook for the volume of resources which can be
expected to be mobilized outside the region to support Northeast investment
is good. This conclusion is based on prospects for continuation of rapid
national economic growth and of good federal fiscal management, These are
the two main factors affecting the flow of private and public savings to the
Northeast. However, gaps in the financing of the projected regional invest-
ment program could arise unless presently budgeted federal transfers are
increased and means are found to permit the BNB to expand its lending beyond

presently envisaged levels.

129, External assistance so far has played a minor role in the develop-
nent of the Northeast., It is unlikely that the role of external assistance

could be expanded substantially in quantitative terms. In any case, as indi-
cated, federal government funds will cover the bulk of required public invest-
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ment financing., Moreover, individual projects suitable for external financ-
ing not nnTv are sparse but also tend to be small and to have nn]v minor
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forelgn exchange components. This is not to say that, quantltatively, exter—

nal assistance cannot be gienificant Some ts, such as the Bahia

P aw Lo LS Lol SaptiasalGilive

petrochemical pole, are substantial and, in

roacaurecac are imnartant Pathar thece comment
e AT W A A N D W A N J.IIIPUI- —Chii b AVED wiiNw A -l AN S e ML A L

desig
e +5
fact that external assistance can have much greater qualitative than quantita-

trdun Tmnant Narthanaot+ 'b‘bn“t\r\ 1 deve Tanmant 4iec imnadad hy tho l1anlk of o
Live impacCie noreni€asc Iegliorl 1ai aeyv C.i0pMENLC A5 1MpRGel DYy e alk OL ¢

nical information on resource potential and development methodology. It is
1

4 tha £4.2143 Af +anhntanl caoiatance: +thae foreien 23d can nlay a2 mador ra
ifi Tae rield oI Tedinnicads dgssisualice wnac LTipil ALl Lait piay & uigjvi 11U

for the development of the region, There is

r
Y such as the zania

o
rginal sense, all investment
b o no

nad to emphasiza the

nroi
revJ
a ma
o
s

o
(=3 & - Silioll LU Shipiias i o

clear need to increase the

avatriea~r AafFfL adamay ~fF

a
Navwthanat Ta alcarmmeatdern ~namandder her dmomemssdmas ha e
WwiL LliiaolL O GUDULPL.I.VC bdpd\..l.l.y Uy J.lllpLUV.L l5 (S P 8~ UP:L I-J.ll5 CLLL\.LCLL\-y Ui
economic and social institutions and by identifying, through research, the
roacdAantla mameacmatdern adiracbana do aned mcsldimma me rral?l ac Lo T Ao bovany
LRIV O Lulipdalakive alvalltapC 1l apiidituliule a5 well ao il J.luubLL_y.
12N P 2 o e T man 2o 1 nn aem L o ded Lo ol cdmamded ) mnad b L
LIV e rirojecCt lcudliig iias L0 be piviedeu Dy Suodudailtlidl asSsisStalite L
project prepara tion, in many cases with a long lead time, Considerable
technical assistance in the organization and management of project institu-
tions in sectors such as agrlcultu e and education will be needed, These
problems and the relatively small size of individual projects should not
deter official lending agencies from seeking to direct their lending to the
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following three priority areas: welfare projects (nutrition, low-cost housing,
sewerage); production projects (agricultural credit, agro-industry, feeder
roads, tourism, industry); and long~-term projects (agricultural research,
education). An appropriate mix of lending in these three areas is essential
for the success of assistance in the Northeast.

C. Agriculture in the Center-South

131. Volume VI of this report analyzes in detail the performance, problems
and prospects of agriculture in the Center-South of Brazil. The following
paragraphs summarize the results of this analysis.
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132, Agriculture in the Center-South is poised for a shift in technology
which the Government aims to facilitate by providing subsidized credit for
the acquisition of technical inputs and tractors, by launching a multi-
disciplinary research effort focusing initially on coarse grailms, rice, beans,
soya and forages, by developing the supply of improved seed and by increas-
ing the staff and improving the facilities of the extension service (ABCAR).

133, Until 1971 the bulk of agricultural output increase was attribut-
able to expansion of cultivated area. Vast amounts of uncultivated area
remain, predominantly in the central western states of Goilas and Mato Grosso
but also, to a significant degree, in the eastern and southern states of Minas
Gerais, Parana, Rio Grande do Sul and, to a lesser extent, Sao Paulo. Much
of this uncultivated 1and about 1.3 million km2, is covered by the acid
laterite soil known as '"cerrado'. With liming and some fertilization this
land would support coarse grain and oillseed production in place of and/or
together with the intermittent and extensive cattle ranching presently taking
place upon it., Thus, in addition to its efforts to improve technology in the
more accessible and already cultivated regions of the Center-South, the Gov-
ernment is mounting a program of land use research in the 'cerrados'" regions.

Fertilizer

134, From 1965 until 1971 the use of fertilizer by Brazilian agriculture
increased at an annual rate of 35 percent, from 281,000 tons of nutrients in
the former year to 1,150,000 in the latter., However, fertilizer consumption

is mainly for wheat and coffee, and even in the case of coffee only about 30
percent of Brazil's trees are fertilized. Fertilizer also is applied in
limited degree on sugar cane, cotton, corn and rice. About 60 percent of

total fertilizer consumption takes place in the Central-East, 30 percent

in the South and only 10 percent in the Northeast. In 1971 dgmestic fertilizer
producers supplied about 27 percent of all of the nitrogen nutrient (N
consumed in Brazil, 53 percent of the phosphate nutrient (Dq(\c\ but none of
the potassium nutrient (K20). Domestic production, especially of W, 1

’
inefficient and its protection has resulted in a level of domestic fe
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136. PETROQUISA, the petrochemical subsidiary of PETROBRAS, Brazil's
state petroleum enterprise, plans to install a 1,000 TPD ammonia/urea plant
in Bahia, utilizing local natural gas. A significant apatite deposit located
on the border between the states of Sao Paulo and linas Gerais will be ex-
ploited by private P205 producers. These and other investments will greatly
increase domestic production of N and P05, Nevertheless, prospects for
domestic consumption increase are such that total supply will continue to
depend heavily on imports (see paras. 38 to 50, Volume VII), Fortunately,
increases in production scale and expected improvement in the operating
efficiency of the existing principal, but small scale, N producer
(ULTRAFERTIL), should permit a decline in the level of protection. In reduc-
ing protection, however, the Government should bear in mind that the duty
free import/local production ratio of the fertilizer import quota system

is inversely related to the level of effective protection afforded the pro-
ducer. Any increase of this ratio would be more likely to benefit the pro-
ducer than the farmer.

Liming
eer——

137. Liming is required to make fertilizer use f J .
in the "cerrados" région but throughout much of the Center-South, For large
areas of Rio Grande do Sul, for example, it has been estimated that applica-

tion of three to five tons of lime per hectare every three years or so may
be required to support effective fertilizer use, In 1972’ however, the

price of agricultural lime to Rio Grande farmers was a prohibitive US$13 per

ton. This reflects the lack of an oreanized zericultural lime nrndur1no and
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Extension

138 Only in the state of Sao Paulo, which operates an independent
extension service, are extension facilities reasonably adequate. The
national extension agency (ABCAR), a federation of state organizations, is
lin&eu to Brazil's system of rural credit which allocates two percentage
points of the interest rate on agricultural credit to ABCAR when such credit
is accompanied by technical assistance, The limited dimension of ABCAR's
Operations is best exemplified by the fact that in 1970 only 5.7 percent of
all agricultural credit operations outside Sao Paulo were accompanied by
technical assistance (see Table 25, Volume VI)., In that year ABCAR's staff
totalled 2,896 persons. ABCAR's field agronomists (university training) and
technicians (secondary level training) received salaries averaging US$265
and US$147 a month, respectively. Although they fell in the 10th decile of
Brazil's size distribution of income in that year, these salaries were not
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sufficient to retain the better ABCAR technicians who tended to move into
private agronomical consulting firms where the availability of their services
was limited to the wealthier farmers.

139. The 1972-74 Development Program provides for a 65 percent increase
in ABCAR staff, This should alleviate the dearth of extension facilities,
even if it does not totally satisfy the need for them, Scme increase in
ABCAR salaries may be required., More important, however, is the Government's
effort to increase training in agronomy at both the university and secondary
level, Presently, the limited supply of technicians appears to distort the
price of their services relative to other prices in agriculture, thereby
imposing a very severe financial constraint on ABCAR., The same also applies
to the willingness of the technician to live in rural areas, particularly
the remoter ones. Until technical training facilities, at least at the
secondary level, are better dispersed not even high salaries are likely to
produce adequate extension services in the remoter areas.

Research

140, The multidisciplinary approach to agricultural research provided
for by Brazil's 1972-74 Development Plan is encouraging. Until now Brazilian
agricultural research has been discipline rather than commodity oriented

with the result that practical prescriptions —-- ones taking into account
markets, prices and profits as well as technical relationships —- have not
been forthcoming, Along with the new multidisciplinary approach, Brazil's
program of agricultural research is to undergo a profound institutional
reform, Its planned transformation from an 850-man department of the federal
Ministry of Agriculture into an independent mixed enterprise not only will
allow it to pay more attractive professional salaries but also should make

it more responsive to the needs of commercial agriculture. Brazil‘s agricul-
tural research program already has the support of an AID loan but additional
external financial and technical support is needed and appears to be welcome.
In addition to reorientation, reorganization and more financing, the research
program needs to be better linked to extension. Presently, the program
counts on only 23 ABCAR technicians for the much more important job of trans-
lating research findings into meaningful extension recommendations.

141, On the technical side, the problems of Center-South agriculture

are concentrated in the supply and cost of nutrients and in the lack of
rasearch and extension input, Agricultural machinery does not anpear t

constitute a problem. Domestic tractor production supplied the entire

domestic market in 1970 and is pvnandino rapidlv, Itg nFFipipnoy was im-
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366.,8 farms (see Table 7,10, Statistical Appendix).
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Table 18: FARM SIZE DISTRIBUTION I

Area " % of Farm Number "~ % of Farm Area
(hectares) Center-South/1 Northeast Brazil Center-South/i Northeast Brazil
Under 10 33.9 44.8 36.0 2.9 2.6 i.8
10-100 56.5 42.6 51.2 30.2 20.9 18.3
100-1000 9.0 11.7 11.2 40.3 43.8 34.0
Over 1000 0.6 0.9 1.2 26.6 32,5 46.0

TOTAL 100.0 100.0 100.0 100.0 100.0 100.0

_Ll Excludes the states of Mato Grosso and Goias which, by virtue of extensive
ranching on unimproved soils would distort the distribution,

Rural Labor

143, There is some evidence of a potential shortage of rural wage labor in
the Center-South, In addition to complaints about this shortage by farm
owners, data on daily rural wage rates in the state of Sao Paulo show a

steady upward trend in real terms since the mid-1960's., Moreover, in the
coffee areas, which demand large quantities of seasonal rural labor, daily
wage rates have increased quite rapidly in real terms since 1968.



State of Sao Paulo Coffee Areas 14
Rural Rural Wage /3 divided Minas Esgpirito
Wage /2 by Legal Minimum Wage Sao Paulo Parana  Gerais Santo

1965 07,7 T .837 n.a. n.a. n.a. n.a.

1966 100.1 .821 n,d. N.ae. n.a. n.a.

1967 G8.5 .827 n.a. n.a. n.a, N.a.

1968 100.0 <844 100,0 100.0 100.0 100.0

1969 96,2 836 96.7 111.3 103.4 136,1

1970 102.0 900 118,2 109.1 137.5 134,.2

1971 107.1 .938 131.8 150.0 12631 136.8

1972 141.1 160,2 123.9 149,0

/1 Nominal values deflated by General Price Index.

/2 The source of these data is the Institute of Agricultural Economy of the
Agricultural Secretariat, Government of the State of Sao Paulo, Wage
data reportedly represent the average for the state as a whole.

/3 Compares the prevailing rural wage with the minimum legal monthly wage
in the city of Sao Paulo.

/4 The source of these data is the Brazilian Coffee Institute (IBC), The

data are not representative of the states as a whole but only of the
coffee growing areas within the state. Also wage values are not annual
averages but wage rates prevalling in the month of July. each year.

Internal Terms of Trade

144, Since the mid-1960's agricultural prices in general have risen
faster than other prices in the economy. In fact, since 1968 they have been
the main "cost push" element of overall Brazilian inflation. Reflecting this

improvement in the terms of trade of agriculture, land prices in r
of the state of Sao Paulo increased in value by about 25 percent between

1969 and 1972, Although somewhat unreliable, Sao Paulo state data

8]
profitability of major crop production suggests steady, across—the-boa
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increases in such profitability since the mid-1960's (see Table 7.5,
Statigtical Appendix).

APPSLQLA/s



- 57 -

Table 20: NOMINAL SECTORAL WHOLESALE PRICE TRENDS

(1965 = 100)

General Farm Products Industrial Products
1960 9.4 9.9 8.9
1968 212,2 207,2 216,8
Tuna 1072 A28 1 LR1 2 L1D D
~F LBRLN. e o b FU AN 5N TUL ¢~ A e g A
Source: (etulio Vargas Foundation,
145, Since the mid-1960's Brazil has relied on a combination of price
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supports and c},xxc.u;uiuu. credit to im iprove
the sector, Agricultural credit plays a double role in this respect. It
enables the farmer to avoild mortgaging his crop to the middleman at a low
price while the interest cost of the credit is subsidized. Relative im-
provement of internal agricultural prices notwithstanding, farmgate prices

for most Brazilian agricultural commodities are well below world price levels.
The major exception is wheat which presently sells at about 168 percent of

the FOB wheat import price, Wheat production has been stimulated as an

import substitute., Despite steadily rising domestic consumption, Brazil in-
creased the domestic share of its total wheat supply from 23,5 percent in
1965 to 54,7 percent in 1971, DMoreover, with improved wheat yields the
Government has been able to reduce the support price for wheat by about 34

percent in real terms since 1965 (see Table 15, Volume VI),

Agricultural Credit

146, Volume VI (paras. 34~50 and 110-116) contains a detailed analysis
of Brazil's agricultural credit system. It shows that, with the institutional
reforms of recent years designed to direct private credit into agriculture

and with the allocation of public savings to this sector through the banking
system, the stock of outstanding agricultural credit increased from 21.9
percent of Gross Agricultural Product in 1967 to 37.5 percent in 1971,

Credit has, indeed, been the Government's most important agricultural develop-

ment tool,

147, liowever, there are a number of flaws in the agricultural credit
mechanism which need correcting, Perhaps the most important has to do with
the farm distribution of credit. As of 1970 only about ore in every four
farms nationwide was the recipient of agricultural credit. In addition,
there was serious regional variation from this average; that is, credit
coverage was highest at one credit for every 1.7 farms in the Southeast and
lowest at one credit for every 16,7 farms in the lortheast. Also, there has
been little improvement in credit distribution with the tremendous increase
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in real credit value of recent years. Compared to a 100 percent increase in
the real value of its operations over the 1964-71 period, the Rural Credit
Department of the Bank of Brazil (which accounts for about 60 percent of total
Brazilian agro-credit) increased the number of its operations by only 33
percent over the same period. Moreover, about three fourths of the latter

was attributable to increases in agro-investment credit operations, indicating
that the increase in the number of beneficiaries probably was considerably
smaller than the increase in the total number of credits,

148, There is some bias in these statistics in that they do not cover

the recipients of subloans made by agricultural cooperatives. However, credits
made available to cooperatives for relending totalled only 5.4 percent of total
new agro-credit by value in 1970 so that cooperative credit is unlikely to

have had an appreciable impact on overall credit coverage. YMoreover, 89
percent of these credits by value and 92 percent by number of contracts were
destined for the Southeastern and Southern regions of the country so that they
certainly did not alleviate the regional skewness of credit distribution,

149, Extension of credit to smallholders is work of an almost missionary
nature which Brazil's principal credit institutions are not well prepared to
perform. The Government has relied, to some extent, on the National Cooperative
Credit Bank (BNCC) to deal with this problem, However, BNCC has been unable

to capture deposit resources from its clients, has seen its capital eroded by
negative borrowers' interest rates and by high default rates, has been afflicted
by mismanagement and, finally, has not been strongly supported financially by
the Government.

150, Since a specialized credit institution linked to cooperative
development efforts may well be essential to solution to the smallholder
credit problem, the Government perhaps should reconsider its position

vis—-a~-vis the BNCC or some similar substitute, The problem of maintenance
of value of BNCC funds could be handled by a Government commitment to

reimburse the BNCC for the difference between its borrowers' interest rates
and maintenance of real capital value plus interest costs and to offset a

measure of default, This would have to be accompanied by a sizeable invest-

ment in human resources for nrnmgting ognnﬁrnrivo nrganizatign in the
countryside. In addition, in view of the continuing difficulty which the
BNCC can be expected to have in capturing deposit resources from its
clientele, the Government should consider increasing very substantially its
contribution to the capital of this or some substitute agency.
151, Brazil currently limits nominal interest rates on agricultural
credit to 15 percent in the case of credits larger than 50 times the largest
legal minimum wage (i.e., above US$2,350) and to 13 percent in the case of
smaller loans. The real opportunity cost of capital in Brazil can be
arbitrarily estimated at 10 percent (although, as indicated, the profits/
capital ratio of Brazil's 500 largest firms in 1970 was 16 percen t) With
_______________________ h ¥ 'S e Fepipi
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the loan. I"IOI'EOVEI', many Braziiian agro-=-credit lines bear lower nominal
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interest rates. The '"modern inputs' (fertilizer, lime, improved seed,
pesticides, etc.) credit line bears 7 percent interest except in the nort
east where it bears zero interest and coffee tree planting credits bear 3 per-
cent interest, Recognizing the deterrent to implementing these special

redit lines imposed on the financial intermediary by their lower interest
limits, the Central Bank of Brazil reimburses intermediaries for the dif-
ference between interest at the specified borrowers' rate and interest at

the general 15 percent rate in these special cases., It ought to do the

sane in the case of the 13 percent interest rate for small agricultural loans
and thereby eliminate the disincentive to making small agro-loans which the
13 percent rate imposes on the Bank of Brazil and the commercial banks.

)
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152, Heavy subsidization of the ''modern inputs" credit line makes especial-
ly urgent the need for improved research and extension coverage. Iinancial
intermediaries exercize some supervision -- taking into account the volume

of production and general guidelines as to fertilizer use, for example -- but
better technical orientation is needed if resources are not to be misallocated.

153, Interest rate limits on the industrial production and commercial
credit of the banking system range from 18 percent, for loans of 60-day term

or less, to 21 percent for longer term loans., Moreover, the banks customarily
impose compensatory deposit requirements on these loans which raisc¢ the range
of true interest rates to something like 26 to 30 percent. Since the agro-
credit mechanism forces the banking system to direct a minimum percentage of
its deposit resources into agriculture, the Government does not believe that
this militates, on the supply side, against the adequacy of agricultural credit
coverage. It believes that the agro/non-agro interest rate differential --
and, in fact, the greater overall degree of agro-credit subsidization -- is
warranted by other price disadvantages suffered by agriculture, The price

of fertilizer is a good case in point, as is the far greatar degree of external
gconomies enjoyed by the industrial as opposed to the agricultural sector;

the latter in turn stemming from the distribution of social and economic
infrastructure. Horeover, the Government's strong fiscal position does leave
it in a good position to finance agricultural credit subsidization. 1/

154, However, as domestic fertilizer production is expanded and its price
reduced and as programs like that of the "export corridors" (described below)
lead to a more equal distribution of externalities, agricultural interest
rates gencrally should be brought into line with industrial and commercial
rates, at least in the more affluent regions of the country. This is advis~
able from the point of view of agro-credit supply as well as from the point

of view of cfficient resource allocation. In the interim, the Government

correction of loan pr1nc1pal in connection w1th its modern 1nputs and
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agricultural investment credit lines of more than one-year term. Such cor-
rection already is applied to Brazilian agro-credit lines funded by official
external agencies. When combined with nominal interest rates lower than the
real opportunity cost of capital, ex post monetary correction permits a degree
of subsidization, The advantage lies in the fact that the degree of subsidiza-
tion is fixed; that is, it is not left to vary with the behavior of the

general price level. This makes possible calculation of the financial rate

of return to the farmer on the investment being subsidized and forestalls
windfall gains unduly inflating the demand for investment resources.

Export Corridor Program

155, In addition to its technical and credit elements, the Government's
strategy for agriculture in the Center-South focuses on the production of
large export surpluses of coarse grains, soybeans, beef and, of course,
coffee. The Government has daveloped an "export corridors" program center-
ing on the ports of Rio Grande (Rio Grande Do Sul), Paranagua (Parana), Santos
(Sao Paulo) and Vitoria (Espirito Santo) which aims to make possible an
increase over the medium-term of Brazil's exports of coarse grains, soybeans
and meat from 1,2 million, 1.1 million and 150,000 (bone-in equivalent) tons,
respectively in 1971 to about 5 million, 4 million and 500,000 tons. The
total cost of this program -- excluding the agricultural credit- research
and extension services needed at the primary producer level -- is estimated
at US$810 million. About US$670 million of this amount is allocated to
improvement of port and railway facilities. Despite competitive farmgate
prices, high local transport costs leave the FOB prices of Brazil's bulk

grain and soybean exports less than fully competitive with major world
suppliers. Besides its US$670 million infrastructure component, the pro-

gram also allocates US$140 million for improvenent of meat and fruit
(aqnnnin11v orance iuing concentrate
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sible a more balanced distribution of the benefits of
growth beiween the agri dustrial sectors.,

i57. This assumes, of course, that Brazil resolves some of its problems
with respect to agricultural research, extension services and the supply of
technical inputs. Although new land brought under cultivation can generate
some of the additional coarse grain and soybean production required, produc-
tivity of presently planted lands will have to increase substantially, There

is ample margin for productivity improvement, In 1971 Brazil's corn and
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soybean productivity was at about 30 percent and 60 percent, respectively,

of levels prevailing in North America and Western Europe (see Table 16,
Volume VI)., In the case of beef, the Brazilian take-~off rate, at 12 percent,
average slaughtering weight, 200 kg, and average slaughtering age, 4-5 years,
all are very poor by world standards. Moreover, Brazill presently exports
only about 10 percent of its beef. Thus even marginal improvement in the
management of its 79 million head of cattle can yield significant differences
in Brazil's beef output and large differences in its export surplus. Such
improvement is being sought through various herd management-related credit
programs. Also, internal consumers' beef prices currently appear to be at
reasonable levels although maintaining them so does present problems in vicw
of the weight of beef in the cost of living and of the rising trend in world

beef prices.

The projected contribution of the export corridors program to ex—
rowth and to better sectoral balance of dnvn1nnment will be realized

fully only if gains ir the export of coarse grains, soybeans and berf arc not
offsc osses in Brazil's traditional share of external markets for st ugar,
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cacao, cotton and coffee, Volume IV on the Northeast Duvelopment Effort
describes the Government's programs to improve the efficiency of cane und
sugar production, primarily in the Northeast but also in the Center=South,
and of cacaoc production in the state of Bahia. Prospects for the supply of
cotton are less clear since corn and soybeans are alternatives to cotton
production in many parts of the Center-South, On the other hand, the North-
@ast has great cotton production potential and, moreover, the Government has
programs for improving the efficiency of Brazil's largely obsolete textile

industry and for increasing value-added in the export of this commodity.

. There are major uncertainties with regard to the outlook for
azilian coffee, Since 1918 Brazil has passed through two coffee cycles,
Ton underproduction to gross ov;rproductlon and back again. In the
O'S the Government increased its COﬂCI’O.L over this vVery 1mporcanc
subsector, especially as regards pricing. This greatly facilitated the
coffee rationalization program of those years which reduced production ca-
pacity to its present level of about 21-22 million bags or to roughly 75
percent of internal demand and external market share. Brazil's stocks thus
were reduced from their peak second cycle level of 70,6 million bags (2.5
years' supply) in 1966 with beneficial effects for Brazil as well as other
producers on world prices and export earnings and on domestic savings.
However, a severe freeze in 1969 reduced the following year's crop to half
its normal level, reducing stocks more rapidly than anticipated and giving
the Government less time that it thought was available for bringing about
an upturn in production, i.,e., for initiating the third coffee cycle since
1918, As of June 30, 1972, the end of Brazil's 1971-72 coffee year, stocks
were slightly less than one year's supply.

160, In 1968 the Government began to increase coffee producers' prices

faster than other agricultural prices. From the end of 1967 until the first
quarter 1972 coffee producers' prices increased 4.4-fold in nominal terms
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while agricultural producers' prices in general increased 2.8-fold (see Table
7.27, Statistical Appendix). Despite these strong price signals special
credit facilities made available during the 1969-72 period for the planting
of new coffee trees were not fully taken up. There are several constraints
on coffee production which distinguish the outset of this third coffee cycle
from previous cycles:

(i) the first and second cycles saw movement into new coffee
producing areas in the interior of Sao Paulo and the state
of Parana, respectively. The latter introduced te coffee
production the freeze risk;

(ii) new areas appropriate for the production of arabica coffees
now are limited and the productivity of already exploited
lands is diminishing. Chemical fertilization now appears to
be essential for achieving profitable productivity levels

in most areas;

(i1i) coffee leaf rust (Hemileia Vastatrix) appeared in Bahia in
1970 and hv 1972 had anpnd thrnuahnlt most coffee nrndyn in

areas. The fungus can be controlled by proper spacing of
coffee trees and the application of fungicide but this treat-

ment adds substantially to the cost of coffee production; and

OO

(iv) coffee production necessarily is labor-intensive relative to

alternative crons such as corn and sovbeans since no mechanized
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technology has been developed for coffee., Contrary to previous
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161, By the end of 1971, however, the profitability of coffee production
in Sao Paulo and Parana was estimated at 7.6 percent \pLULLLb over LdpLLdL}
for a productivity level of 12,5 bags/hectare and much greater at higher
productivity levels {(see para. 156, Volume VI), In 1971, average Brazilian
productivity was 9,9 bags/hectare. For those growers most responsive to
price movements, however, productivity undoubtedly was a good deal higher.
Then, in 1972, the Government introduced a new system of credit incentives
which covers not only coffee tree planting but also the use of fertilizer,
pesticides and labor for increasing the productivity of old trees. This new
program, together with Government measures increasing the price of coiffee
relative to other agricultural prices apparently has convinced coffee growers
that the long-term outlook for coffee is good. Compared to 40 million trees
in 1969, 136 million in 1970 and 80 million in 1971, financing for the plant-
ing of 360 million new trees was contracted in 1972, As of end-1971 Brazil's
stand of coffee trees totalled 2,3 billion of which 2.0 billion were mature
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trees and 256 million recently planted ones. The new program calls for the

planting of 600 million new trees over the three coffee years beginring with
1972-73. The program also aims to increase the average productivity of
mature trees by about 15 percent above the 9.9 bag per hectare (i.e., per
1,000 trees) level.

162, The cost of this program can be expected to be financed entirely
by the coffee sector itself out of the contribution quota on coffee exports
{(i,e., the coffee export tax). Even with the recent relative increase in
Brazilian coffee produceérs' prices the rate of this tax remains high, 44
percent on average during the first quarter of 1972, lMoreover, with the
cessation in 1972 of the subsidization of domestic coffee consumption more
of the proceeds of the coffee export tax are available for investment financ-
ing. Outlays covered by the tax now are limited to:

(1) the operating expenditures and direct investments of t

Brazilian Coffee Institute;
(ii) the net expansion of coffee production credit; and,

the net expansion of credit for purposes of the tree plant-
ing and productivity improvement prograiu.

-~
fon
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I

~

Even though interest rate subsidization erodes fairly rapidly, the real value
of export tax proceeds used for coffee credit operations the sector is un-
likely to require substantial financing from the rest of the Brazilian econ-
omy over the next few years (see Table 6,5, Statistical Appendix). 1/

163. Although the tree planting program now appears to be proceeding
successfully, a few years' growth is required before significant productivity
levels are achieved and at least 6 years before full productivity is reached.
There are various estimates of new tree productivity levels during the
maturation process and subsequently, and the mean of these has been used in
calculating the coffee production forecast of this report which shows an
equilibrium production level being reached by 1977-78. However, until then
Brazil is likely to have to draw down its stocks to a fraction of annual
demand in maintaining its world market share. This is especially true in
view of the fact that another, albeit milder, freeze was experienced in

July 1972 which is expected to reduce the 1973-74 crop by about 5 million
bags. Just as in the initial phase of the previous two coffee cycles, short
stocks can be expected to exert upward pressure on world prices over the next
several years,

1/ Note, the calculations in Table 6.5 assume that financing for new tree
planting is limited to 200 million trees in 1972/73, the original
target. The fact that financing for the planting of 360 million trees

in this year has been contracted may yield some deficit from coffee
operations,
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Internal Year—End

Production Consumption Exports Stocks
1971-72 24,6 8.5 20.0 26,9
1972-73 21.5 8.1 18.5 21.8
1973-74 20.5 8.3 19,0 15.0
1974-75 24,8 8.5 15.3 12.0
1975-76 26.3 8.7 19.7 9.9
1976-77 23.5 8.9 20.1 4.4
1977-78 30,7 9.1 20.5 5.5
Source: Tables 7.35 and 7.36, Statistical Appendix.
Forecast of Agricultural Growth
164, If the export targets for the export corridors program are met by

the late 1970's and Brazil maintains its present share of the world coffee
market, Brazil's agricultural exports should increase at an annual rate of
about 7 percent in real terms over most of the 1970's, However, since exports
in 1970 (latest data available) accounted for no more than about 23 percent

of the total disposition of Brazilian agricultural output, and since there is
little room for substitution of agricultural imports, the bulk of the growth
of Brazilian agricultural output will continue to be dependent upon the
internal market. This, in turn, is primarily a question of overall economic
growth, population increase, income distribution and the income elasticity

of demand for food. The latter has been estimated at 0.5 (see para. 167,
Volume VI). Population growth at the rate of 2,8 percent annually can be
expected, Significant improvement in the distribution of income is unlikely
to be achieved over the next several years. Assuming, therefore, that over-
all economic growth proceeds at an 8 to 9 percent pace, on average, growth

of internal demand for food on the order of 5 to 6 percent can be antici-
pated. This, together with a somewhat faster pace of internal demand increase
in regard to non-food agricultural products, 1/ and with the outlook for
exports, suggests that -- at least from the point of view of demand --
Brazilian agricultural output should grow by about 6 percent annually.
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Table 22: GROWTH AND CHANGE OF COMPOSITION OF THE AGRICULTURAL SECTOR

Composition Average Annual Increase
1970 1978 1970/78
(percent) (percent)
Exports 22,6 24,1 6.9
Internal Supply: Food 72.9 70.5 5.6
Internal Supply: Non-Food 445 Se4 8.5
TOTAL 100.0 100.0 6.0
Source: Staff estimates,
165, This is not necessarily inconsistent with the 7 to 8 percent pace
of agricultural growth projected for 1972-74 by the Davelopment Plan; both
overall economic and agricultural growth were higher in 1972 than is project—
ed, on average, for the 1972-74 period by the Plan., However,K even a 6 per-

cent pace of agro-growth sustained through 1978 would represent a 50 percent

acceleration vigs—a-vis the 1960'¢ when such erowth resulted nredominantly
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from increased use of the land factor.

D Mannnfactuurine Inductrv
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economy as a whole grew at a rate of 6.6 percent, Over that entire period,
it was only during the mid-1960's that industry grew less rapidly than the
economy as a whole, Employment in indust has grown at an annual rate of
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industrial value added in 1971, about the same share as in 1950. Remaining
industrial output is accounted for by the mining and construction industries,
Although the growth of manufacturing value added has been roughly equal,

at about 8 percent annually, to that of other industrial value added over

the last two decades, employment in manufacturing has grown, at about 3
percent annually, only three~fourths as rapidly as has overall industrial
employment, In 1970 manufacturing industry accounted for about 44 percent

of total industrial employment and for about 8 percent of the total labor
force. Most of the remainder of industrial employment is in the construction
industry.
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Composition of Manufacturing Growth

168, Table 23 summarizes the composition of the growth of manufacturing
value added over the last two decades. It is somewhat misleading in the
sense that the "electrical" and "transport" components of the capital goods
subsector include, respectively, electrodomestics and passenger automobiles
as well as capital equipment,

Table 23: GROSS VALUE ADDED IN MANUFACTURING INDUSTRIES

%Z Distribution Average Annual 7

1949 1958 1967 1969 1971 1949-58 1958-67 1967-71

Traditional Consumer
Goods 57. 43.9 36.2 34,5 31.1 4.5 4.3 7.5
Textiles 20,2 12,9 9,8 10.1 9.0 2.4 3.4 9.2

Clothing and Foot-
wear 4.5 3.9 3.1 2.8 2.5 5.9 4,1 5.7
Food 20,5 17,3  14.5 12.8  11.7 5.6 4.5 3.9
Other 12.2 9.8 8.8 3.3 7.9 5.1 5.2 8.6
Intermediate Goods 35,0 40,0 42,4 42,9 45,2 9.2 7.2 13.4

Non-lletallic

Mineral 7.3 6.7 5.6 5.8 6.1 6.6 A 144
Metallurgical 9,7 11.5 10,5 11.4 10.4 9.6 5.4 11,5
Chemicals 9.3 12.9 18.4 17.7 20,5 11.7 10.8 14,7
Other 8.7 8.9 7.9 8.0 8.2 7.9 5.3 12.4
Capital Goods 5.7 13.5 19.6 20.9 22.0 18,5 11.0 14,9
lMechanical 2.1 2.9 5.1 6.0 5.5 11.3 13.4 13.8
Electrical 1.7 4.1 6.1 6.3 6.3 19,0 11.4 12,6
Transport 1.9 6.5 8ol 8.6 10.2 23,6 9.5 17.1
Other 1.9 2.6 1.8 1.7 1.7 11.4 2.8 9,2
TOTAL 100,0 100.0 100,0 100,060 100.0 7.6 6.5 11.6

LW WA

Source: All of the data in this table through 1569 are based on the annual
survey of manufacturing industry by the IBGE. Survey results are
reported in the IBGE's publication "Producao Industrial®. The survey
covers about 90 percent of manufacturing output. The absolute
values which the above percentage distribution represent, therefore,
are the "Producao Industrial" data ajusted to represent 100 percent
of manufacturing. As of September 1972 neither the survey for 1970
or for 1971 had yet been processed. Consequently, data for 1971 are
estimated on the basis of the IBGE's monthly sample survey of gross
output, employment and wages in manufacturing, industry reported
in "Industrias de Transformacao" and processed by IPEA in its
"Boletim Economico". The 1971 data assume that the relationship
between cutput and gross value added has not changed since 1969.
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169, Throughout the last two decades the capital equipment/consumer hard
goods subsector has been the leader of manufacturing industry development.
The initial impetus for this was the opportunity to supply hard goods to a
domestic market well defined by the earlier pattern of Brazilian imports and
made captive by high levels of protection for such production. In recent
years, however, consumer hard goods production has expanded well beyond the
limits demarcated by earlier demand for imports. From 161 thousand units

in 1968, the first year of the recent recovery period, production of
passenger automobiles increased to 396 thousand units in 197) and to an
estimated 500 thousand units in 1972, 1In 1970 Brazil produced about as many
motor vehicles as did Japan in 1960, Moreover, as of 1970, the per capita
density of registered motor vehicles in Brazil was more than twice as great
as in Japan in 1960 despite the fact that average Brazilian per capita
income in 1970 was not only about 20 percent lower than 1960 per capita
Japanese income, but also distributed much less equitably. Clearly, Brazil's
continental dimensions largely explain this contrast, Nevertheless Brazil's
hard goods industry is beginning to develop a mass internal market.

170, Steady deepening of import substitution as Brazilian industry
supplied an increasing percentage of the nation's total capital equipment
requirements has also characterized the dynamics of manufacturing industry
growth. It has been estimated that the share of domestically supplied
capital equipment in the total equipment component of Brazilian fixed invest-
ment increased from 54 percent in 1950 to 75 percent in 1960 and to 78 per-
cent in 1967, However, there was some decline of this share subsequent to
1967 as the expansion of the domestic capital goods industry did not keep
pace with the investment boom which began in 1970. Over the 1968~71 period
Brazilian capital equipment production increased at a 17 percent average
annual pace in real terms. During the same period, the real value of capital
equipment imports increased at a 26 percent pace. By 1971 the share of
domestic production in total Brazilian equipment procurement apparently

was approximately 72 percent (see Table 2, 4, Statistical Appendix).

171. Intermediate goods have constituted the second most dynamic component
of Brazilian manufacturing industry. Here, as well, recent rapid overall

economic growth has reversed the import substitution process to a certain

extent as demand has outstripped domestic supply in the case of ferrous and

non-ferrous metals and chemicals. In some cases Brazil is only just now
establishing domestic production capacity. This is true of petrochemicals,
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fertilizer and copper. In others, both flat and non-flat stee
in particular, demand growth is outstripping ong xpansio
long established industries.

172, Throughout the industrialization process of the past two

the traditional consumer goods industries, textiles, clcthlng &

and food products, have been by far the slowest growing in
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Some dynamism was achieved by this group in very recent years

virtue of its export performance, However, established we
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of equipment and, in genmeral, by inefficlency, Unfortunately, the
traditional subsector not only provides more employment than any other
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Table 24: DISTRIBUTION OF MANUFACTURING VALUE ADDED, EMPLOYMENT AND WAGES, 1969

(Millions of 1971 Cr$ unless otherwise specified)

Value Added Employment Value Wages Per
% Dis-  Amount % Dis- Per Employee Employee
Amount  tribu- ('uoo tribu- 1971 Cr$/Year 1971 Cr$/Year
tion Workers ) tion
Traditional 19,311.6 34.5 975 41,9 15,300.06 4,649,5
Textile 5,655.2 10.1 340 14,6 16,632.0 4,366.5
Tood 7,197.7 12.8 285 iz.3 25,255.4 4,192,0
Other 6,458.7 11.6 350 15.90 18,453.5
Intermediate 24,037.5 42.9 831 37.9 27,284,3 6,317.5
Metals 6,408.3 1l.4 270 11.6 23,73445 6,920.6
Chemicals 9,896.,1 17.7 17 9.3 45,604,6 3,578,9
Other 7,733.1 13.8 394 17.0 19,627.1
Capital 11,717.2 20,9 421 18,1 27,831.1 3,685.5
Mechanical 3,362,2 6.0 124 5.3 27,1140 8,157.2
Electrical 3,509.4 643 128 5.5 27,417.0 7,722.9
Other 4,845.6 3.6 169 7.3 28,670.5 9,802.4
Other
Manufacturing 959.7 1.7 48 2.1 19,985,.6 5,561.3
TOTAL 56,026.0 100.0 2,325 100.0 24,096,6 6,030,2
Source: Tables 8.3, 8,12, 8,15 and 3.16, Statistical Appendix.
Hanufacturing Employment
173. During the post-1967 recovery period, the demand elasticity for

labor has been highest, about 0.37, in the capital goods sector. In the
food products subsector this elasticity has been about 0.36 and in the
intermediate goods sector about U.24, the latter reflecting the leading
role of the highly capital intensive chemicals subsector. Employment in
the textile industry appears to have declined in recent years despite the
relatively sharp increase in the output of that subsector. Recent replace-
ment of obsolete equipment by the textile subsector has been labor-saving.
Moreover, recent bankruptcies closing many textile firms, including some

= S 1Les C1031
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very large ones, have also contributed to the decline of textile subsector
employment, Thus structural changes at least partially explain the lower
income elasticity of demand for labor overall in manufacturing which distin=~
guishes the recent recovery period from longer term trends in the sector
(see para. 53).

Size of Manufacturing Firms

174, Table 25 represents the distribution of Brazilian manufacturing
firms by number of employees and share of total value added in selected
subsectors and for manufacturing as a whole. It shows that the bulk of
Brazil's manufacturing is attributable to firms with 100 employees or more
and that about 44 percent is attributable to firms with 500 employees or
more. There is not a great deal of size differentiation betwen subsectors
except for food products (smallness) and transport (bigness). However,
even though the bulk of manufacturing value added and employment appears
to be attributable to firms of substantial size there are still very large
nunbers of small firms. For example, there are some 2,000 textile fiyms
of which more than half employ less than 50 workers and produce only about
15 percent value added in textiles, Similar situations prevail in othar
subsectors such as shoes. '

Table 25: DISTRIBUTION OF MANUFACTURING FIRMS BY VOLUME OF EMPLOYMENT
AND SHARE IN VALUE ADDED, 1969

(Percentages)

Number of Textiles Food Products Metals Chemicals Transport Total
Employees A B A B A B A B A B A

to 9 1.5 0.5 6.7 9.9 0.5 0.7 1.8 2.0 0.3 0.5 2.2 3.¢
10 to 49 10.6 6.8 17.3 19.9 7.1 9.7 9.5 12.L 2.4 3.4 11.1  15.%
50 to 99 8.0 7.1 11.7 1.0 8,1 10.2 10.1 1.8 2.9 k.3 9.5 11.5
100 to L99 29.6 33.6 Lh.8 W1.6 26,2 27,9 29.9 37.0 20,8 2,3 32,R 30,7
00 Plus 0.3 _52.0 _19.5 17.6 8.1 _5l.L 8.7 38.1 73.6 67.L _LL.L 36.8

TOTAL 10€.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

A = Share of value adde

B = Share of employment.

[o R

Source: IBGE, Producao Industrial, 1969.
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Location of Manufacturing Industry

175, In 1969 about 58 percent of total manufacturing value added was
produced in the state of Sao Paulo, 10 percent in the state of Guanabara,
7 percent in the state of Rio de Janeiro and 6 percent ir the state of ifinas
Gerais which is also important for its mining. Only 19 percent of total
manufacturing value added was produced outside the area of these four states,

Profitability

176, Both capacity utilization and profits in manufacturing industry
appear to have risen sharply since 1967. 1In that year a sample survey
(sondagem conjuntural) of the Getulio Vargas Foundation (FGV) estimated
average capacity utilization at 70 percent. By 1970 it had risen to 86
percent. Over the longer term (i.e., since 1953; see Figure One, notes

to Tables 2, 4, Statistical Appendix), capacity utilization in Brazilian
manufacturing has averaged 77 percent. In another annual survey covering
Brazil's 500 largest firms over all sectors of the economy, the FGV has,
since 1967, ptroduced data on after-tax profits. Imn manufacturing the ratio
of such profit to invested capital has increased from 12,6 percent in 1967
to 16.5 percent in 1970. Although there is considerable subsectoral varia-
tion, profitability for large firms in all manufacturing subsectors was high
in 1970. However, by virtue of excluding smaller firms this data is not
representative of the overall situation in some subsectors such as textiles
(see Table 8.18, Statistical Appendix).

uring Investment
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177. The Planning Ministr 's Institute of Applied Lconomic Research

v
(IPEA) recently made a s f investment in Brazil's manufacturing indus-
try. 1/ Raw data for th, 1dy were obtained from investment projects
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presented to the Industrial Development Council (CDI) inm solic1t1ng its

approval of various available investnent incentives (i.e.,, exampntion of
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manufacturing industry. Owing to the increasing importanc o
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to monitor manufacturing investment, investments in 1969 and 1970 covered by
the bl.uuy pLUUdULy dppLUd.L,u half of total investment in m&ﬁULstuang in-
dustry. Although its significance is limited by the fact that it covers only
a portion, and a variable portion, of total manufacturing investment the
study reveals some significant trends in investment financing,

1/ Wilson Suzigan, et al, op. cit.
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1738. Throughout the 1966-~70 pariod the share of the firms' own resources
-- capital reserves and retained earnings -~ range tightly around an average
48 percent of total financing, with no evident change in trend. Thus, high
profitability has perhaps been a natural corollary of the dearth of internal
sources of long-term loan financing which, albeit to a lessening extent,
still prevails in Brazil., Sources of finance external to the firm are shown
to be divided about equally between domestic and foreign entities. The
domestic borrowing shown is primarily from official intermediaries. This,

of course, reflects the bias of the universe covered by the study, i.e.,
officially sanctioned investment projects. Foreign financing is predominantly
in the form of financial credits (16 percent of total finance) and equipment
suppliers' credits (8 percent of total finance). Direct foreign investment
is insignificant (at about 1 percent of total finance). Were data to be
available on overall manufacturing rather than only on officially sanctioned
industrial investment, it would probably show a higher share of foreign

Ltial ouliad Lopay gl

financing, at least in recent years, in the form of financial credits

and a lower share of official domestic financing. These external financial

credits are made available to the Brazilian firm by foreign banks and

parent firms. The hard currencies borrowed in this fashion are exchanged

for cruzeiros and used to cover local currency expenditures. To a certain

extent, financial credits are a disguised form of direct investment. Thisg
may explain the imsignificant role shown for direct foreign investment by

the study, Substitution of foreign loan for equity investment 1s prompted

by Brazilian foreign capital legislation which discriminates in favor of loan

and against equity investment, Financial credits are discussed in detail in

Chapter V which covers capital market developments,
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Table 26: INDUSTRIAL INVESTMENT PROJECTS: SOURCES AND USES OF FUNDS, 1966-70
(Percentage Distribution)
Uses and Sources 1966 1967 1968 1969 1970
1. INVESTMENIS 100.0 100.0 100.0 100.0 100.0
A ™ D nn o0 Q1 £ o - Qr 9 an £
He Irixeq JU.C .0 0D.2 Of.l 00.0
a. Construction 27.6 20.4 23.5 29.4 32.4
b. Tmnrt.ed Equipment b2_8 35,1 39,7 28'5 35,1
c. Domestlc Equipment  16.9 20.5 18.2 2L.5 16.3
d., Financial Charges 2.9 8.6 L.l L.7 Lh.7
e. OQOther 0.0 0.0 0.0 - 0.1
B. Working Capital 9.8 15.4 14.5 12.9 11.4
2. HESOUACES 100.0 100.0 100.0 100.0 100.0
A Nvrn Ll A 7 9 co o 1 ). | W ediire)
noe Uwal pij e “$ied Ly 4 el Hoe7
a, Capital & Reserves 2.1 12.8 17.9 20.4 23.1
b. Retained Earnings 18.1 31.3 27.0 27.6 18.2
c. Depreciation 0.0 0.1 0.1 0.0 -
d. Fiscal Incentives 0.6 3.0 7.7 2.7 k.5
e. Other 1.9 0.1 0.2 0.7 0.1
B. Internal Loans 16.2 38.2 2.6 28.6 25.1
i. FRE 6.5 g.4 3.5 9.2 7.0
ii. FIPEME
- With internal
resources 3.8 5.0 3. L.5 1.3
- External
resources 5.4 5.6 0.7 0.8 0.3
iii. Other 0.0 1.4 2.4 5.2 L.8
b. FINAME
i. Direct 0.1 2.8 1.6 0.2 0.1
ii. Repass 0.0 0.0 0.0 0.0 0.0
¢c. Banco de Brasil 0.0 0.k 0.8 0.9 0.6
d. Reu1onal Develop-
ment Banks 0.0 1.0 3.2 1.5 1.9
e, Investment Banks - - - 0.0 0.0
f. Commercisal Banks 0.3 2.0 0.8 1.0 1.0
g. Internal Suppliers 0.0 0.4 0.9 0.6 2.1
h. Others 0.0 10.2 7.0 L.6 5.9
C. External Loans 39.2 4.5 22.¢t 20.0 29.0
a., Suppliers Credits 0.0 5.3 10.5 12.6 13.5
b. Financial Credits 39.2 9.2 10.7 5.6 15.3
¢. Direct Investments 0.0 0.0 1.3 1.8 1,1
d Other 0.0 0.0 0.0 0.0 0.0
Source: Table 8,10 Statistical Appendix.
FRE = Industrial Reequipment Fund of the BNDE.
FIPEME = Small and Medlum Industry Development Fund of the BNDE.
FINAME = Domest ; Produced Capital Goods Financing Fund of the BNDE.



Levels of Protection

179. The evolution of Brazil's industrial development strategy has been
such that the longest established manufacturing subsectors, g.. textiles

................. =0l oL 4aetl e et e Ly =] "D"

enjoy very high rates of tariff protection while the newer ones, capital
pnninmpnr are nrnrnorpd nn1v modestly, Recentlv the Brazilian Government
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has been concerned with the need for tariff reduction. In April 1967 it
effectad a thorouch reform of the tariff structure which reduced both nominal
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and effective (i.e., protection on value added) levels of protection by

e,
n aver An interecgtino faature nf thi ofarm wace thoe
averasy, e

about ’“"“""‘&lf 5‘... aal LULSICGUAllg Legiulc OXF this rerorm was

Kvvue v

abolition of a special foreign exchange market for consumer durable and
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i
sumptuary gocds imports which previsusly had operated in such a way as to
double the nominal protection afforded by statutory tariff rates on these
items. However, this reform proved to be too drastic for Brazillan industry.
A 100 percent surcharge was reintroduced for certain consumer goods such as
textiles, clothing and beverages. Other tariff rates were increased in
lesser degree. erhaps most importantly, systems of minimum valuation and
reference pric inig of meULtS were introduced. Under the minimum value system,
ad valorem taxes are levied against an arbitrarily assessed value rather
than the actual value of certain commodities {(about 72 as of August 1572).

The reference price system is applied to goods varying widely in price by
source, For such goods (about 47 as of August 1972) the tax is not simply
levied on the reference price but is made equal to the difference between
this price times the tax rate and the actual price of the import. As of July
1970 it was estimated that nominal protection of manufacturing had been
increased by about 40 percent vis-a-vis its April 1967 low point and that
effective protection had been restored almost to the level prevailing before
the tariff reform of that year.,

OTECTION OF MANUFACTURING INDUSTRY, 1966-70

Nominal Protection Effective Protection (Cordon)
June 66 April 67 July 70 June 66  April 67  July 70

Food Products 91 33 48 247 131 205
Beverages and Tobacco 181 73 170 410 170 422
Other Consumer Soft Goods 148 57 113 256 104 246
Consumer Durables 157 78 126 416 213 374
Low~-Level Intermediates 64 24 29 24 =15 23
High-Level Intermediates 101 53 64 173 128 176
Machinery 39 19 22 35 13 31
Transport Equipment 29 12 _16 8 =1 _16

All Manufacturing 96 43 61 174 90 161

Source: Joel Bergsman, "Foreign Trade Policy in Brazil", AID, February 1971.
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180. The analysis whose results are given in Table 27, did not have

actual input/output relationships upon which to base the calcula ion of

effective protection. Instead it used standard relationships based on the
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s such impcrts to be exempt from taxa
similar; national similar being defined in terms of competltiveness with

the price (including tariff), quality and delivery time of the import, 1In
recent years this regulation has been administered in very liberal fashion
by the CDI and CACEX, the foreign trade department of the Bank of Brazil.
Almost any made-to—order capital equipment item has, in practice, been made
eligible for tariff exemption. The result is that with the exception of
certain lines of shelf-type equipment, such as heavy trucks, the level of
protection afforded to Brazil's capital equipment sector may well be too low.

182. In some other sectors high tariff levels are redundant. The
electrical appliance industry is an example of successful import substitu-
tion despite high tariff protection. Brazilian prices tend to be lower in
many lines than in the United States. Xeen competition among several pro-
ducers in an expanding internal market helps explain this redundancy (see
Table 3,19, Statistical Appendix). The Brazilian automobile industry is
certainly competitive in the production of pick-up trucks and busses (where
economies of scale are less important) and fairly efficient in the production
of a low~priced passenger car (whose producer depends only marginally on
parts producers) but grossly incompetitive in the production of higher
priced passenger cars (see Table 8,20, Statistical Appendix).

133, Brazilian intermediate goods prices appear to be competitive in
the case of flat steel products and certain basic chemicals, However, as
indicated, there is great need for improved efficiency and tariff reduction
in the case of fertilizer (see para. 135). The high levels of textile
industry protection also need to be reduced. While it is true that marginal
textile firms are in diffculty even with high protection, the efficient
textile firms are very profitable at prevailing Brazilian price levels,

Ownership of Brazilian Manufacturing Industry

134, State and foreign ownershilp of industrial enterprises is one of the
most notable characteristics of Brazil's industrial sector. State ownership
takes the form of the '"mixed enterprises", such enterprises being concentrated
in the minerals, basic intermediates (steel and chemicals) and utility fields.
Recently there has been a tendency to open -~ through the stock market --
participation in mixed enterprises to the public, Foreign ownership usually
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takes joint venture form but only rarely is equity in Bra
firms available to the public. In 1972 about one-third o
in Brazil with capital of Cr$l5 million (about US$2.5 million) or more were
international firme. The origin of this foreign capital is widely dispersed
but concentrated in the United States, Germany, Japan, France and the U.K.

In terms of activity, international firms are concentrated in the chemical
and petrochemical, automotive, electrodomestics, food products, textile,
tobacco and pharmaceutical industries, i.e., for the most part in the tech-
nology intensive sectors. International firms account for almost half of

Brazil's rapidly growing manufactured exports.

s lanatad
un avliacvceu

11's international
all firm

Table 28: OUWERSHIP DISTRIBUTION OF LARGE INDUSTRIAL FIRMS, 1972

~% Participation of Brazilian Firms Z Participation
Capital Public Private Totol of Int'l Firms Total Firms
Category By 3y 3y By By By By By By Value
Cr$ Millions dumber  Value Number Value dumber Value Number Value [Number (Crd Millions)
1% to 100 n.z. n.2. n.a. neae  67.1 62.1 2.9  57.9 L&7 16,0654
100 to 159 n.a. Ly n.a. °%.1 0 31.6 32,5 58.L 0 665 36 5,235.2
200 to 299 n.o, 12.8  n.z. 59.6 Ti.h 72.4  28.6 27.6 7 1,74%.9
300 to 39S n.z, 18.2  n.s. 20.7 LO.O 38.¢  60.0 61l.1 5 1,810.0
LOO nlus n.o 7L.0 n.o 11 .1 70.0 &g 1 0.0 1L.¢ 10 11 L0664
N Ao itel o e liet o e ol @ WA VeV A el AN e Ao J 4\ .L-LaQLU.v
TOTAL n.a. Nels  Mafl. n.a. Hh.5 4h.5  35.5 35,5 shy 36,871.°5
Source: BANAS, No. 965, Cctober 16, 1972, p. 19.
Janufacturing Uevalopment Strategy
185. The industrial devaelopment strategy of the Brazilian government
emphasizes the following ¢lements:

(1) promotion of manufactured exports in order both to diversify
and expand total exports and to increase the scale and ef-
ficlency of domestic industry;

(ii) substitution of manufactured imports in both the intermediate
and capital goods categories;

(11i) reorzanization and reequipment of the traditional industrial
subsectors so as to reduce their costs and maintain employ-
ment opportunities;



(iv) geographic dispersion of industrial establishments so as
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enployment opportunities created directly and 1ndirectly by
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growth poles so as to make practical the provision of needed

80 as to reduce

{v) development of Brazili dus gy
the foreign exchange cost of technology acquisition and to
diminish Brazil's dependence on external technology sources.

186. Brazil's manufactured exports increased at an average annual rate

of 42 percent over the 1969-71 peried. Even excluding processed agricultural
products, manufactures accounted for 16 percent of Brazil's total 1971 ex-—
port earnings compared to 9 percent in 1968, Partial data for 1972 indicate
that this pace of increase continued in that year. Brazil now exports a

wide variety of manfuactured products, e.g., clocks to Switzerland, refrigera-
tors to the United States, furniture to Scandinavia, clothes to Italy,

testing and measuring instruments to Germany and photoelectric cells to the
Netherlands. l/ Product diversity is also manifested by the highly aggregated
figures of Table 29; the growth rate shown for each manufactured export

category is high.
Table 29: MANUFACTURED EXPORTS, 1968-71

(FOB Values in USS millions)

Annual Growth Rate

1968 1969 1970 1971 7 1968-71 -

Chemicals 30 39 46 60 26
Machinery 37 53 82 106 42
Transport Equipment 4 7 15 27 90
Wood Products 8 17 17 19 33
Shoes - 2 8 29 -
Steel Products 10 16 41 28 41
Other 77 104 143 211 40

TOTAL 166 238 357 430 42

1/  See "Anuario Estatistico de Exportacao, Porto de Santos, 1970".



187, The manufactured export growth has been the result of government
promotional policies which began with the introduction of the flexible
(crawling peg) exchange rate policy in August 1968. As indicated above,

this replaced the large annual exchange rate adjustments of the 1964-67
period. By maintaining internal/external price parity through small frequent
adjustments rather than large annual ones, the Government provided the produc-
er of manufactured exports with a firm local cost/external price relationship
the lack of which previously had discouraged such exports.

188, The adoption of the flexible exchange rate was followed by a
series of additional incentives having the effect of reducing very substan-
tially below the domestic sales price the price at which the Brazilian
exporter can offer his product on the world market at the same level of unit
profit. These incentives and. the development of Brazilian manufactured
exports in general were analyzed thoroughly by the IBRD midway in 1971. 1/
Briefly, the incentives having a price reducing effect are the following, in
descending order of importance:

(i) exemption of exported manufactures from all domestic indirect
taxation, 1ncluding drawback of tariffs on imported inputs
used in export production;

(1ii) Concession of tax credits calculated as fixed percentage of
the FOB or CIF value of the goods exported depending upon
whether they are shipped and/or insured by Brazilian entities.
Generally these credits are conceded at rates equzl to twice
the federal sales tax rate incident on the product, up to a
maximum of 30 percent. Credits at even higher rates can be
conceded when so determined -- ex ante and for all exporters —-
by the Minister of Finance. Since federal sales tax rates
range from a low of 3 percent the rates at which credits ar

conceded also range widely;

(1]

(1id exemption of profits on export sales from income taxation;
and,

CTedll at Ssubgsldlzed 1nterest ralas

the working capltal needed for export production.

189, Table 30 shows that over a range of 43 categories of export manu-
factures the wgighte_d average affect of the incentivag is tgo permit Brazilian

A L VL v

producers to price their exports at 64 percent of the domestic price without
loss of unit nrnF"f'A Of thie 36 percent A{FFnrnnnn, about two—-thirds is at-
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tributable to exemption from indirect taxation and the remainder to the tax

credits, direct tax axemptions and other incentives listed above. QU%SﬁiGﬂS
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have been raised as to whether these incentives su dize manufactured ex-
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1/ See Volume III of "Current Economic Position and Prospects of Brazil"
WH-210a, November 30, 1971.



Table 30:
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THE EFFECTS OF THE INCENTIVES TO EXPORTERS OF MANUFACTURED PRODUCTS, MAY 1971

(% of Doméstic Sales Price at Which Exports
can be Sold Without Reducing Unit Profits)
Indirect Tax Exemprions Only

Tucome Tax IPI-1ICM Same &8 Same as
Value 1PI-TCM Subsidy as Subsidies (3) plus re- (3) plus re-

Subsidies as 7. % of Factory on final bate of IPL bates of 1P1-1CM All Exemptions

No. Sector of Factory Prices Price product_ounlv on inputs on inputs and Subsidies
(1) (2) (3 %) (5) (6)
1 Camned and Preserved Food 12.2 0,024 0,89 0.89 0.79 0.68
2 Sugar 10.0 0.022 0,91 0.90 0.80 0.70
k] Confectionary Products 10.0 0.051 0,91 0,89 0.80 0.68
4 Meat Daily Cereal Other Foods 3.8 0D.039 0.96 0.93 0,82 0.75
5 Beverages 29.8 +0.038 0.77 0.62 0.58 0.42
6 Fats and Dils g .8 0.280 0.92 0.91 0.80 0.71
7 Tobacco Products 30.0 0.011 0.77 0.24 0.22 0.16
8 Thread and Yarn 9.8 0.019 0,91 .85 0.77 0.68
9 Textiles 24,0 0,018 0.81 0.84 0.75 .59
10 Kni twear 24.0 0.020 0.81 0.83 0.75 0.59
11 Clothing 20.0 0,036 0.83 0,85 0,77 0.61
12 Slacks, bags and linen goods 10.0 0,022 0.91 0.89 0.80 0.71
13 Shoes 24.0 0,055 0.81 0.82 0,76 0.57
14 Lumber 6.0 0.035 0.94 0.90 0.82 0.7
15 Wood Products and Furniture 29.4 0.069 0.77 0.80 0.74 0.53
16 Wood Pulp 8.0 0.041 0.93 0.88 0.81 0.71
L7 Paper and Products 26,2 0.032 0.79 0.81 0.75 0.57
18 Printing and Publishing 20.0 0.045 0.83 0.83 0,77 0.61
19 Leather 10.2 0,040 0.91 0.88 0.79 0.68
20 Leather Goods (Except Shoes) 36.0 0.029 0.77 0.81 Q.73 Q.55
21 Rubber Products 30.0 0,017 0.77 0.81 0.73 0.55
22 Plastics 30.0 0,029 0.77 0,81 0.73 0.54
23 Syntherics 15.0 0,029 0.87 0.85 0,78 0,65
24 Chemicals 8.8 0.032 0,92 0.85 0,81 0.71
25 Chemical Products 25.4 0.026 0,80 0.75 0.71 0.55
26 Petroleum Products 0.4 0,045 0,99 0.93 0.85 0.80
27 Mon-Metallie Mineral Preducts 16.0 g¢.051 0,86 0,84 Q0,79 Q.63
28 Class and Products 16.0 0.038 C.86 0,83 a6.79 0.65
29 Iron and Steel 20.0 0.046 0,83 0,86 0,81 0.64
30 Non-Ferrous Metals 9.8 0,008 0.91 0.86 0,80 0,72
31 Metal Casrings 10,0 0,024 0.91 0.86 0,80 0,71
32 retal Products 18.0 0.018 J.85 0.85 w77 0.64
13 Agricultural Machinery 10.0 0,047 0,91 0.87 0.80 0.69
34 Non-Electrical Machinery 16.8 0.031 0,86 0.84 0.78 0.64
35 Electrical Machinery 13.8 0.033 0,88 0.84 0.79 0.67
36 Domestic Appliarnces 22.8 0.027 0.31 .81 0.76 0.59
37 Shipbuilding 17.8 0.020 0.85 0,85 0,77 0,64
38 Railroad Vehicles 9.2 0.021 0.92 0.87 0.81 0.72
39 Automobi les 26.4 0.024 Q.79 0.79 0,71 0.5
40 Bicycles and Motorcycles 30.0 0,024 0.77 0,80 0.72 0. 54
41 Airplanes 10,0 0.031 Q.94 Q.85 0.81 0.71
42 Precision Instruments 28.0 0.026 0.78 0.78 0.73 0.55
43 Miscellaneous 29.4 0,052 o 77 0.78 ©.73 Q.52
Average 14,7 0.033 n.87 0.84 0.76 0.64

Seurce.  Mirzion -alculations.



of manufactured exports from indirect taxation does not constitute subsidiza-
tion since it does not price factors below their cost to the economy. Neither
can indirect tax incentives be said to permit the Brazilian producer to be
inefficient relative to the world market since indirect tax exemptions are
conceded to their exporters by most exporting countries. Even the tax credit,
income tax exemption, and subsidized credit elements of the incentive system
may not permit the export producer to be inefficient by international
standards owing to several offsetting factors, such as:

(1) 4indications that Brazil's exchange rate may be overvalued to
a certain extent even though any additional overvaluation may
have been forestalled since 1968 by the adoption in that year
of a flexible exchange rate policy; and,

(ii) the existence in Brazil of an unusually high level of payroll
taxation destined to finance the social security system and
various other social programs; exemption from such taxation
not being inciuded among the export incentives,

190, A review in 1972 of the elements of the incentive system indicates
that there was one significant change subsequent to the preparation of the
foregoing analysis. Decree-Law 1219 of May 12, 1972, concedes drawback of
tariff incident on imported inputs used by firms in production for the
domestic market on condition that such firms expand their exports. In these
cases, imported inputs equal in value to as much as 30 percent of the firm's
exports become eligible for drawbacks. It is difficult to quantify the impact
of this additional export incentive: first, because exemption from tariffs
on imported intermediate goods is conceded liberally in Brazil, independently
of export performance; and, second, because increasing internal competition
is likely to require the producer to shift the benefit of such drawback
forward to the domestic consumer. Assuming an average tariff rate of 25
percent on the imported inputs concerned and that these imports do, in fact,
equal 30 percent of the firm's exports, and complete retention of these
benefits by the producer, this new incentive would reduce from 64 to about

56 percent the percentage of domestic market prices at which exports could
be sold without sacrificing unit profits.,

191. Setting aside the problems of possible exchange rate overvaluation
high payroll taxes and other differential burdens borne by the Brazilian
supplier, the incentive system probably accorded an average preference to
Brazilian suppliers on the order of 17 percent of production costs including
profit in 1971, This figure is derived by comparing the value of the subsidy
elements of the system to before-tax ex-factory prices rather than to domestic
sales prices. The additional drawback benefit conceded in 1972 could increase
this margin by several percentage points in certain instances.

ther Cy ments which should add to the

developm
impetus for manufactured exports. As of August 1972 the Government authorized
the dnrv—Frpn transfer to Brazil of co _nle te used industrial establishments
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192, There are other new policy dev

on the condition that the output is directed mainly to the export market.



Duty exemptions will be granted regardless of the law of national similars.
This is an abrupt departure from past policy, which forbade the importation
of used equipment., It is designed to exploit Brazil's comparative advantage
in the form of cheap labor of which labor-scarce countries are becoming
increasingly conscious. A Canadian firm dealirng with sisal processing and
textile concerns from Japan and Taiwan have already expressed their interest
in transferring their plants to Northeast Brazil. I!lore importantly, it
appears that leading car manufacturers will move production units -- such
as nmotor plants —— to Brazil to supply components to home markets.

t
193, Finally, in October 1972 the Governmeént promulgated legislation
enabling the formation of private trading companies. In some subsectors,
especially shoes and textiles, continuation of recent goods export per-
formance nad been impeded by the structure of industry, i.e., many small
producers. The small Brazilian firm tends to have neither the experience
nor the manpower needed to maintain contact with the external market and,
moreover, does not produce in sufficient volume to permit it to respond to
the needs of large-scale foreign importers. Trading companies will provide
needed marketing expertise and also will be able to agglomerate and standard-
ize the output of a number of small producers.

194, About half of Brazil's manufactured exports (excluding processed
agricultural commodities) have been directed to its LAFTA trading partners
but even in LAFTA such Brazilian exports cover no more than about one percent
of total demand for manufactured imports. Most of the remainder of Brazil's
manufactured exports are directed to the United States and to the EEC coun-
tries. The important role of the international firm in Brazil's manufacturing
exports and the market sharing arrangements characteristic of such firms
probably explains, at least to some extent, Brazil's concentration on the
LAFTA market. This concentration is likely to be alleviated by the growing
tendency on the part of some of the industrialized nations to engage in an
international division of labor with Brazil. This tendency is manifested

nct only by the above mertioned decree permitting transfer of industrial
facilities to Brazil but also by a number of other developments such as
Japanese interest in establishing new pulp plants in Brazil for supplying

its home market. Both the product diversity of Brazil's manufactured exports
and this trend toward increasing market diversity contribute greatly to the

generally faverable prospects for Brazilian manufacturirng export growth,

Additional Import Substitution

195, It is frequently alleged that Brazil has exploited the import
subatitution process to the limit and that it is for this reason that the
exportation of manufactures now is being emphasized., Even including pro-
ressed acriculturzl nroducts (cnnqr soluble nnFan canned hnnF ote.) manu-—
CE55€4G ggriCuiiuiasr piv Ll Qi S0 2Ll ,/ Manu
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xports accounted for no more than 6 percent of gross Brazilian
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and 1971. Manufactured imports, on the other hand, covered about 9 percent
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of Brazil's total demand for manufactures in 1971, being concentrated in the
capital equipment, ferrous and nonferrous metals and chemicals and petro-
chemicals categories, From this situation several implications can be
dravn:?

manufacturing remains primarily dependent
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197, The fertilizer industry and plans for its expansion are discussed
in great detail in Volume VII of this report. An associated development

is that of the petrochemicals industry. An integrated petrochemicals
industry pased in the state of Sao Paulo is well on its way to being estab-

lished. In terms of basic feedstocks -— ethylene, propylene, benzene, butadiene,

toluene, the xylenes and the C-series aromatics -- the output of this industry
will amount to about 600,000 tons per year in 1972 and, in accordance with an
expansion program now underway, will rise to about 1,100,000 tons per year by
1976. The bulk of this feedstock production, based on naphtha, comes from

one enterprise, Petroquimica Uniao, S.A. Some additional feedstock produc-
tion (ethylene and benzene) is forthcoming from Petrobras and Union Carbide.

198. Installation of downstream plants is proceeding rapidly, primarily
ir Sao Paulo but also in Bahia. In accordance with investments already made
and/or approved by the Brazilian Petroleum Institute, Petroquimica Uniao
calculates that later generation enterprises with feedstock needs totalling
150 percent of its 1976 output capacity will have been installed by that
yzar. Total investment in this complex amounts to about U5$600 million., The
complex will have a major import substitution effect; some US$300 million
(750,000 tons) of petrochemical products were imported by Brazil in 1971,
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Table 31: SAO PAULO PETROCHEIICAL POLE PRODUCTION OF BASIC FEEDSTOCKS

1972 1577
Ethylene 197,000 450,000
Petroquimica Uniao 167,000 300,000
Union Carbide - 120,000
Petrobras 30,000 30,000
Propylene 93,000 168,000
Petroquimica Uniao 93,000 163,000
Benzene 158,000 158,000
Petroquimica Uniao 110,000 110,000
Uniao Carbide 138,000 18,000
Petrobras 30,000 30,000
Butadiene 50,000 50,000
Petroquimica Uniao 50,000 50,000
Xylenes 30,000 65,000
Petroquimica Uniao 30,000 65,000
C~Series 38,000 155,000
Petroquimica Uniao 38,000 155,000
Others 43,000 67,000
Petroquimica Unjao 43,000 67,000
TOTAL 609!000 1!113!000
Source: Petroquimica Uniao,
199. In addition to the so-called "Sao Paulo Petrochemical Pole", the

Government now contemplates the installation of a second complex of almost
equal capacity and cost in Bahia., Initially the Government had determined
to limit the Bahia petrochemical development to downstream plants using
aromatic feedstocks (benzene, toluene, xylenes, etc,), restricting feedstock
productions and olefines-using plants (ethylene and propylene) to Sao Paulo
because of the concentration of demand in the Center-South. Now, however,
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the Government plans to mount a feedstock facility similar in dimension to
Petroquimica Uniao and a full range of downstream plants in Bahia by 1977.
Initially, at least, the bulk of the output of this complex would have to be
marketed irn the Center-South,

200, Development of the Bahia petrochemical pole has been the subject of
feusibility studies by Japanese and French (French Petroleum Institute) consult-
ing firms. The studies are complete but are held in confidence by the Covern-—
ment, Aside from the regional development impact, a principal justification
cited by the Government for creation of the Bahia pole is its access to

natural gas reserves located in that state. Here a problem has arisen, how-
ever, in that the same reserves will also be tapped by a new Petroquisa

1,000 tons per day ammonia facility; natural gas and naphtha being alternative
rav materials for the production both of ammonia (for fertilizer) and petrochem-
ical feedstocks. Thus the Government now contemplates feeding the Bahia
facility with a mixture of natural gas (one-third) and naphtha (two-thirds).
Such a mixture would give the Bahia facility an important acvantage vis-a-vis
Petroquimica Uniao, which is entirely naphtha-fed. It would yield a relatively
lower propylene and relatively higher ethylene content of basic feedstock
output, This is important because of the readier usability of ethylene
{(polyester fibers, household plastic goods, construction materials) than of
propylene (detergents, acrylic glass and fibers),

201, The Bahia reserve is estimated to contain 27 billion cubic meters
of natural gas. Although some of this gas presently is being reinjected,
even more, 412,2 million cubic meters in 1970, is being lost in connec-

tion with the extraction of crude petroleum. Petrobras has assumed responsi-

bility to provide 665.5 million cubic meters annually for the ammonia
operation (300 million m3) for 5 downstream nptrovhemiraT plants (220.5

11110n m3) and for the USIBA direct reductlon steel mill (115 0 million m3)

If the Bahia feedstock Fnr111tv were to be entirelv gas de annual gas con-

Lailla A =2 ClLLIx L)

sumption would rise to about 1,665 million cubic meters and the reserves

entirelv denleted in 15 years, too brief a period to Justify the investment

cRLiAITl) Lopioisl L0 LY = a0

anOlVeu. with gas covering only one~third of the feedstock plant's require-
ments, on the other nnnd total gas use will aPprgximatg ona billion cubhic
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meters annually, so that reserves would be depleted only in 27 years. An

additional factor to be taken into account is the prospect of h*r-1~nrv‘fng into

Lacws S L4

production natural gas reserves located on the continental shelf off the coast
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by the location of the Bahia pole at the source of its natural gas input.
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2033, In the non-ferrous metals sector, the main opportunity for addition-
al import substitution concerns copper. Substantial reserves of copper exist
in the state of Bahia but have not been exploited in significant scale. The
Government is formulating a project costing upwards of US$100 million which
would include both mining facilities and an electrolytic processing plant

and would have the capacity to substitute all of Brazil's copper imports at
1971 levels.

204, Perhaps the most pressing of the needs for additional import sub-
stitution, however, has to do with the capital equipment subsector, expansion
of which, as indicated above, has fallen behind that of total domestic
equipment demand. The principal tool being used by the Government for pro-
moting the development of this sector is FINAME, the capital goods financing
fund., FIWAME is a4 response to the attractive credit terms upon which foreign
equipment is made available to Brazilian purchasers. In 1971 terms on FINAME

loans were extended to 8 years plus two-years' grace in an effort to over-

come the can between external and internal capital equipment supplicsrs' credit
a pment pliers’ credit

il pdp VeLWeTll EaLeliiial <l:& = 2 ege

liowever, FINAME resources have been more expensive (at full monetary

n nlus 8 percent 'inf'nrnef‘\ than external sunnlierce' credits. have

pea LRl LAt itoe =il TALTLligl Suppaatis LiTcULLoy liavie

tip

tion plus

imited in magnitude, and, moreover, have been made available primarily
elf e items such as 1nrnp trucks rather than for made-to~order items.
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i
Brazilian suppliers

of the latter have fared very well in supplying ¢quipment
frar nmithlier invactmant nroiecte financod hv international financial avencies
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under competitive bidding where the credlt constraint is eliminated. Late
ivy 1972 thoerefare the Government catabhlichad 2 nav 11ine of FINAME credit
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for mdde— o-order equipment. This new line bears terms of up to 15 years
¢ e

el ntrarear Af 2 t+n ntr nliie manatary sarvacstdian Th., NAvraser
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U
may also find it advisable to reexamine its implementation of the '"Law of
-t " I 1 e =] Callead £4

s oL

Similars" with regard to capital goods imports. Called for, perhaps, is
abolition of this legislation and its replacement by lower statutory tariff
rates, at least in the case of capital equipment.
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Table 32: FINAME OPERATIONS

(In millions current Cr$)

1965 1966 1967 1968 1968 1970 1571
Total Domestic Equipment
Procurement 2,282.3 3,794.8 4.450.2 6,871,0 9,242,0 12,763.0 17,872.0
Finame Loans* 42.1 71.2 103.2 205.9 218.1 321.8 632.,7
For Heavy Trucks 10.8 13,5 11.3 30.4 34,1 67.4 227.9
For Read Paving Equipment 3.2 6.1 19.6 32.8 39.8 49.3 89.4
To Feod Products Industry 5.5 7.6 11.2 17.5 22,1 42,3 62.7
To Textile Industry 2.7 5.6 7.9 22.4 26,1 25.6 40.7
Other 19.9 38.4 53.2 102.8 96.0 137.2 262.0
FINAME Loans as Percent of
Totai Domestic Procurement 1.8 1.9 2.3 3.0 2.4 2.5 3.8
% Excludes loans fer construction materials.
Sources: FINAME, FGV, staff estimates.
Geographic Dispersion
205, The geographic dispersion element of the Goverment's manufacturing

development strategy is being served by its decision to locate a second petr
chemical pole in Bahia as part of the overall Northeast industrialization
scheme discussed above (para. 116).

Modernization of Traditional Industry

206, Volume VII of this report contains a detailed analys
textile and leather goods industries which, together with food
are the principal constituents of the traditional subsector of manufacturing
industry., The Government has established a fund for the modernization and

reorganization of traditional industry (FIIRI) in the National Economic

naatrroa.
<

Development Bank (BNDE). This fund, along with the food processing components

of the export corridors and Northeast development programs and the sugar
industry reoorganization program are the principal means being used by the
Government to improve the efficiency of the traditional subsector. FMRI and

the sugar program are unique in that they make merger, administrative reorga-

nization, etc., a condition for financial support. FMRI is viewed with some
hostility by entrepreneurs, especially in the textile sector, who fear
loss of contrel over family-owned and administered enterprises. However,

FMRI's leverage is great, owing to the severe financial difficulties faced by

many firms, including widespread indebtedness to the Government on account

of arrears in payment of taxes. There is a school of thought in Brazil which
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holds that the law of survival rather than conditioned financial assistance
ought to be relied upon by the Government to improve efficiency. Such a
natural modernization process runs the risk of unnecessary abandonment of
older equipment and excessive restriction of employment. It may in any case
not be feasible since the Government will be under considerable pressure to
continue to forego collecting its tax debts and to provide "bail out" finance
rather than permit firms with thousands of workers to go under. Even under
the best of circumstances, however, the traditional subsector is unlikely to
provide much additional employment for some time to come.

Techpology

207. In Brazil technology has been less of a bottleneck to industrial
than to agricultural development. The appropriate technology for nny given
industrial activity probably is less dependent upon local conditio than is
acriculrural rprhnn1nov- Brazil has been able to 1mnnrr nrcdgcticn processes

from the industrial countries rather freely. However, this has contributed
+1

to the Aonrnn of foreign ownershin of production cavacity which vnresen
reg forelgn ownershilrs proauction capacity which presen

Ly
exists and addltionally, has imposed a substantial foreign exchange burden on

the economy in the form of royalty and technical assistance remittances,
For some time the Government has maintained in the Planning Ministry a fund
for the financine of industrial regearch (FTJID\ Roecentlvy roanta.l theo
for the financing of trial research INEP), Recently reated the

N as as its principal function the monit
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and Commar
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estalliﬁ unnecessary resource to foreign Lecnro;ugy. These agencies

uld focus as well on the identification of production processes taking
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stin g process;s but as guldelines for new lines of industrial activity to

ng manufacturing sector can be directed.

Prospects for Manufacturing Growth

208, withirn the context of an overall 8 to 10 percent growth target, the
Government expects that manufacturing would grow at a 10 to 12 percent pace.
Ihls report concludes thal overall growth 1n the lower half of the range
targeted by the Government may be feasible and in so doing projects the
savings and investment behavior consistent with such a growth path. At 8.5
percent overall growth the domestic market for manufactures could be expected
to grow at a 10 percent pace. In the case of traditional consumer goods this
assumes that the elasticity of demand for such goods continues the recent
trend, i.e., increasing about three-fourths as rapidly as total consumption,
Conversely, demand for consumer hard goods, also in line with recent trends,
is assumed to grow about two-thirds more rapidly than total consumption.

In terms of the elasticity of demand to changes in per capita income, demand
for traditional and for dynamic consumer durables would grow 0.64 and 1.86
times as fast as ner capita income, respectively,
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209, Demand for intermediate goods is difficult to project because it

is determined primarily by the level of activity in manufacturing., If the
recent historical trend prevails, demand for intermediate goods will grow

1.29 times as fast as GDP. Demand for capital goods is projected to grow

1.14 times more rapidly than total investment in fixed capital as equipment
continues to increase as a percentage of total capital formation, reflecting
present government policies which concentrate on investment in the manufactur-
ing sector, on agricultural mechanization, etc.

Table 33: GROWTH OF MARKET FOR MANUFACTURED GOODS; 1971-~78

(Monetary values in millions 1971 Cr$)

Demand Annual

1971 Elas- Market 1978
Production Imports Exports Market ticity Growth(%)Markat
1971-78
Traditional Consumer
Goods 51,171.5 729.9 4.973.,2 46,928,2 0,78 6.4 73,406,0
Dynamic Consumer
Durables 11,751.7 268.5 - 12,020.2 1.64 13.4 28,987.0

Intermediate Goods  61,875.1  5,499,0 1,580.2 65,793.9 1,29 11.0 136,598.0

Capital Goods 18,575.,0 6,892.0 719.3 24,837.7 1.14 11.3 52,550,.4
Other Goods 1,825.3 6.3 18,5 1,813.1 1.00 8.2 3,147.8

TOTAL 145,198,6 13,485.7 7,291.2 151,393.1 10.0 294,689.2
210, Clearly this is only a very rough estimate as to Brazilian market

prospects, In any case, however, Brazilian manufacturing should be permitted
to expand somewhat more rapidly than the domestic market by the substitution
of imported intermediate goods implicit in its steel, fertilizer, petrochemi-
cal and copper investment programs and by continued rapid expansion of manu-
factured exports., It may well also be that the domestic capital goods
industry will resume the long-term growth in its share of total Brazilian
equipment procurement which was reversed slightly during the last few years.
Such restoration of the earlier trend would have a very beneficial impact

on the balance of payments which has been heavily burdened by the growth of
capital goods imports in recent years. On balance, therefore, manufacturing
growth somewhat in excess of 10 percent annually can be expected at an overall
8.5 percent rate of economic growth.



IV. PUBLIC INVESTMENT AND ITS FINANCING
211. The purpose of this chapter is to display the enormous savings

capacity of Brazil's public sector, to show how these resources are being
allocated and to comment on the implications of public savings and invest-
ment for future economic growth and social welfare. In this chapter the
broadest possible definition of public savings is employed. Two good examples
of the broadness of this definition are the new Social Integration Fund (see
para. 79) and the Coffee Account (see para. 161). The "float" of deposits
minus withdrawals accumulated in the Integration Fund should be classified

as private (workers') savings for national accounts purposes. Contributions
to the Fund, however, are mandatory and their application is controliled by
the public sector. Consequently, these forced savings are attributed by this
report in the public sector,

212, The outcome of the financial operations of the coffee sector, i.e.,
the balance of the coffee account, is largely the result of government pricing
policy which determines, inter alia, the incidence of the coffee export tax
and the volume of coffee financing. Moreover, the accounts of the sector are
held by the monetary authorities., If the annual change in the balance of the
coffee account is positive -- that is, if coffee export tax revenues and
receipts from the sale of coffee out of publicly owned supplies exceed Coffee
Institute expenditures and whatever change may have taken place in the stock
of coffee production and investment loans —- then the public sector has
extracted current revenues from the sector. If, on the other hand, the

result is negative, then the public sector has caused resources to be trans-
ferred to the coffee sector., Thus this report treats positive changes in

the coffee account as current public revenues and negative changes as current
public sector transfers to the private sector. Coffee investments, consequent-
1y, are financed by private rather than public savings.

213. In conformity with this broad definition, public sector savings
accounted for 60 percent of total Brazilian domestic savings, on average,
during the 1969-71 period. The rate of public savings increase will, there-
fore, be absolutely crucial to attainment of the rates of domestic savings
required to support the Government's ambitious overall growth targets. More-
over, so great a degree of control over domestic savings gives the Government
tremendous power in the overall allocation of Brazilian investment resources.

A. ,T,he Central Government

214, Chapter II of this report noted that reduction of the cash deficit
of the Central Government had played a vital role in containing aggregate
demand and reducing the rate of inflation from 90.5 percent in 1963-64 to
24,2 percent in 1967-68., Subsequently, near elimination of the cash deficit
has contributed greatly to an enormous increase in the real value of the
stock of bank credit made available to the commodity producing sectors (see

para. 251).
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Table 34: SUMMARY DATA: CENTRAL GOVERNMENT CASH BUDGET AS PERCENT OF GDP

Revenues Expenditures Deficit
1963 9.0 13.3 4,3
1964 9.3 12.4 3.1
1965 10.6 12.2 1.6
1966 11.0 13.2 1.2
1967 9.5 11.4 1.9
1968 10.4 11.6 1.2
1969 10.9 11.5 0.6
1970 11.4 11.9 0.4
1971 12.0 12,3 0.3
Source: Ministry c¢f Finance.
Expenditures
215, Cash deficit reduction has been attributable primarily to improved

tax performance which is discussed below, Performance on the expenditure

side has also been good. One of its most notable aspects is the extent to
which the Federal Government has increased its revenue sharing with state

and municipal govermments. The tax reform of 1967 increased such sharing

very substantially by allocating 20 percent of federal income and value

added tax revenues to the states, largely on a need basis. This was cut back
to 12 percent in 1969 because of the strain the higher share had imposed on

the federal budget. However, with federal revenues being very buovant relative
to nominal changes in GDP, the volume of shared revenues moved rapidly back

toward the peak level they had attained as a percentage of GDP in 1968,
Personnel expenditures have experienced two conflicting trends: surplus civil
service employment has been reduced to a certain extent by retiring person-

the salaries of key civilian personnel, especially in technical fields, and

of military personnel have been increased substantially in real terms, Final-
ly, although those discretionary transfers subsidizing the operating deficits
of transport agencies such as the airlinee, shipping companies and railway
network were sharply reduced. The railway network continues to require sub-

sidization; current transfers to it in 1971 amounting to some 0.3 percent

........... - s =ilLailn

of GDP or to approximately as much as the federal cash deficit in that year.
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Table 35: DETAILED BREAKDOWN: CENTRAL GOVERNMENT BUDGET AS PERCENT OF GDP

(Est.)
1565 1%66 1967 1968 1969 1970 1971 1972
Revenues 9.4 9.9 8.1 8.2 9,2 9.6 10.2 10.2
Total 10.6 11,0 9.5 10.4 10.9 11.4 12.0 12.2
Minus Tax Sharing 1.2 1.1 1.4 2.2 1.7 1.8 1.8 2.0

Current Expenditures 7.9 7.8 8.3 6.7 7.0 7,2 7.4 7.1
Direct 3.4 4,0 3.4 3.1 3.2 3.0 2.8 2.7
Civilian Personnel (1.4) (1.6) (1.5) (1.2) (1.2) (0.9) (0.8) (0.7)
Military Personnel (1.2) (1.5) (1.3) (1.1) (1.3) (1.5) (1.4) (1.4)
Other (0.8) (0.8) (0.6) (0.8) (0.7) (0.6) (0.6) (0.6)
Transfers, Personnel 3.0 2.5 3.1 2.8 2.2 2.4 2.3 2.2
Family Bonds (0.2) (0.1) (0.3) (0.2) (0.2) (0.2) (0.1) (0.1)
Pensions (1.0) (0.9) (1.1) (1.2) (1.2) (1.4) (1.3) (1.3)
To Decentralized
Administration (1.8) (1.5) (1.7) (1.4) (0.8) (0.8) (0.9) (0.8)
Interest ( ( 0.1 0.3 0.2 0.5 0.4 0.3
Discretionary Transfers (1.5 (1.3 1.7 0.5 1.4 1.3 1.9 1.8
Current Account Surplus 1.5 2.1 =0.2 1.5 2.2 2.4 2.8 3.1
Canital Fvnendid tures 1.1 1.3 1.7 2.7 2.8 2 8 3.1 .9
Capital Expenditures 3.1 3.3 1.7 2. 2. 2.8 3.1 3.2
Cash Deficit and Financing 1.6 1.2 1.9 1.2 0.6 0.4 0.3 0.1
Treasury Bonds and Bills 0.9 1.2 1.0 -0.1 1.2 0.8 1.7
Other Borrowing - - - 0.2 0.2 0.1 0.1
Monetary Authorities 0.7 - 0.9 1.1 -0.8 -=0.5 -=1.5
Source: Table 5.2, Statistical Appendix.
Deficit Finance
216. The Government's internal borrowing through the sale of treasury

bonds and bills merits some emphasis. In 1964 the Government instituted its
adjustable Treasury Bond (ORTN) subject to ex post monetary correction and
created various mechanisms of compulsory ORTN purchase. ORTN became very
quickly, however, an attractive instrument in which institutions like the
ing from one to five vears. The process of creating a market for treasury
paper culminated in 1970-72 with the introduction of short-term (92, 182
days) treasury biils sold at discount through auction rather than subject to
monetary correction. By 1972 a system of dealers for this paper had been
developed enabling banks, non-bank financial institutions and industrial

and comuercial firms to hold short term liquidity in this paper and to exchange
it among themselves. Thus, treasury borrowing evolved from what originally
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was purely a system of deficit financing into a sophisticated monetary manage-
mant tnnl
LLTL==) ¥ W ¥ WUV A e
Table 36: BOND AND BILL SALES, SELECTED YEARS, AS PERCENT OF GDP
Stock
1965 1967 1969 1971 as of 12/31/71
Treasury Bonds {Gross) 0.9 1.8 3.9 3.2 6.9
Voluntary 1/ 0.5 1.7 3.7 3.1
One Year (0.2) (0.8) (3.1) (2.1}
Two Years (0.3) (0.4) (0.5) (0.7)
Five Years (=) (0.5) (0.1) (0.3)
Alternative to Taxes 0.2 0.1 - =
Capital Revaluation (0.2) (0.1) (~) (-
Other ) ) (=) -
Compulsory 0.2 - 0.1 0.1
Indemnification Fund (0.2) =) ) (=)
Insurance Co. Reserves (=) - {-) (0.1)
Other (=) (=) (0.1) -)
Treasury Bills (Net) - - - 1.4 1.7
1/ Includes bond holdings as alternative to compulsory bank reserves,
presently some 55 percent of total bank reserves.

Source: Central Bank of Brazil; Department of Public Debt.

Tax Structure

217. Sweeping tax reforms were made by the Government during the 1964-67
period., At the outset of that period the Government imposed monetary correc-
tion and stiff penalties on tax arrears and instituted source withholding of
taxes on wages, salaries and capital income. It also initiated a program

of improvement of tax administration with the help of foreign technicians
which is still in process, As of January 1, 1967 a new definition of the tax
structure was incorporated in the national constitution. The major change
wrought by this incorporation was the transformation of federal and state
sales taxes from cascade type to value-added imposts. The cascade tax had

the effect of distorting the structure of industry by encouraging the vertical
integration of the firm and discouraging specialization and economies of scale
aalong horizontal lines. The January 1, 1967 reform also introduced the
greater degree of tax sharing noted above (para. 214) not only as between

the Central Government on the one hand and local governments on the other but
also between states and municpalities; the latter receiving a portion of the
state value-added tax collected within their boundaries. Finally, the reform
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eliminated an old stamp tax which previously had generated about 10 percent

of central government revenues. Since 1967, the major changes in central
govermment tax structure have been: (1) the institution in 1969 of the
education payroll tax, half of which accrues to the Central Government (see
para. 70); (ii) the preemption ir 1971 of half of the Article 34/18 investment
tax credit resources for application by the Central Government in the North
and Northeast regional development programs (see para. 100); (iii) the transfer,
in 1971, of accruals from the tax on financial operations from the Central
Bank to the Central Government; and (iv) the initiation, in 1971, of the
reduction of effective central government value-added and corporate income

tax rates as the counterpart to mandatorv contributions by emplovers to the
Social Integration Fund (see para. 79). All of these most recent measures
save the first one merely transfer revenues from one segment of the Govern-
ment to another. Thus some of the sharp increase in central government re-
venues which has taken place over the last few years does not represent an
increase in overall tax burden.

Fiscal Incentives

218, Nevertheless, federal revenues have been very elastic to changes

in national income, especially during the rapid growth years 1968 through
1972, Excluding the effect of the article 34/18 preemption and the incorpora-
tion of the financial operations tax, they have increased at a 13.8 percent
pace in real terms over these years compared to the 9,9 percent pace of
economic growth; i.e., thev have demonstrated an elasticity to national in-
come growth of about 1.4, This is all the more remarkable in view of the
extent to which the government has used the tax structure to provide incentives
for enconmic activitv. For example, terms for remittance by the firm of

the value added taxes it collects on behalf of the government gradually have
been lengthened until they conform with standard credit terms for the product
concerned, e.g., the 90 day period for remittance of the value added tax on
intermediate chemicals conforms to the payment terms customarily conceded by
suppliers. However, the lengthening of remittance terms has had onlv a one
time impact on tax elasticity; more important are the various fiscal incen-
tives for investment and for manufactured exports which have been made avail-
able bv the government. Besides the 34/18 scheme and the wholesale exemption
of capital goods from import duties and value added taxes, the investment
incentives include a number of tax credits and deductions from taxable income
for investment by ohysical persons in certain financial instruments, such as:

(i) the Decree-Law 157 scheme whereby individuals are credited

. .
in amounts ranging from 12 to 24 percent of their income tax

liability -~ the range being inversely related to income
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(11) deduction from taxable income of 30 percent of amounts
invested in new share issues of "open capital" corpora-
tion, 1/ Adjustable Treasury Bonds (ORIN), and, mortagage
bonds (letras imobiliarias);

(i11) deduction from taxable income of 15 percent of amount
invested in mutual funds; and

(iv) exemption from personal income tax of the first US$450
in dividends earned by the identified holders of shares
in "open" corporations.

Tax Equity

219, As 1s demonstrated by Table 37, source withheld income taxes are
approximately equal in magnitude to corporate income taxes and post-with-
holding residual personal income tax liabilities combined. There is no with-
holding of taxes on corporate incomes, As of 1972 such taxes were collected
in 12, nominally equal, consecutive monthly payments commencing in February
following the year in which the income was earned. Not only the interest
cost of this delay but the fact that these payments are not subject to mone-
tarv correction substantially reduces the effective corporate income tax

rate below its nominal level. About half of withheld tax revenues orginate
from the taxation of earned incomes. The remainder comes from withheld taxa-
tion of capital income. About half of this remainder, or one~fourth of the
total, originates from income remitted abroad to both physcial and juridical
pergons which is taxed at a rate of 25 percent. The remaining one-fourth comes
primarily from the withheld taxation of domestic dividend and interest pay-
ments (excluding interest payments to financial institutions). Capital pains
are not taxed., The progressive rate schedule of the withheld tax on earned
incomes ranges from 3 to 15 percent while that on overall personal incomes
(i{.e., on the taxable income shown by annual income declarations) ranges from
3 to 50 percent. For personal incomes declared in 1971, only 44 percent of
total liability was collected at source; the remainder being collected during
the year following that in which the income was earned. Thus, just as in

the case of corporate incomes, the limited extent of withholding on personal
incomes discriminates in favor of persons in the higher income tax brackets

and against those in the lower ones. However, this discrimination occurs in
the hiohegt decileg of income digtribution only; incomes F=11ing in the lower

L ATt LSS 0L A0S CLaL DRt QL7 ~2dCUNICSs lasl.itl

deciles being entirely exempt from taxation.

220. Formerly, the benefit to the firm from the exemption of its delayed

income tax payments from interest and/or monetary correction was offset by

taxation of false profits. The process of eliminating false profits taxation,

1/ "Open capital status is conceded when the corporation distributes at
least 20 percent of its voting shares to the public and is contingent
upon the firm's increasing this "openness'" by at least 10 percentage
points every two years until 49 percent of voting stock has been dis-
tributed, Incentives for going public include a favorable corporate
income tax rate -- 30 percent as opposed to 35 percent -- and reduction
of the withheld income tax on distributed profits from 25 to 15 percent.
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however, was completed in December 1968 by legislation permitting the firm
to deduct from its taxable income an amount equal to the monetary correction
of both fixed and working (inventories) capital. The Government has been
reluctant to carry this process to its logical concliusion, i.e., to subject
corporate incomes to "a pay-as-you-go" system because of the double tax burden
this would impose during its first year of operation. The double taxation
effect could be mitigated by offering the firm the alternative of paying in-
terest and monetary correction on its delayed tax payments. The additional
resources which could be genmerated by such application of "pav-as-you-go"
would almost equal the current rate of net accruals to the Tenure Guarantee
Fund. Assuming monetary correction of 16 percent (equal to the 1971-72 rate
of price increase) and interest at 8 percent, application of pay as vou go
to 1971 corporate incomes would have increased total tax yield (including
34/18 deposits) by about Cr$1.5 billion or 0.5 percent of GDP, Net accruals
to the Tenure Guarantee Fund in 1972 are estimated at the equivalent of 0.6
percent of GDP (see Table 6.7, Statistical Appendix).

Administrative Reform

221, The reform of both tax and expenditure administration which has

been accomplished over the past several years joins with the reform of the

tax structure in boding well for continuation of strong fiscal performance

in Brazil. The impact of improved tax administration is difficult to quantify;
the best statistical indicator is the fact that the number of personal in-
come tax declarations was increased from 468,730 in 1967 to an estimated

8.3 million in 1971, i,e., to a number about half as large as the entire urban
labor force and about 80 percent as large as that portion of the urban labor
force required to file income declarations (those earning no more than the
highest legal minimum wage are not required to file)., Certainly anvone wit-
nessing the events of the last several years would agree that the Government
has succeeded in establishing a national consensus as to the obligation to pay
taxes.

222, On the expenditure side, lack of controls over the obligation of
government resources, excessive earmarking of government revenues for specific
expenditure programs and poor budget formulation had forced the Finance
Ministry, until 1969, to resort to a variety of ad hoc devices to keep expen-~
ditures under control. Annual decrees would simply set aside various expen-
diture appropriations under the title "expenditure containment', while addi-
tional appropriations of a more essential nature would be allocated to '"re-
serve funds" to be liquidated during the vear only in the event that revenue
collections permitted. At the end of each year the Ministry would carry over
into the subsequent fiscal period only those appropriations which it could
not avoid liquidating in the short-term, However, post audit procedures
exercised hy the accounting tribunal of the Government's legislative branch
would establish all appropriations not actually utilized during the vear as
debte {(restos a pagar) of the Federal Government, regardless of whether ex-
penditures under such appropriations had actually been obligated. But with
rationalizarion of revenue nnrmnrbino bv the 1967 tax reform. other improve—
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ments in budget formulation and exnenditure control and rapidly increasing
NP AT e +ha f‘nqvnrnmnnt’ }\V IQEQ was not nn]v Rhl? to reduce the extent to
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which each new set of annual appropriations had to be set aside but was also
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able to confront the problem of sorting out and canceling those unutilized

dpproprlaCJ.ons \rEStOb) of pPI evious years which did not Lepresclic real

debt., To this end Decree Law No, 836 of September 8, 1969 established criteria
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appropriations outstanding from years prior to 1967 except for those which
could be shown by interested parties to represent tangible obligations. By
the time of the formulation of the 1972 cash program it was estimated that

almost all of these old debts had been liquidated.

Progressivity and Revenue Sharing

223, Although the federal income tax is progressive, primarily by virtue
of exempting lower income class wage earners from its incidence, it accounts
for only about one-fourth of total central government revenues., The biggest
federal revenue earner, the value-added tax, does contain an element of
progressivity in that it exempts basic food products and features a wide range
of rates —- 3 to 50 percent -- of which the lowest rates are on wage and
intermediate goods and the highest on luxury items such as whiskey, cosmetics,
jewelry, etc. 1/ The predominant element of progressivity in the fiscal

system of the Central Government is an interregional one which flows from

the system of tax sharing. This report focuses on tax sharing with the North-
east, Brazil's poorest region, at about half the national average per capita
income level. Table 38 shows allocations to the Northeast from the Federal
Participation and Special Funds and from those portions of the petroleum
products and energy taxes earmarked for the states. It also shows the 34/18
deposits in the Northeast since these, in fact, represent additional sharing

of federal income taxes with that region, On the negative side are the contri-
butions of the Northeast to the Participation and Special Funds and to the state
pool of petroleum and energy tax revenues. The net result is a transfer of
federal revenues to the states which, in the 1968-~70 period averaged some 7
percent of total federal revenues and 1 percent of GDP, The preemption of half
of the 34/18 accruals by the PROTERRA and PIN regional development schemes

will change the pattern of expenditure of these transfers without reducing
their volume., In 1972 gross transfers to the Northeast, including those

under PIN and PROTERRA are estimated to be 30 percent greater in real terms
than in 1970. Moreover, 1f one takes into account other expenditures by
federal agencies in the Northeast as well as total federal revenue collections
in the Northeast, the overall revenue transfer is seen to be even greater

than that accomplished via the tax sharing mechanisms (see Table 31, Volume IV).

Actually cigarettes, which are under a special tax regime featuring
rates of 200 percent and more, are the largest single commodity socurce
of value-added tax revenue., This is regressive to the extent that
cigarettes may be regarded as a wage good.

j—
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Table 37:

(In millions 1971 Cr$)

FEDERAL REVENUE SHARING WITH THE NORTHEAST

1968 1969 1970
From Net to From Net to From Net to
To NE NE NE To NE NE NE To NE NE NE

Participation and
Special Funds /1 1,033 96 937 700 116 584 743 125 618
Income Taxes (517) (28) (350) (43) (372) (43)

Value Added Tax (516) (68) (350) (73) (371) (82)

Sole Taxes 266 ig 146 /3 120 326 ig 170 £§~156 364 /2 229 /3 135
Petroleum Products (229) (132) {284 (152) (304) (200)
Electric Energy (37) (14) 42) (18) (60) (28)

Education Tax 30 - 30 40 - 40 49 - 49

34/18 Deposits 796 - 796 982 - 982 1,035 - 1,035

TOTAL 2,125 242 1,883 2,048 286 1,762 2,191 354 1,837

% of Federal Revenues 10.5 8.8 8.0

% of GDP 1.1 1.0 0.9

/1
nationwide and in Northeast, respectively,
4~
/2
taxes earmarked for state governments.
Vi)
for state governments,
Source: Ministry of Finance.

Outiocok for Central Government Savings

224,
to be as elastic to
current expenditure

increase above present levels in central government employment.

Includes 12 percent of total federal income and value-added tax collections

Inciudes revenues allocated to the Northeast from that portion of these

Includes that portion of these taxes collected in the Northeast earmarked

It can be expected that central government revenues will continue
changes in GDP as they have been since 1965,
side, the Government has a firm policy of avoiding any

Even assum-

On the

ing substantial real increases in real salary rates, therefore, it is unlikely
that overall current expenditures will increase more rapidly than they have

in the past,

The buoyancy of the tax structure, together with policies

designed to restrain current expenditure increase, mean that at high rates
of economic growth central government savings will increase very rapidly.



Assuming that the economy grows at an 8.5 percent pace, central government
savings could be expected to increase by about 19 percent annually.

Table 38: OUTLOOK FOR CENTRAL GOVERNMENT SAVINGS

(In millions 1971 Cr$)

Aﬁeféééixg§6iufe Values Average Annual %
1969--71 1972~74  1975-77 1971/65 1978/71

Revenues 19,773 28,707 38,861 9.4 10,9
Total 23,407 34,172 46,242 10,3 1.1
Minus: Revenue Sharing 3,634 5,465 7,381 16.4 12,2

Current Expenditure 14,741 19,452 23,268 6.9 6.6
Direct Personnel 4,733 5,714 7,197 5.0 8.0
Pergonnel Trasfers 4,759 6,200 7,436 3.8 6.8
Other 5,249 7,538 8,635 11.9 5.4

Current Account Savings 5,032 9,255 15,593 19,2 19.2

Source: Tables 5.4 and 5.8, Statistical Appendix.

225, State and municipal government tax revenues are about three-~fourths
as large as central government tax revenues but both the current and capital
outlays of local governments exceed those of the Central Government. Since
1968 most of the resulting gap has been made up by federal revenue sharing.
Nevertheless, a substantial amount of borrowing has been done by local gov-
ernments, primarily from internal) sources, but in substantial degree from ex-
ternal sources as well (much of the latter in the form of financial credits).
After a large jump in real terms following the tax reform of 1967, local tax
revenues increased only about two-thirds as rapidly as has real GDP since
1968. Performance varies widely by state. The Northeast has contributed
significantly to overall inelasticity by distributing very liberally exemp~
tions from the state value-added tax (ICM) in order to attract industry to
that region. Municipal property taxes also have performed rather poorly.

226, As indicated above (para. 124), an issue has arisen concerning the
distribution of ICM revenues between states. The Northeast states are press-
ing for a more even distribution between state of origin and state of destina-
tion of revenues gcenerated by the incidence of the ICM on intergtate trade.

PSR =t S =21 AR C A

However, the bulk of the impact of such a measure would fall outside the

Northeast, Moreover, the exnortineg gtates are bv no means flush with resources!
oreover, the exXporting gtates are by no meang riush with resources,

AN/ LA @O L

urbanization and other needs already are straining their fiscal capabilities.



Rather it is the Central Government
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with its superior fiscal machine and
states cation of

which must address this problem.

227. The most pressing of the local expenditure needs are for education,
water supply and sewerage, roads and electricity. These needs burden both
the current and investment budgets of the local govermments. The projection
oduvan dn Takla W0 AF atata anrrant and davaatmant avnanddtnran talbacs data
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Table 39: LOCAL GOVERNMENT FINANCES

(In millions 1971 Cr$)

1972-74  1975-77

1969/71 Average Average Average Annual %
Value % GDP Value Value 1968-71 1971-78
Current Revenues 23,449 11.5 29,666 38,438 5.5 9.4
Indirect Taxes 18,552 9.1 22,740 29,365 6.2 9.0
icM “ (16,959) (8.3) (20,517) (26,479) (5.1) (9.0)
Other {1,593) (0.8) (2,223) (2,886) (19.8) /1 (9.0)
Direct Taxes 1,263 0.6 1,461 1,692 5.0 5.0
Revenue Sharing 3,634 1.8 5,465 7,381 2.4 /2 12,2
Current Expenditures 18,405 9.0 21,717 28,155 6.1 8.2
Consumption 13,933 6,8 16,512 21,520 9.4 8.6
Subsidies 502 0.2 50 50 -5.1 -0-
Transfers to Private
Sector 3,970 2.0 4,705 6,135 ~1.2 8.6
Current Account Surplus 5,044 2,5 7,949 10,283 3.2 12,2
Capital Expenditures 7,585 3.7 9,313 11,657 12.7 9.4
Direct Investment /4 6,044 3.0 6,713 8,907 13.3 o5
Transfers to Federal
Enterprises /5 1,541 0.7 2,600 2,750 10.6 9.1

Deficit and Financing 2,541 1.2 1,364 1,374 /3 -9.0

/1 Reflects institution of uniform road tax in 1969

ZZ Reflects reduction of Participation and Special Funds from 20 to 12 percent
of federal income and value~-added tax revenues in 1969,

Lg The local government budget balanced in 1968.

/4  Primarily for investments in education, road construction and water and
sewerage administered by autonomous state agencies.

/5 Contributions to federal autonomous agencies and mixed entities in
support of investments in electricity, steel production facilities and
water and sewerage.

228, The local government revenue projection given in Table 39 tak

into account the federal revenues likely to be available under current sharing
~ [ =g P

arrangements 1if the economy grows at an overall 8.5 percent pace. It also
assumes that efforts presently underway with the leadership of the Central
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Government to increase the elasticity of state ICM tax yields will be success-
ful., Under these circumstances it appears that local governments could meet
their obligations, since their deficits would be reduced to very manageable
proportions by 1978, However, this assumption, together with the greater
than unitary elasticity of central government taxes, implies some increase
in the overall tax burden on the economy, which already is very high. This,
together with the strong financial position of the Central Government, sup~—
ports the suggestion that the latter transfer an increased percentage of its
revenues to local governments on a selective basis; that is, contingent upon
demonstration by recepient states of adequate tax effort and of capacity to
absorb additional shared resources.

C. The Overall Tax Burden and Public Sector Savings

229. Taking into account not only taxes levied by the central and local
governments but also the principal payroll taxes (social security and Tenure
Guarantee Fund), the coffee export tax, the Social Integration Fund and various

other imposts, Brazil's total tax burden increased from about 24 percent of
GDP in 1965 to 28.5 percent in 1968. This increase was attributable to the

tax reform of 1967 which sharply increased local government revenues and to
the introduction late in 1966 of the Tenure Guarantee Fund. If the 34/18

deposits also are included, the total tax burden in 1968 was 29.3 percent
of GDP. From 1968 until 1971 the tax burden declined e‘l-la'hf-'lv owing to the

L L L A e ) =il =N DLl UCLAXNUSY SaspiiLe VWwaiig

inelasticity of local tax revenues and to the relative increase in coffee
n‘rndnrpre' prices financed primarily by reduction in the rate cof the coffee

LTOQUULeI S PLALCESE L sl ec PR ATUUMOU LAV Ll LT daalce Ul v Coiliec

export tax. For the future divergent forces are at work. The most important

TaFdwvra +avema
negative factor is the expected decline in both absolute and relative terms

of the Tenure Guarantee Fund as increasing worker withdrawals reduce annual

n 1 - e
increncﬂe in the "float" of this fund from 0.9 percent of GDP in 1971 to a

On the positive side, there

. mrvmd mem o 2 amand
is the elasticity of the federal revenue s ture, based as it is pri-

ct
marily on the growth leading industrial sector. The principal uncertainty
has LU QU wicrnn 16Caa ;_.I,UV(:Luuu:ul. \cuu::s, if their c_l.ubLJ.L.LLy can be lulprOVEQ
the total tax burden is likely to increase significantly after 1974 when the
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Social Integration Fund associated tax rate adjustment has been completed.
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Table 40: THE OVERALL TAX BURDEN

(Billions 1971 Cr$; % GDP)

1968 1971 1974 1978
Amount 7 GDP Amount 7 GDP Amount 7% GDP Amount % GDP

Federal Government 17.9 10.6 27.0 12.0 37.5 12,9 51,0 13.7
Local Governments 17.2 10.1 20.5 9.1 25.9 8.9 33.9 9.1

Autonomous Entities
Social Security

Agencies 7.1 4,2 10.7 4,7 14.0 4.9 18.5 5.0
Coffee Contribution

Quota 2,7 1.6 1.5 0.7 1.9 0.7 1.6 0.4
Tenure Guarantee

Fund (net) 2,0 1.2 2.0 0.9 0.9 0.3 0.8 0.2
Social Integration

Fund (net) - - 0.3 0.1 2.0 0.7 2.6 0.7
Other ll 1.4 0.8 1.1 0.5 0.1 - 0.2 0.1

Total Taxes 48.3 28.5 63.1 28.0 82,1 28,1 108.6 29,2

Article 34/18 Invest-
ment Credits 1.3 0.8 1.8 0.8 1.6 0.6 2.2 0.6

Overall Tax Burden 49.6 29.3 64.9 28.8 83.7 28.8 110.8 29.8

GDP 169.6 100.0 225.3 100.0 291.7 100.0 372.5 100.0

/1 Includes: Financial operations tax, education tax, various special taxes
collected by agencies such as the National Ports and Navigable Waterways
Department, the Merchant Marine Superintendency, the Agrarian Reform and
Colonization Institute and the Sugar and Alcohol Institute (IAA). All of
these, save the IAA's tax on sugar exports, had been incorporated in the
Central Government budget by 1972,

Sources: Historical data on the Federal Government and autonomous agencies
provided by the Finance Ministry and respective agencies. Data on
local government revenues through 1968 are provided by the Getulio
Vargas Foundation and IPEA, All other data represent staff estimates.

230, Overall, public sector savings increased at an 11.4 percent average
annual rate between 1968 and 1971 as they rose from 9.7 to 10.1 percent of
GDP., This increase was attributable mostly to the Central Government and to
the mixed enterprises in the energy, steel and mining sectors as they expanded
their operations and, in some cases, increased their prices relative to others
in the economy. The coffee account was transformed from a substantial saver



to a substantial dissaver owing to the above-mentioned decline in the coffee
export tax and to the expansion of the value of coffee production financing
related to increased producers' prices.

231, Ongoing expansion programs, prevailing rates of demand increase

and public pricing policies indicate that the savings of the public enter-
prises will continue to increase very rapidly. The coffee account, over the
next several years, is likely to be a net saver; while its operations cannot
be expected to generate very large surpluses, the coffee tax is likely to
generate all of the resources needed to finance the expansion of production
credit and of the recently instituted lines of tree planting and technical
input credit. The favorable response of coffee producers to the tree planting
program indicates that producers' prices were at adequate levels as of the
end of 1972 and probably will not have to be increased significantly in rel-
ative terms over the next few years. Low stocks and below equilibrium pro-
duction capacity have two favorable effects: on the one hand, they tend to
sustain both prevailing world prices and the rate of the coffee export tax;
on the other, they make unlikely any expenditure for stock accumulation until
such time as new plantings raise production above the equilibrium level.
Finally, in 1972 the subsidization of domestic coffee consumption by Brazil's

Coffee Institute (IRC) was terminated, eliminating a significant drain on

b4
coffee sector resocurces. Although less so with the enormous export diversi-
fication of recent years, coffee remains a crucially important sector, one
with considerable political power. The sector has pressed for abolition of
the coffee exvort tax If the Government were forced to 04\1.: in to this
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pressure 1t should, as an offsetting measure, raise interest rates on coffee
Af L anmd 2
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percent, respectively, at least to parity with the highest agricultural
credit interest rate, i.e., 15 percent. 1/

geﬁe‘faté more fnan propurr_londte increases e
savings, Despite the progress it has made, the Central Government still
has surplus personnel, FElimination of these by attrition is likely to

offset, at least in part, the need for additional education personnel at

the local level. This report anticipates that real governmment salary rate
increases will exceed slightly increase in per capita income because of

the need to raise the salaries of some personnel, especially in education,
relative to others in the economy. The combination of these two trends would
hold the rate of current expenditure increase in both central and local govern-
ments to something on the order of 7 percent along an overall 8.5 percent
economic growth path. Thus the overall current account surplus of central

l/ If the tax were to be abolished it would have far reaching adverse effects
on the world coffee economy hv stimulating excessive n1anr1na in Brazil

and leading to reduction and/or abolition of coffee export taxes elsewhere
in the world
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and local governments is projected to increase from 5 percent of GDP in 1971
to abhout 8 percent in 1977, Together with savings prospects for the remainder
of the public sector, this should permit overall public savings to increase

at a 14 percent annual pace if overall economic growth averages 8.5 percent,
It should be stressed that this projection assumes considerable improvement

in local revenue performance. Moreover, so high a rate of savings growth

may be unnecessary and even undesirable in view of the increase in tax burden
wvthisrh 4+ 4mnlian Cama cshartfall 4rv 1aral revenue narfarmanscre mav nat ha
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Table l1: PUBLIC SECTOR SAVINGS

(In billiens 1971 Cr$ and % GDP)

1968 1971 1974 1977
Ameunt % GDP Ameunt %GDP Ameunt % GDP Ameunt % GDP

Centrzl Gevernment A A
(Excluding Shared Reverues) 3.6 2.2 6.2 2.8 10.9 3.7 18.1 L.9

Lecal Gevernments
(Including Shared Revenues) L.0 2.L 5.5 2.4 8.4 2.9 11.3 3.0

Secisl Security Agencies 0.3 0.1 0.5 0.2 1.0 0.2 1.7 0.5
Federal Autarkies 1/ 0.L 0.3 0.4 0.2 0.2 0.1 0.1 -
Ceffee Acceunt 1.0 0.6 -0.5 0.2 0.7 0.2 0.5 0.1
Official Credit igencies 2/ b.2 2.5 5.3 2.4 5.b 1.9 6.7 1.8
Tenure Guarantee Fund (Net) (2.0)  (1.2) (2.0) (0.9) (0.¢) (0.3) (0.8) (0.2)
Financial Transactiens Tax (0.7) (0.L) (0.6) (0.3) (-) () (~) (=)
Secial Integratien Fund (Net) (-) (-) (c.3) (0.1) (2.0) (0.7) (2.6) (0.7)
Investment Tax Credit Resources (1.3) (0.8) (1.8) (0.8) (1.6) (0.6) (2.2) (0.5)
BNDE-BNH Cperating Prefits (0.2) (0.1) (0.6) (0.3) (0.9) (0.3) (1.1) (0.3)
Mixed Enterprises 3/ 2.7 1.6 5.2 2.3 _8.L 2.9 11.5 3.1
TOTAL 15.4L 9.7 22.7 10.1  35.1 12.0  L5.9 13.4

Federal Autarkies include agencies such as the liatienal Highways Department (DNER),

Railways Department (DWEF), Perts Depertment (DNPVN), Merchant Marine Superintendency

(SUNAMAN), Civil Avistien Autherity (DiC), Federal Universities, regienal develepment

agencies, (SUDENZ, SUDAM, SUDESUL, SUDESF, SUDECO), \ater and Sewerage Department (DNOS),

Agrarian Referm Agency (INCRA), Ferestry Institute (IBDF), Fishing Superintendency

(SUDZFE)} and Supply Superintendency (SUNAB). Altheugh these agencies have seme
independent revenue seurcaes the htulk ef their funds ceme fram the central government.

2/ The efficial credit agencies include, inter zli-: the Heusing Bank (BXH) which

allecates the Tenure Guarentee Fund; the Feder~l Savings Bank (CEF) which zllecates

the 3Jecisl Integratien Fund; the Natienal Ecenemic Develepment Bank (BNDE) which

allecates seme ef the finsncial eperatiens tax reseurces and the Banks ef the Nertheast

(BNB) and of the :mazen (BASA) which allecate mest ef the investment tax credit

reseurces. Nete thazt the ceffee aceunt is administered by the menetary autherities.

}/ Includes the three mixed enterprises making up mest ef the flat steel preducts secter

(CSi, SOSIPA and USILNAS), the majer iren ere mining cempany (CVRD), the stste petreleum

cempany (PETROBRAS), the stste electric pewer netwerk (ELETROBRAS, and asseciated cempznies)

-
~
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Seurce: Tzble 5,13, 3t=tisticel Appendix.



D. Public Sector Investment
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percent of Brazilian GDP., Including both
nvestment, about 38 percent was made for economic
infrastructure, about rcent for social infrastructure (including housing),
about 9 percent for re 1 development (including Northeast industrializa-
tion) and agriculture, and about 16 percent for industry. The remaining
18 percent is unidentified central and local government investment. Over the

1972-74 and 1975-77 periods these shares are unlikely to change significantly.
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235. The goals of the Government's education, regional, agricultural

and marufacturing industry development and investment program have already
been discussed. In the petroleum field, the Government plans to increase re-
fining capacity by 50 percent over the 1972-74 period, thereby avoiding any
need to import refined products, and to push ahead with both inshore and
offshore petroleum exploration with the general goal of maintaining the
domestic supply of crude at one-third of Brazil's total requirements. One

of the most interesting features of the petroleum development program is

the installation of a pilot project for the extraction and processing of
shale 0il; Brazil having large reserves of such oil and the chance to increase
domestic supply as a share of total requirements if they can be exploited on
a large scale.

236. Brazil's plans for expansion of electricity generation and dis-
tribution assume an average annual demand growth of 12 percent. By 1967

it plans to have installed some 22,600 MW of generating capacity compared
to 12,650 MW in 1971, For some time to come Brazil will be able to rely

on hydraulic resources for its needed expansion of generating capacity.
However, after the enormous Sete Quedas facility is installed on the Parana
River (Brazil-Paraquay border) in the late 1970's, it will have to turn to
alternative sources. Looking toward the future, Brazil already has installed
a nuclear generating facility near Rio de Janeiro. Another interesting
facet of thy electricity investment program is the undertaking of rural
electrification in certain areas of the country. (See Volume VIII of this
report for a survey of Brazil's power sector.)
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237. Most of Rrazil's transport sector investments will continue to

be for highway. Some 14,000 km, are to be paved over the 1971-74 period com-
pared to total paved reaﬂe of 23,674 km, in 1970. A much needed program of
local feeder road construction also is underway. Very substantial invest-
ments are to be made in shipping, however, as Brazil increases its total

fleet from 4.2 million tons in 1970 to 6.5 million tons in 1974. Much of this
expansion will be in very large bulk carriers (up to 130,000 tons, some cf
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and international facilities, including installations of long distance
direct dialing, but they will focus mainly on alleviation of the tremendous

shortage of telephone terminals in its main urban centers.

240, Housing will decline as a percentage of total investment. Curtail-
ment of BNH Tenure Guarantee Fund resources and the increasing concentration
of these resources on water and sewerage are part of the reason for this.

On the other hand, Brazil's housing deficit has been substantially alleviated
by the massive housing investments of the recent past. However, housing
investment will continue to be significant, totalling some 7 percent of total
public sector investment during 1972-74, Hopefully, it can be concentrated
in the pockets of urban poverty where housing conditions, especially in the
Northeast, still are very poor. In such areas, housing investment increas-
inglyv is taking the form of provision of sites and services together with
financing of construction materials.

241, Brazil's water and sewerage program spans the 1970-80 period and
aims to increase the percentage of Brazil's urban population supplied with
these necessities from 59 and 20 percent respectively in 1970 to 80 and,
verhaps 50 percent in 1980, State governments are to finance half of the
cost, the BNH and foreign lenders the remainder,

242, All told, public sector direct and financial investment would in-
crease at a 10.6 percent annual pace in real terms over the 1971-77 period.
This report calculates that total Brazilian fixed investment would have to
increase at a 10 percent annual pace if an 8.5 percent economic growth path
is achieved. WNo data are available relating external finance specifically
to the public sector investment program as defined here. However, during

1972-74, the financing gap shown by Table 24 would suggest that net foreign
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capital inflows would finance approximately the same share of public invest-

..... .. 102071 —ax saed s e - f
ment as uuxx_ng the 1505=/1i pc;iud. During the 1975-77 pericd, pbblic savings

would be so large as to leave no financing gap. This does not suggest that
P, [ B IR mme e mesemm Tl L oaaesmeed e 4

the pUD.LlC sector would or should decrease its extermal uux.x.uw;.ug,, rather

implies a buildup of public sector deposits in Brazil's banking system.

243, One of the line items of Table h2 is "other direct federal invest-
ment". For 1969-71, this is simply the difference between total public

sector investments and those this report has succeeded in 1dentifying. For
the 1972-74 period, it is the difference between identified central government
investments on the one hand, and the sum of the central government current
account surplus and the small treasury cash deficit projected by the Govern-—
ment, on the other. For the 1975-77 period, it is the difference between
identified investments and the current account surplus,

244, The fact that these unidentified central government investments
increase steadily and in massive fashion after 1971 indicates that the Central
Government has substantially underestimated its revenues; something it has

done systematically in recent years in order to forestall pressure for un-
necessary expenditures. The significance of this is, however, that the Central
Government should be ready either to share more of its revenues with local
governments in the event that their revenues continue to increase less rapidly
than GDP or to transfer additional resources to the commodity producing sectors
either by reducing taxes or through some other device.
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Table l,2: PUBLIC SECTOR INVESTMENT AND ITS FINANCING

(Billions 1971 Cr$, % Total, % GDP)

1969-T1 1972-7l 1975-77
Average % Average % Average %
Amount Total % GDP  Amount Total & GDP  Amount Total ¢ GDP

Fixed Investment 20.0 78.L4 2;& 29.8 8o.1 11.1 37.5 78.1 10.9

Transportation L.9 19.2 2.h 6.5 17.5 2.4 7.5 15.6 2.1

Highways (3.4) (L.3) (5.2)

Railways (0.5) (0.9) (1.1)

Other (1.0) (1.3) (1.2)
Electric Power L. 16.1 2.0 5.8 15.6 2.2 7.1 1.5 2.1
Telecommunications 0.6 2.4 0.3 0.9 2.4 0.3 0.9 1.9 0.3
Education 1.2 Lh.7 0.6 1.2 3.2 Q.L 1.5 3.1 o.h
Water Supply and Sewerage 0.9 3.5 0.h 1.3 3.5 0.5 1.7 3.5 0.5
Health and Social Welfare 0.2 0.8 0.1 0.5 1.2 0.2 1.0 2.1 0.3
Regional Development 0.5 2.0 0.2 1.7 L.6 G.6 1.7 3.5 0.5
Agriculture 0.1 0.L 0.1 0.2 0.5 0.1 0.3 0.6 0.1
Industry 2.9 11.h 1. L.6 12.4 1.7 c.l 10.6 1.5
Other Direct Investment L.6 18.0 2.3 7.1 19.1 2.6 1C.7 22.3 3.3

Faderal (1.7) (Le5) (7.0)

Local (2.9) (2.6) (3.7)

Financial Investment 5.5 21,6 2.7 7L 19.9 2.7 10.8  21.9 3.0
Housing 2.6 10.2 1.3 2.6 7.0 1.0 3.1 6.5 0.9
Industry 1.2 L7 0.5 3.2 §.6 1.1 5.0 10.L 1.4
Regional Development 1.7 6.7 0.¢ 1.6 L.3 0.6 2.b 5.0 0.7

Totsl Investment and Finecncing 25.5 100.0 12.F 37.2 100.0 13.§ hW.0 100.0 14.1
Public Savings 21.2 83.1 10.L 31.3 8h.1 11.6 Lh.6 92.9 13.0
Repayment Officisl Loans 1.2 L7 0.6 2.5 6.7 0.9 3.9 8.1 1.1
Financing Gan 3.1 12.2 1.5 3.4 9.2 1.3 -0.5 -1.0 -

Note: See notes to Table U1 for idantification of the entities covered by the drta given in

this Table.

Source: Table £.1l, Statistical Appendix.



E. External Financing

245, Brazil's capacity to absorb external resources in support of its
investments is demonstrated by Volume III of this report which describes 202
investment projects regarded as being suitable for external fimancing. By

and large, external financing for these projects is desired by the Government
to be committed during the 1972-74 period. Some commitments, therefore, will
already have been made as of the date of publication of this report. Accord-
ingly, projects are differentiated into three categories: (a) those for which
external financing already was under negotiation at the time of report prep-
aration; (b) projects at an advanced stage of preparation such that presenta-

tion for external assistance can be expected in 1973; and (c) other projects,

o]

246, Many, but by no means all, of these projects are included in the
public sector investment program whose dimensions are given in Table L2.. The
total cost of all of the projects is USS20 billion. Requested external fi-
nancing amounts to US$8 billion, 40 percent of the total. Total project out-
lays during 1972-77 would average Cr$15.8 billion annually, or about one-third
as much as the outlays of the public investment program, Gross foreign ex-
change disbursements would average Cr$6.3 billion (about USS$1.2 Billion) an-
nually during this period, or about 17 percent as much as public sector savings.
With some exceptions the projects would be almost entirely implemented by 1978,

247, Although external financing would average about 40 percent of the
total cost of these projects, the direct foreign exchange component averages
only about 16 percent. The reasons for this substantial external coverage
of local costs are the following:

(1) Brazil's overall need for foreign resources 1is such
that, in order to transfer the needed amount, some local
cost financing by external lenders is required. Brazil's
resource transfer needs are discussed below in Chapter VII
of this volume, which shows that some USS$1.8 billion annually
in gross medium and long term loan capital inflows are
likely to be needed by Brazil over the 1972-78 period at
8.5 percent growth;

(i1) projects suitable for external finance have been
identified in eight different sectors of the economy.
In some of these sectors, education and agriculture
in particular, the foreign exchange component of needed
investments is extremely low. Thus, in connection with
these projects, external lenders must accept a high degree
of local cost financing if they wish to make a meaningful
contribution to the project; and

(i11) 1t is only the direct foreign exchange component which
averages 16 percent of the total cost of these projects;
there is also a substantial indirect foreign exchange
component.
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Table 43: INVESTMENT PROJECTS SUITABLE FOR EXTERNAL FINANCING

(In millions US$)

External
Number Foreign External Financing According to Anticipated Disbursement Financing
of Total Exchange After As 7% of
Projeets Cost Component Total 1972 1973 1974 1975 1976 1976 Total Cost
1. Education 13 539.2 70.0 252.7 - 46.5 70.7 72.4 40,6 22.5 46.9
2, Energy 17 5,155,0 894.0 1,931.0 52.0 88.0 212,0 250.0 288.0 1,041.0 37.5
3. Transport 34 4,416.0 795.0 1,749.0 297.0 351.0 484.0 297.0 238.0 82.0 39.6
4, Telecommunications 13 2,524.0 435.8 1,093.3 - 69,2 203.6 219.9 204,7 395.9 43.3
5., Water Supply and Sewage 7 549.1 76.3 138.3 - 35.2 41.4 48,2 8.5 5.0 25.2
6. Agriculture 19 2,126.4 96.7 950.2 - 137.1 187.1 194.1 195.6 236.3 44,7
7. Export Corridors 36 809.7 n.a, 486.7 30.0 180.0 126.8 59.5 70.0 20.4 60.1
8, Industry 57 3,699.6 720.2 1,395.2 - 159.4 317.2 306.4 234.2 378.0 37.7
9. Miscellaneous _6 __153.0 35.5 39,9 - 14.5 14,5 10.9 - - 26.1

TOTAL ggé }9!97£52 8,036.3 279.0 1,080.9 1,657.3 1,458.4 1,279.6 2,181.1 40.2
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248, Reasons (i) and (iii) above actually are two ways of saying much
the same thing. The separation of the two arguments largely is attributable
to the difficulty of quantifying the indirect foreign exchange component.

for Brazilian fixed investment overall, equipment presently constitutes about
60 percent of the total and civil construction the remainder. Also, overall,
Brazilian producers presently supply about 72 percent of total Brazilian
equipment procurement. On the other hand, about 40 percent by value of the
components of Brazilian equipment are imported (see Table 3.14, Statistical
Appendix). Thus, for a Brazilian investment project picked at random, the
expected value of the indirect foreign exchange component of equipment pro-
curement alone would be about 17 percent of total project cost. 1/ In addi-
tion the civil construction called for by the project would contain a signi-
ficant indirect import component attributable to the importance of crude
petroleum imports to total supplies of petroleum products and to other factors.

249, On the other hand, Brazilian equipment suppliers have not supplied
as large a share of total equipment procured in Brazil under international
competitive bidding as they have in Brazil as a whole. Under such arrange-
ments the Brazilian suppliers' share has been about 50 percent, This means
that for multilateral lending agencies the indirect foreign exchange component
of the equipment procurement included in any project they may finance can be
expected to be 12 percent of total project costs,
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Table Ll: PURCHASE OF INVESTMENT GOODS UNDER INTERNATIONAL. BIDDING BY ECONOMIC SECTORS
AND THE SHARE SUPPLIED BY DOMESTIC PRODUCERS

Value of the Contracts
(in million us$)

Jan-May

Share of Domestic gu]gp]ies

(in percent

Jan-May

1968 1969 1970 1971 1972 1968 1969 1970 1971 1972

BElectricity 2L2.8 L9.5 63.7 10.0 - L6.0 Lo.2 65.9 78.6
Steel and Metallurgy 54.9 125.0 L7.7 39.6 -— 29.6 32.7 L8.6 51.6
Petroleum and Petrochemical 28.5 10k4.7 53.3 90.1 .0 55.0 u7.6 L6.8 53.2 Skl
Chemicals and food 26.3 7.9 39.5 72.2 15.6  L7.5 69.2 Lh.6  L9.5 55.1
Pulp and paper - 26.2 39.5 23.3 - - 50.9 h7.L  LB.6
Mining -- - L.l -- - - - 0.0 --
Transportation -- -- - - 36.6 — - -- - 35.9

Total 54.8 L36.5  310.8  297.0  105.8 50.4  L5.0 39.8  54.8 49.3

Number of contracts 2 17 26 29 20

Source: Associagac Brasileira pars o Desenvolvimento da

Industria de Base (AEDIB)

Ay
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V. PRIVATE SAVINGS: MONETARY MANAGEMENT AND THE CAPITAL MARKET

A. Monetary Management

250. The development of the institutional structure of Brazil's banking
system is dealt with in some detail by Chapter 1II of Volume VI, which ana-
lyzes the supply and distribution of agricultural credit. Among other things,
the analysis of Volume VI focuses on Brazil's monetary institutions and on the
mechanisms which the Govermment has evolved for directing bank credit to the
commodity producing sectors. 1/

251. With the exception of an abrupt decline in 1966 associated with the
severe monetary restraint effected by the Government in that year as part of
its stabilization program, the stock of private monetary assets held in
Brazil's banking system has remained roughly constant as a percentage of GDP
gsince 1964, i.e., the private sector has expanded about proportionately with
GDP those of its savings held with the banking system in the form of monetary
assets. The stock of private sector bank credit, however, has increased much
more than proportionately with GDP; from an end-1966 low point equivalent to
13 percent of GDP the stock of bank credit to the private sector (excluding
coffee) increased to 22 percent of GDP as of end-1971. Moreover, this enor-
mous increase in the stock of private credit occurred despite a huge invest~
ment in the accumulation of foreign reserves over the same period.

i

c ector from a net
of monetary resources.

GDP, therefore, has been the turn~arou d
n 1ie

stock of public borrowings from

GDP

claimant on bankine system credit to a
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Net of its deposits in the banking system, the

the banking system stood at about 6 percent of GDP as of end-1964. By end-
1971 public sector deposits in the banking system exceeded bank loans to the
public sector hv an amount equivalent to about one percent of GDP., DNot only

has the cash deficit of the Central Government been brought nearly into balance
but, since 1968, public agencieg have begun to transfer resources to the com-
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253. Looking at the behavior of the banking system from the point of view
of inflation, aggregate demand and monetary management, it should be noted
that since 1967 the Government has followed .a policy of allowing private credit

1/ See also "Current Economic Position and Prospects of Br
o

ronn PR o

IBRD, November 30, 1971, paragraph 144, for details o
and regulation of the Brazilian banking system.
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expanu more or less in Tesponse to uemanu at lea
o industry and commerce. Because of its high degre
the fact that most of it is made available by the official Bank of Brazil,
agricultural credit has been subjected by the monetary authorities to some

degree of rationing, related to the estimated volume and value of agricul-~

tural commodity output. Along with its liberal credit policy, however, the .
Government has evolved a sophisticated set of liquidity controls. Besides its
control over currency emission, the rediscount operations of the monetary
authorities and the compulsory reserve requirements it imposes on the commercial
banks, the Govermment, as indicated (see paragraph 215), has developed a treasury
bond and bill market which permits it to tune very finely the liquidity and
lending capacity of the commercial banks. As of 1972 its clearly manifested
policy was to supply an adequate amount of credit to the commodity producing
sectors but to avoid increasing liquidity to the point of triggering demand
inflation.

[as

o

Efforts to Reduce the Cost of Bank Credit

254, Another of the principal goals of Brazilian monetary management has
been to reduce the high cost of commercial bank lending and its cost push
pressure on the price level. Costs have been high despite the fact that the
banks pay no interest on the bulk of their deposit liabilities. There are
several reasons for this. One is a considerable amount of surplus employment
in the banking system. Another is the fairly low average amount of deposits
and lending operations per bank branch resulting from the huge geographic
expansion and modest per capita income of the country. A third has been that
until the institution of treasury bills and open market operations the banks
had to maintain large amounts of non-interest bearing free reserves. Fourth,
while they have paid no overt interest on their deposit liabilities, the banks
have provided expensive services free of charge to their clients in order to
attract deposits.

255. Since 1964, the authorities have permitted banks to hold an increas-
ing part of their compulsory reserves in Adjustable Treasury Bonds (ORTN);
presently some 55 percent of total requirements can be discharged in this
fashion. The introduction of short term treasury bills provided the banks
with opportunity to earn interest on free reserves as well. Short term
treasury paper was floated for the first time in 1970. By June 1972 the
authorities had developed a system of ''dealers" for this paper. Newly

emitted 92~ and 182-day treasury bills were being sold at auction through
these dealers at discount rates (annual basis) on the order of 15-16

percent. Since these dealers also constitute a secondary market for treasury
paper, the banks can invest their free reserves in such paper without liquidity
risk. However, this development has had an offsetting negative effect on

those banks which had spec1allzed in corporate or wholesale banking as
opposed to retail banking. With no other short-term outlet for their work-

VoLl LU lTolGa s UQluilaiines oLl

ing capital, industrial and commercial firms had maintained large interest-

free working balances in the banks. Since such firms now also have access

to treasury paper, the deposits and profits of those banks specializing in
AAAAA rata hankine have declined The result has been a tendency for banks
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to diversify their operations along full service lines.
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Table 45: CONSOLIDATED BANKING SYSTEM ANNUAL EXPANSION AS PERCENT YEAR-IN MONEY SUPPLY YEAR-END STOCKS AS PERCENT OF GDP

1964 1965 1966 1967 1968 1969 1970 1971 May 1972
Stock Exp. Stock Exp. Stock Exp. Stock Exp. Stock Exp. Stock  Exp. Stock Exp. Stock Exp.
Net Foreign Reserves 1/ -5.0 86 -21 3.3 -0.9 -6l -L5 -3.0 -L5 10.8 0.5 82 L7 8.6 2.8 8.7
Net Domestic Credit 2/ 26,3 72,0 24.0 15,2 18,7 53.2 20.9 47.0 22,3 21,3 20.3 206 18,8 25.1 17.8 3.0
Treasury Account 7.6 6.0 5.5 -2.3 3.4 7.3 3.5 7.7 3.7 =-5.1 2,0 =-3,1 1.0 -9.8 -0.7 -6.4
Treasury Bonds and Bills 0.1 1.4 0.2 6.2 1.1 4.6 1.4 2.0 1.3 5.7 1.9 4.7 2,2 4.8 2.4 2.1
Other Goverument Accounts (net) 3/ -1.9 =1,2 -1.3 -2,5 «1.3  -~1l.4 -1,1 -8.6 ~2.0 =-5.0 -2.4 -2.6 ~2,2 -5.5 -2.5 -3.2
Coffee Account (net) =0.6 4.1 0.1 -3.8 -0.5 0.7 -0.3 -4.4 -0.8 ~3.,5 -1,2  -4.5 -1.6 -0.5 -1.3 -1.1
Private Sector Credit 14.0 43.8 14,1 22.1 13,0 41.6 15.1 46,1 17.9 37.6 19.5 33.9 20.3 5.5 22.1 14,9
Miscelaneous (net) _2_/ 5.1 17.9 5.4 4,5 3.0 0.4 2.3 4,2 2.2 ~8.4 0.5 -7.8 -0,9 -9.4 -2.2 -9.3
Monetary Liabilities 19.3 80.6 21.9 18.5 17,8 47.1 19.4  44.0 20.8 31.9 20.8 28.8 20,5 33.7 20.4 3.7
Currency 5.0 12.9 4.7 7.6 4.4 6.3 4,1 8.1 4.2 6.5 4.2 5.0 4.0 5.3 3.8 -0.4
Demand Deposits 13.7 64.4 16.4 5,1 12,0 35.1 13.5 27.3 14,2 22.4 14.3 19.1 13,9 21.5 13,7 4.3
Time Deposits 0.6 3.3 0.8 5.8 1.4 5.7 1.8 7.6 2,4 3.0 2,3 4.7 2.6 6.9 2.9 1.8

1/ 1IMF definition which imter alia includes the external financial credits repassed by the banks as external liabilities of the banks.
2/ Includes inter-bank float.

2!/ Includes agricultural price support financing and purchase and sale of agricultural commodities, especially wheat,

Source: Table 6,3, Statistical Appendix,



256. In addition to maximum interest rates on agricultural credit, the
authorities alsc impose limits on the interest charged industrial and commer-
cial borrowers and even for personal loans (the latter applled for the first
time in 1972). As of February 1972 these limits stood at 21 percent in the
case of industrial and commercial loans of more than 60- day term and at 18
percent for loans of lesser term. Considering, however, that the banks cus-
tomarily impose compensatory deposit balance requirements on such credit, true
interest costs for industrial and commercial lending were on the order of 26
to 30 percent exclusive of commission charges and the one percent financial
overations b

ons tax. With inflation running at an annual rate of 15 percent in
1972, these charges indeed are high.

Table b6 : COMMERCIAL BANK INTEREST CEILINGS

Agricultural Loans
50 Minimum Wages or Less 15 7%
Larger Loans 13 7%

Industrial and Commercial Loans

60 Days or Less 18 %
More Than 60 Days 21 %
Personal Loans 34.5 7

Source: Central Bank.

57. Finally, the monetary authorities have been very active in encour-
aging the merger of commercial banks and in controlling the establishment of
branches. Thus the number of commercial banks declined from 335 in 1964 to
168 in 1971. Although the number of bank branches has increased, this in-
crease has been much less than proportionate to the rise in banking business;
average deposits per branch having increased by about 50 percent in real
terms since 1964,
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Table 47: COMMERCIAL BANKS AND BRANCHES: DEPOSITS AND CASH RESERVES

(Year-end position, monetary values in 1971 Cr$)

May
1964 1968 1971 1972
Ranks {number) 335 230 168 f.a.
Branches (number) 6,247 7,429 7,302 n.a
DEPGSiLb \ulL.L.LJ.GﬁS ‘uL\?} 1!7,405 24,076 31 ,419 31,31!8
Cash Reserves (millions Cr$)
buxupulso‘f‘y‘ 2,729 3,"423 2,442 2,500
Voluntary 2,320 1,801 2,335 1,822
Deposits/Branch {(Thousand Cr3$) 2,786 3,241 4,303 n.a.
Compulsory Reserves/Deposits (%) 15.7 14.2 7.8 8.0
Voluntary Reserves/Deposits (%) 13.3 7.5 7.4 5.8
Source: Central Bank.
B. The Increasing Importance of Non-Bank Ciedit
258. Although very substantial, the expansion of bank credit to the com-

modity producing sectors in recent years has been less impressive than the
expansion of credit by Brazil's non-bank financial intermediaries. It is
difficult to define very exactly the operations of these agencies, but an at-
tempt is made to do so in Table L8. This Table shows that total outstanding
credit to the productive sectors increased from 24,3 percent of GDP in 1967

to 49.2 percent in 1971, Non-bank institutions, which had accounted for about
one-third of such credit in 1967, accounted for more than half of it in 1971.
The increase in the operations of the non-bank financial institutions has been
financed to a certain extent by the Govermment's compulsory savings mechanisms
(predominantly the Tenure Guarantee Fund). Much more important, however, have
been the tremendous growth of savings held by the public in fixed income secu-
rities and the inflow of external financial credits, about one-third of which
are relent to Brazilian borrowers by domestic financial institutions while

the remainder are made available directly.



Table L8:

- 118 -

CREDIT TO BRAZIL'S PRODUCTIVE SECTORS AND ITS FINANCING

Borrowers!

% GDP Borrowers' Interest R-tes
1967 1969 1971  Interest Rates 1972
I. Applicstions 2h,3  38.5 Lh9.2
A. Benking 3ystem 1/ 16.6 20.9 23.5 Ag. 0-15 60 days to 2 years
- Non-Ag. 26-L8
B. Financinl Intermediaries 6.2 13.6 20.2
Economic Development Bank
(BNDE) and FIVAME (0.9) (1.8) (2.5) 17-2L 3 to 15 years
State Development Banks (0.2) (0.3) (0.3) 7+2L n.a.
Private Investment Banks  (1.1) (2.5) (L4.0) o) -26 Nede
National Housing Bsnk (3WH)(0.4) (2.8) (3.2) 23-26 15 years
Building and Losn Agencies (-} (0.9) (1.5) 23=26 15 years
Feder~l #nd State Savings
Banks (1.3) (1.8) (2.9) n.z. n.a.
30 cisl Integrrtlon Fand (=) (-} (0.) n.a. Nede
™ fa 1\ /o £\ e £\ 1R £ o _avr o
Ffinance Companies \led) \3eD) 1D.0) 4o O monuns
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The principal components making up Brazil's system of non-bank finan-

cial intermediaries include:

(1)

(11)

(111)

260.

(iv)

~

N

the National Housing Bank (BNH) and the 79 housing credit corpora-
tions and savings and loan associations making up Brazil's system
of housing and urbanization finance, utilizing resources flowing
from the Tenure Guarantee Fund, from the sale to the public of
Housing Bills, from home-owners' deposits and mortgage payments
and from external sources;

the National Economic Development Bank (BNDE), its specialized sub-
sidiary FINAME and the nine State Development Banks which have con-
centrated on the financing of economic infrastructure, expansion of
industrial capacity and the sale of Brazilian-made capital goods;

the Federal (CEF) and five State Savings Banks which participate in
the system of housing finance and make personal loans, especially

to government workers. Since 1971, the CEF also has administered the
Social Integration Fund some of which it has transferred the BNDE.

It has used most of the remainder to finance the underwriting of

new share issues and for direct lending to industrial and commercial

firms;

some 168 finance companies which formerly constituted a major source
of industrial working capital finance but which presently concentrate

on consumer finance, capturing resources through the sale of bills of

acceptance (letrasc de cambio) to the public; and,
forty private investment banks which specialize in industrial working
capital financing, new share issue underwriting and the management of
mutual funds using resources captured by: (a) borrowing abroad on
behalf of local clients; (b) accepting fixed term deposits subject

to monetary correction; (c) selling bills of acceptance; (d) selling
shares in mutual funds; and (e) constituting funds serving as re-
positories of federal tax credits for share investment (the Decree
Law 157 fiscal funds, see para. 218).

Table U8 covers only the lending operations of these intermediaries

and not thelr equity investment. The main beneficiaries of the abrupt in-
crease of non-bank credit have been home purchasers, purchasers of consumer
2 . B AL I SN SN BN [N I ML e o Lianaiieminn ] Sk meeno s et
durables and the 1inausitrial 5eclor. ine range or DOITTOWeErsSsS interesct races

of consumer durables. With inflation rumning at 15 percent in 1972, this

PO,

represents a real interest cost on the order of 29 percent. Interest rates
on industrial lending by the official development banks range from a low of
17 percent (that is, ex ante, monetary correction at 10 percent and interest
at 7 percent) to a high of 24 percent (ex post correction at 15 percent plus



interest at 9 percent), Government policy calls for monetary correction to

be applied ex post to any loan of more than one year term. The spread between
borrowers and savers' rates varies widely, being attributable to diverse

rates of taxation of interest payments as well as to the operating costs of
the intermediaries.

C. External Financing of Cruzeiro Credit

261. External fimancial credits are notable for their relatively low
interest cost as well as for their magnitude; the two, of course, being inter-~
related. Brazilian exchange rate policy calls for the exchange rate to be
adjusted proportionately with internal inflation minus inflation in the United
States, Brazil's principal trading partner. Assuming that the two rates of
inflation are 15 and 5 percent, respectively, annual exchange rate adjustment
would be 10 percent, as it in fact was in 1970, 1In 1972, financial credits
were being made available to Brazil at dollar interest rates one to two points
zbove the London inter-bank rate, i.e., at 7 to 8 percent. To the interest
remittance is applied a withheld income tax at 25 percent. Thus, the total
cost to the borrower (exclusive of commission fee and financial operations

tax which are charged when the credit is repassed by a local financial inter-
madiary) is on the order of 20 to 22 percent.
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Braziiian legislation and policy encourages foreign investment to
take the form of minority participation in joint ventures. This can
cause two kinds of problems. Needed capital expansion can be frus-
trated by the lack of capital of the Brazilian partner(s) and/or by
reluctance of the firm to g0 public. The solution then is to finance
expansion with external loan rather than equity capital. Secondly,

~~
[
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the foreign minority partner may be unwilling to accept control by
the majority Brazilian partner(s), in which case, the solution is to
negotiate retention of foreign control on condition that the foreign
partner guarantee to supply a certain amount of loan financing;

(1i) Brazilian legislation effectively limits gross profits remittances
to 10 percent per year of invested capital and taxes these remittances
at 25 percent of the total (or 33 percent of the actual remittance).
Net profits remittances therefore are limited to less than 7 percent
of invested capital. Net interest remittances, on the other hand,
are limited only to those rates prevailing in the country of origin
for similar tvpes of credit;

(14i) Finally, Brazilian legislation limits repatriation of directly

__________________________ i rep i
vested foreign capital to 20 percent of the total per year. This

disadvantage vis—-a-vis loan financing, however, is rapidly diminish-

——————————— o EReX-29} S apwevel apslly

ing as stringent controls imposed by the government on financial
redite late in 1971 nushed the averase term of new credits contracted

il iLs 24T pPesiaca Tiaps wTiinm VL

¢
in 1972 out to more than 4 years.

264, Perhaps the most important motive, however, for the large scale re-
course to foreign loan financing of cruzeiro capital requirements which has
characterized Brazil in recent years has been the anxiousness of the interna-
tional financial community to employ resources in Brazil. This has resulted
from the confidence generated by sound Brazilian economic management as well
as by a dearth of alternative investment opportunities. It is manifested very
clearly by the fact that, despite the above-mentioned term controls, more than
US$3 billion in gross new financial credits were contracted by Brazil im 1972.
265. One of the negative implications of such massive financial credit
inflow is its discouragement of reliance by Brazilian enterprises on Brazilian
sources of savings and investment finance. Another is that it threatens the
economy with demand inflation owing to the excess of internal and external
savings resources over productive investment opportunities in the economy.

The statistical manifestation of this is the monetary expansion associated

with the enormous reserve increase resulting from the financial credit inflows
of 1972. Through May 1972, the authorities were able to tolerate very rapid
reserve buildup owing to the cash surplus generated by the Treaury during the
first five months of the year (see Table },5), Subsequently, however, as this
surplus diminished and financial credit infiows and reserve buildup accelerated
the authorities were forced to consider more direct measures to control the

266. In October 1972, therefore, the authorities imposed a 25 percent
marginal reserve requirement on the cruzeiro counterpart of the financial
credits. By marginal it is meant that renewals of existing financial credits
are exempt from the reserve requirement. This requirement has the effect of
sterilizing 25 percent of the monetary expansion associated with sale to the
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authorities of financed credit dollars. More importantly, however, the
requirement has the effect of raising the interest cost to the borrower of
financial credits. It should be noted, however, that this is an impediment

to the borrower and not to the lender so that whether the new reserve require-
ment will slow the pace of financial credit accumulation to acceptable
dimensions remains to be seen.

267. The implications of the financial credits for the balance of payments
and external liquidity are discussed in the following chapters. It should be
noted here, however, that reconciliation of the role of external financial
credits with the development of Brazil's capital market and with sound monetary
management is one of the major issues presently confronting Brazil's economic
managers. Even if the imposition of the above described reserve requirement
does solve the monetary management problem created in 1972 by financial credit
inflows, imparting a better balance between locally and forelgn financed credit
in the process, it will not resolve the issue of excessive domestic credit cost.
In the long run only continued improvement in the efficiency of Brazil's finan-
cial institutions can eliminate the barrier presently imposed by the high cost

of intermediation between the Brazilian saver and the effective agglomeration
and application of his resources.

D. The Stock Market

yital formation by private firms in Brazil

J
nce on retained earnings and, conse-

present 3 e

quently, on high rates of profit, and on external sources of capital. This
exposes the economy to two dangers: inequitable distribution of income and

an excesgsive degree of external control.

269, Measures taken by the Government to promote the establishment of
private investment banks and to provide attractive returns to savers through
the use of fixed income savings instruments clearly have had a significant
beneficial effect in terms of mobilizing private savings, even if substantial
improvement still needs to be made in the efficiency of the system. The Gov-
ernment also has moved to develop the market for equity capital. On the de-
mand side, it has created a number of fiscal incentives for the firm to go
public (see para. 217). On the supply side, fiscal incentives for share invest-
ment have been accompanied by a policy of dispersing ownership in mixed enter-
prises and of distributing the profits of these enterprises to shareholders
through stock splits and preferential subscription rights.

270, Mixed enterprises led a fantastic boom in the Brazilian stock market

which began in 1966 and culminated in June 1971. 1In that month the average
real capital gain on shares acquired iZ months previously amounted to 427 per-
cent, From 1965 until 1971 the average number of shares traded daily on the
Rio exchange increased from 532,000 to 11.1 miiiion. The number of companies
with shares traded on the exchange also increased sharply, from 93 in Rio and
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Sao Paulo in 1968 to 400 in 1971, as the annual value of capital raised in the
market more than doubled in real terms from (1971) Cr$4.3 billion in 1965 (3
percent of GDP) to ahout Cr$10 billion (4 percent of GDP) in 1971. 1/ How-
ever, this increase in the number of '"open" companies and in the volume of
capital raised by them was far outstripped by the increase in trading volume
and value. By 1971 the demand for shares grossly exceeded the supply.

Table L9: NOMINAL RATE3 OF RETURN ON SELECTED FINANCIAL INSTRITMENTS
ACQUIRED 12 MONTHS PREVIOQUSLY

(Percent)
Treasury Housing Bills of Shares General
Bonds Bills Exchange (Rio Fxchange) Price Index

1967 December 29.9 36.5 33.2 72.9 25.0
1968 December 43.3 33.4 31.8 64.8 25.5
1969 December 22.8 27 .1 30.3 276.6 20.1
1970 December 24.0 28.7 30.5 104.2 19.3
1971 March 22.3 28.7 31.2 171.9 20.2
1971 June 23.1 27.2 30.8 520.6 22.0
1971 September 26.3 28.6 30.7 234.0 19.4
1971 December 27.1 32.7 30.3 225.1 19.5
1972 March 25.4 31.3 320.1 32.5 19.3
1972 June 26.2 30.1 29.9 -46.4 16.3
Source: Central Bank of Brazil,
271, As the result of this imbalance in the market the average relation-
ship of share prices to corporate ear nings per share (i.e., the price/earnings
ratio) climbed steadily from about 9 early in May 1970, to a peak level of
about 34 midway in June 1971. 2/ 1In part this behavior was attributable to

Tatda mdnvrrrd Fara and k_-1 nnnnnn £4 nore FRTSRIN blatant form of
hull.l.}‘u.l.dLLUll Uy ulluCLWLLL‘—LD auu ULIURCL GHC LJ.I.lllb’ [ 591 C IIUDL UJ.ClLdl.lI_ AU UL

which was speculative warehousing of new issues. 1In an imbalanced market
where new issues were bc.Luy, pounced upon uy the investing pUUJ..LL, underwriters
were in a position to reap huge profits by dribbling out small portions of new
issues to the public and holding the balance in portfolio until the price had
been driven to two or three times its original level, an opportunity of which
full advantage in fact was taken. Moreover, owners of closed firms were at-
tracted to the idea of going public by the capital gains which would accrue

to equity retained by them from this type of manipulation. Thus the number

of underwritten new issues increased to 174 in the second semester of 1971
compared to 59 in the first semester and 85 during 1970 as a whole.

1/ Banco de Investimento do Brasil "Bi-Monthly Review', Vol. 2, Number 4,
January 1972.

2/ Instituto Brasileiro de Mercado de Capitais.
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272, This sudden upsurge in new share issues coincided with the first of
a numbhar AfF menc s talrarm hee +ha Government since 1071 &+ A=t 1 .1

a number oI measures taken by the Government since June 1971 to airscipiine the
market. A steady downturn, therefore, commenced midway in 1971 which brought

1 mAdae AL L e N NG Py EPSEE  TP P 1 -4

0 1IAEX Ox Siic raded on the Rio !:At,lldll"(_ from a pt:‘.aK level of

G\U)

41 as of the second week of August, 1972. Over the

S S ~ E.‘J» ~

vgust—-October period renewed confidence in the market raised this index to
about 2,700, As of the end of October the average price/earnings ratio in the
Rio exchange was 1ii.

273. Among the disciplinary measures taken by the Government was modifi-

cation of margin requirements. These were reversed in June 1971 from 20 per-
cent in cash and 40 percent in securities (valued at 80 percent of current quo-
tation) to 40 percent in cash and 20 percent in securities. In November

after 5 months of steady market decline, the authorities relaxed margin re-
quirements, making them 15 percent in cash and 45 percent in securities. By
March 1972, the Government felt it necessary to relax margin requirements still
further and made the entire 60 percent payable in securities. In the meantime,
however, the Government tightened its scrutiny of new issues and promulgated
regulations covering the warehousing of new issues by underwriters and calling
for fuller disclosure of information by issuing firms as well as for indepen-
dent auditing of these firms.

274, Significantly, the level of economic activity in all sectors of the
economy accelerated throughout the period of stock market decline, overall
growth amounting to 11.3 percent in 1971 and, apparently, to at least 10 percent
in 1972 compared to 9.5 percent in 1970. Nevertheless, the decline of the
market had important implications for the economy, disturbing the confidence

of some groups in economic management and threatening the future development

of the market as a mechanism for mobilizing and allocating savings. Thus the
Government felt compelled to take some pump priming measures, such as the allo-
cation of some Social Integration Fund resources for investment in mutual

funds and the chanpge of Bank of Brazil shares -- traditional market leader —-
from nominative to bearer, thereby facilitating their trading. Although the
upturn since August has not been spectacular, it does suggest that the market
has survived a major adjustment period and that in the future it will play

an important and increasingly efficient role in the Brazil economy.

E. Conclusions

275. The Government has succeeded, therefore, in improving massively the
extent to which private savings are mobilized by Brazil's financial institu-
tions. This is attributable largely to the application of monetary correction
to fixed income instruments and to the alleviation of distortions in other

price relationships Brazilian savers no longer are motivated to engage in
pital F1uohr or to hpdoo against inflation hv investing in luxury hgu51no

mported automobiles. The efficiency of savin allocatlon, although
d (viz the distribution of bank rrnrhf\ still presents prob--

vidae g il ULSLI IDULLVU aanx CcieQClu L1l

o)
~

r.*r&

J’o

™Y e
LA

h improve
lems pri ncipally as regards the cost of financial 1ntermed1ation. Finally,



- 125 -

the Government confronts a delicate problem in reconciling the role of external
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financial credits with the continued
institutions and with appropriate management of aggregate deman
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VI. THE BALANCE OF PAYMENTS AND EXTERNAL DEBT

A. Recent Overall Trends

276. Despite impressive performance in expanding and diversifying exports,
Brazil's balance of external trade in goods and non-factor services deterio-
rated steadily from a positive US$503 million in 1965 to a negative US$854
million in 1971. This transformation has mirrored the shift of Brazilian
posture from one of stabilization and balance of payments retrenchment to one
of rapid economic growth. Since 1968, the country has, in effect, had recourse
to external savings to help finance the investment needs of rapid growth;
whereas Brazil transferred about 1t percent of its domestic qavinoq abroad in

1965 as it liquidated commercial arrears and other debt, it financed about 10
percent of its investment in 1971 via the USS$854 m111inn external resource

gap of that year. TFrom 1967 until 1971 Brazil's exports increased at an aver-

ace annual rate of 15 nercent in dollar terms or 10 pnercent in real terms.

ST WAL Laloe res Lol (OO % e - 3 4 [S=3 G pPeLCCL i-al

Imports, on the other hand, increased at a 22 percent pace in dollar terms or

16 percent in real terms. Economic growth averaged 9.6 percent annually during
this period; thus Brazil's income demand elast1c1ty for imports recently has
been about 1.7.
Table 50 :  BRAZIL'S USE OF EXTERNAL SAVING
(PERCENT of GDP)
1QeN 10N 10485 1Q6£7 1040 1640 107N 1071
[ LV 12UV 2020 PO 1700 L= R g v7ryu 127
External Gap -3.4 1.7 -2.2 0.1 0.9 0.5 1.9
Imports 16.4 10.4 5.6 7.4 8.5 8.3 9.1 9.3
Minus: Exports 19.8 8.7 7.8 7.3 7.5 8.3 8.6 7.4
Investment 14.5 i8.4 i18.4 i5.2 i7.4 i7.5 i8.1 18.5
Domestic Savings 17.9 i6.7 20.6 15.1 16.4 17.5 17.6 16.6
External Savings -3.4 1.7 -2.2 0.1 0.9 - 0.5 1.9
Source: Table 2.3. Statistical Appendix.
277. Brazil bears a heavy burden of capital income payments in the form

of interest, profit, royalty, technical assistance and other remittances.
These have added to the financing required by negative trade balances. Thus,
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the US$368 million current account surplus generated by Brazil in 1965 had
already become a US$237 million deficit by 1967. 1In 1971 the current account
deficit amounted to USS$1,308 million. New (excluding retained earnings) direct
foreign investment has not played a very significant role in Brazil's balance
of payments so that the bulk of these current account defircits have been fi-
nanced with loan capital. From 1968 until 1971 Brazil increased its external
debt by about US$3.6 billion; as of the end of the latter year the debt total-
led USS$6.6 billion. This level of borrowing, however, was much more than
sufficient to meet Brazil's foreign exchange requirements. Thus, from 1968
until 1971 Brazil increased its reserves by US$1.7 billion, bringing them to

a USS$2.1 billion level as of the end of 1971, Of the US$3.6 billion increase
in foreign debt over this period, some US$2.8 billion was in the form of
external financial credits which, as indicated in the preceeding chapter, are
not linked directly to imports. Some 60 percent of this debt was offset by
the accumulation of reserves.

Table 51 : THE BALANCE OF PAYMENTS, 1968-72

(In US$ millions)

1968 1969 1970 1971 1972

Resource Balance ~-257 - =179 -854 -1,092

Exports of Goods and NFS (2,035) (2,522) (2,993) (3,174) (4,033)

Imports of Goods and NFS (2,292) (2,528) (3,172) (4,028) (5,125)
Factor Income and Transfers ~251 ~275 -383 -454 =435
Current Account Balance -508 -281 ~562 -1,308 -1,527
Direct Investment 61 124 108 124 150
iscellaneous Transactions -62 147 24 210 251
Borrowing Requirements 509 10 430 974 1,126
Actual Borrowing (Net) 499 623 948 1,558 2,868

Medium and Long Term Credit (87) (101) (268) (394) (691>

Financial Credit (412) (522) (680) (1,164) (2,177)
Change in Reserves -10 613 518 584 1,742
Year-end Reserve Level 342 955 1,473 2,057 3,799
Source: Table 3.1 and 3.6, Statistical Appendix.
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78. A sharp fall in coffee and cacao prices in 1971, together with

a climate-related decline in Brazil's exportable surplus of cotton, had re-
strained export growth in that year to only 6 percent in dollar terms, well
below the recent trend. With rising agricultural commodity prices and con-
tinued expansion of manufactured exports, it was thought originally that the
external gap might be narrowed in 1972. Exports, in fact, did increase at

a 21 percent pace during the first half of 1972 but, with overall cconomic
growth continuing at the very rapid pace achieved in 1271, imports also
increased by about 27 percent during the first semester. Thus, the external
gap has not narrowed, probably amounting to about USS$ one billion in 1972.

279. It had also been expected that the term controls imposed on finan-
cial credits late in 1971 would slow the accumulation of this type of debt,
Instead, as indicated in the preceeding chapter, the accumulation of finan~
cial debt continued to accelerate in 1972, the net increase probably amount-
ing to about USS$2.2 billion during the year as compared to US$1.2 billion in
1971, Despite the widening resource gap, therefore, foreign reserves probably
will have increased by about US$1.7 billion during 1972. By the end of the
year Brazil's total external debt will approximate US$9.4 billion of which
financial debt will constitute some US$5.4 billion. Year-end foreign reserves
should total US$3.3 billion or about 61 percent of outstanding financial debt.

B. Exports

280. Just as important as the recent overall growth of exports has been
their diversification. The share of coffee in Brazil's overall export earn-
ings declined from 60 percent in 1960 and 44 percent in 1967, to 28 percent
in 1971. Even in 1972, with coffee exports benefitting from high world
prices, they should account for no more than 27 percent of the total. Diver-
sification has been accomplished primarily through the expansion of manufac-
tured exports which increased from 9.8 percent of total exports in 1967 to
16.5 percent in 1971 and to an estimated 18.9 percent in 1972, as they
continued the rapid pace of expansion achieved during the immediately preced-

ino three vearcs
ing three years.
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Table 52: MERCHANDISE EXPORTS (FOB), 1967-71

(In USS millions)

Growth Percentage
Rate Composition
1967 1968 1969 1970 1971 1972  1967-71 1967 1971
Coffee 733 797 8486 982 822 998 2.9 44.3 28.3
Other Agricul-
tural Prod-
ucts 421 544 730 762 850 1,204 19.2 25.4 29.3
Main Minerals 117 128 164 241 265 273 22.5 7.1 9.1
Manufactures 162 166 238 357 480 700  31.2 9.8 16.5
Other Exports 221 246 333 397 487 561 21.8 13.4 16.8
TOTAL 1,654 1,881 2,311 2,739 2,904 3,760 15.1 13.4 16.8
V4 ~ TV, TR DY B
\LXC1Uuding
Coffee) (921) (1,084)(1,465)(1,757)(2,082)(2,702) (19.3)
Source: Statistical Appendix, Table 3.2.
281. As explained above, the Government has been promoting export diver-
sification with a variety of fiscal and credit incentives made available for

manufactured exports. 1In 1972, the Government introduced its export corridors
program designed to promote the export of non-traditional agricultural prod~
ucts., One of its most important promotional measures, however, was the
institution in August 1968 of the flexible, or "crawling peg', exchange rate
policy. Since that time, small, frequent adjustments, approximately propor-
tionate to the difference between internal and United States inflation,

appear to have forestalled the fluctuations in profitability of export sales
which characterized the 1964-67 period when the exchange rate was adjusted
annuaily.



Table 53 : REAL EXCHANGE RATE TRENDS

Average Exchange Rate Price Indexes

Diferential Brazilian U.s.

Quarter Cr$/Us$1.00 Index Prices = Prices 7+ Prices
1968 4 3,739 1,000 1,000 1,000 1,000
1969 1 3,901 1,043 1,021 1,035 1,014
2 4,026 1,077 1,053 1,076 1,021
3 4,115 1,101 1,11 1,140 1,026
4 4,259 1,139 1,159 1,203 1,038
1970 1 4,391 1,174 1,185 1,244 1,050
2 4,526 1,210 1,223 1,297 1,060
3 4,646 1,243 1,287 1,372 1,066
4 4,813 1,287 1,328 1,430 1,077
1971 1 5,005 1,339 1,371 1,494 1,090
2 5,182 1,386 1,429 1,576 1,103
3 5,380 1,439 1,485 1,651 1,112
4 5,579 1,492 1,536 1,709 1,113
1972 1 5,765 1,542 1,575 1,785 1,134
2 5,388 1,575 1,619 1,855 1,146
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382, The rise in world coffee prices which occurred after the 1965 frost
in Brazil reached a peak in September 1970 but, with the world supply positio
at the commencement of the 1970-71 coffee year (October 1970/September 1971)
better than had been anticipated, prices commenced to fall. Faced with in-
creasing competition from other suppliers, the Brazilian Coffee Institute in
February 1971 announced a reversal of its price support policies and reduced
minimum export registration prices and the rate of the coffee export tax.
World prices continued to decline over much of 1971. As a result, total

.......

N
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million in 1970 to US$822 million in 1971, despite an increase in the volume
exported from 17.1 million bags to 18.4 million bags. The 1971 price decline
notwithstanding, average proceeds per bag during that year were still 2 per-
cent greater than they were on average during the period 1965-69. !oreover,
following an agreement early in 1972 by producer countries to withhold sup-
plies from the market, world coffee prices began once more to rise. This

was reinforced by the July 1972 frost in Parana which brought New York prices
for Santos 4 coffee to a record high of US$0.64/1b. Late in 1972 the New Yor
price stabilized at US$0.55/1b, or at about the 1970 level. Thus, Brazilian
coffee export earnings in 1972 are expected to have returned to their high
1970 level.

n

k
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Table 54 : COFFEE EXPORTS, 1967-71

1967 1968 1969 1970 1971 1972
Coffee Beans (US$ millions) 705 775 813 838 772 946
Volume (million bags) 16.7 18.5 18.7 16.0 17.2 17.2
Price (US$ per bag) 42,1 42,0 43.4 58.5 44.81 55.0
Soluble Coffee (US$ millions) 28 23 33 42 50 52
Volume ('000 bags) ‘ 0.6 0.6 0.9 1.0 1.2 1.2
Price (USS$ per bag) 47.8 39.5 35.5 40.9 42,8 43

Source: Table 3.3, Statistical Appendix.

Other Agricultural Exports

283. Exports of agricultural products (other than coffee) increased at
an average annual rate of 20 percent during 1967-71. Not only was the per-

formance of traditional exports (especially sugar, tobacco and cotton) satis-
factory, but considerable agricultural export divergification was achieved.
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One of the most 1mpressive accomplishments of Brazilian agriculture has been
the speed at which new products have been added to the export flow. Corn,
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beef, sovbean, castor oil are examples of products exported in negligible
ieg in the early 1960's which now provide an 1mnnrfnnr share of foreign
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e earnings. It should be also noted that this agricultural export di-
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n was achieved without the fiscal and financial incentives made
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le for manufactured cxports. In 1972 expansion of agricultural exports
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drought) and, more 1mportant1y, by sugar. As a result of large crops and very
favorabhle world markets, 1972 sugar exports are estimated to reach USS$360 mil-
lion, two and a half times the level recorded in 1971.

~
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Table 55: AGRICULTURAL
4
S

T e
Ll Vo

EXPORTS (EXCLUDING COFFEE), 1967-71
[ 4114 o)
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.

Annual
: {(Est.) Growth Rate

1967 1968 1969 1970 1971 1972 1967-71

Traditional Products 326 395 546 486 479 704 10.1
Cotton 91 131 196 154 137 202 10.8
Cocoa (and products) 84 72 136 106 86 92 0.6
Sugar 30 102 115 127 147 360 16.4
Pine (sawnwood) 5i 71 72 68 72 68 5.0
Tobacco 20 19 27 31 37 42 16.7
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Annual
(Est.) Growth Rate
1967 1968 1969 1970 1971 1972 1967-71

Non-Traditional 318 397 528 671 858 965 28.1
Beef Frozen and
Chilled 7 20 42 69 99 105 94,0
Corn 22 57 33 80 75 11 35.8
Sovbean (and
products) 39 25 62 71 106 218 28.4
Castor 0il 23 36 45 38 40 45 14,8
Others 11_ 226 259 346 416 538 586 24,2
TOTAL 644 702 1,074 1,157 1,337 1,672 20.0

[l This categoryv includes some minor mineral exports.
Source: Statistical Appendix, Table 3.2,

Mineral Exports

. Brazil is very well endowed with mineral resources, but has not ex-
ited these with consistency. BRetween 1965 and 1967 earnings from the two
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princinal minerals, iron ore and manganese ore, declined. Since 1967, however,
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earnines have more than doubled lar p1v due to the expansion of PVDﬁ'
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ions in Minas Gerais.

Table 56: PRINCIPAL MINERAL EXPORTS, 1967-71

1967 1968 1969 1970 1971 1972
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Volume {(million tons) 14.3 15.1 21.7 28.1 31.0 31,7
Price (USS per ton) 7.2 6.9 6.9 7.5 7.6 7.7
Manganese (USS$ million) 14 24 17 3 38 29
Volume ('000 tons) 0.5 1.1 0.9 1.6 1.8 1.3
Price (US$ per ton) 25.2 21.5 i9.8 19,0 21.0 22,0

Source: Statistical Appendix, Table 3.3.
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C. Export Prospects

ort growth is expected to keep its momentum in the next few years.
ctions of export earnings to 1978 suggest that merchandise exports

increase at an average annual rate of 12 to 16 percent in current
o 13 rcent in real f'ormc\ As in the recent nast the leadine
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categories would be manufactures, minerals and non~traditional agriculture.

Rv the end of the decade, manufactures mav constitute the most "mnnr'—nnf gincle
....... the decade, manuractur 1y constitute nost tan ngle

category in Brazil's export flow.

Table 57: MERCHANDISE EXPORTS (FOB) 1971-78

(In USS millions)

Actual Estimate Optimistic Projection lModerate Projection

Crowth Rate - Crowth Rate
1971 1972 1978 1971-78 (%) 1978 1971-78 (%)
Coffee 822 998 1,331 7.1 1,212 5.7
Main Agricultural
Products 850 1,204 2,092 13.7 1,484 8.3
Yain Minerals 275 273 804 16.6 600 1.8
“Manufactures 480 700 2,733 28.2 2,044 23.0
Others 477 525 1,348 29.0 1,034 11.7
TOTAL 2,904 3,700 8,308 16.2 6,374 11.9
Source: Statistical Appexdix, Table 3.11.
Agricultural Products
286. Supply prospects for main agricultural exports are explored in de-

tail in Volumes IV and VI, as is the demand situation in the cases of corn
and soybeans. This section summarizes the outlook for Brazil's agricultural
exports.

Coffee

287. Brazilian coffee stocks promise to be abnormally thin during the
next few vears, even if no unusual losses from freeze or other unfavorable
climatic conditions are experienced. The impact of the expected Brazilian
coffee supply gsituation on pricesg will be such that the New York price for
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Santos 4 is likely to increase from an average US$0.52 per pound during 1972
to somewhere between US$0.53 and US$0.58 by 1978. Dollar returns to the
country are expected to increase further, as a result of a likely reduction

of the spread between the New York price and the average proceeds to Brazilian
exporters from US$0.10 to USS$0.08 per pound, as discounts and rebates will

not be as important as in the past.

Table 58: COFFEE EXPORTS, 1971-78

Actual Estimate Projection for 1978

1971 1972 Optimistic Moderate
Coffee Beans (USS million) 772 946 1,248 1,134
Volume ('000 bags) 17,238 17.200 19,000 19,000
Price (US$/bags) 44.8 55.0 65.7 59.7
Soluble Coffee 50 52 83 78
Volume ('000 bags) 1,161 1,200 1,700 1,700
Price (US$/bags) 42.8 43.0 49.0 46.0

Source: Statistical Appendix, Table 3.11.

Other Agricultural Exports

288. Export prospects are not the same for all commodities. Lxport of

some traditional crops such as cotton and cocoa are likely to grow only

slowly, mainly because of both supply and demand constraints. Sugar exports,
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(which partly depended on stock depletlon) will probably not be repeated, but
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very rapidly (without additional investment) and thus exploit the prospective
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cane crop which is now used for alternative purposes, such as the manufacture
of alcoholic beverages, could be expected to shift into sugar for export
if the world market permits. With world market prices likely to remain above
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7¢ per pound Brazilian sugar exports will be very competitive.

289. The outlook for non-traditional products is very good. 1In accordance
with the emphasis of the export corridors program, soybean, beef and corn are

expected to be the leading products. Demand for these products is very income
elastic and Brazil appears to have a strong competitive position in most cases,
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which will improve with the installation of the transport and processing facil-
ities envisaged by the corridors program. Soybean prices, however, are ex-
pected to decline from the exceptionally high levels of 1971-72, as the world
oils and fats situation by the mid-1970's and on to 1980 is likely to be char-
acterized by plentiful supplies. On the other hand, beef and corn prices may
stay at the high levels prevailing in 1971-72, as their respective world de-
mand will increase very rapidly, probably as rapidly as world supply. Beef

and soybeans are likely to become the major Brazilian agricultural exports

(excluding coffee) by the late 1970's.
Table 59 : AGRICULTURAL EXPORTS (EXCLUDING COFFEE), 1971-78

(In US$ millions)

Actual Estimate Projection fo
1971 1972 0 ig

Traditional Products 479 764 768 610
Cotton 137 202 214 35
Cocoa 86 92 142 132
Sugar 147 360 295 241
Pine 72 68 70 60
Tobacco 37 42 47 42

Ylon-Traditional Products 858 950 2,589 1,845
Jeef 99 105 434 250
Corn 75 11 228 150
Soybeans 106 203 438 288
Castor 0il 40 45 57 42
Nthers 538 586 1,432 1,105

TOTAL 1,337 1,714 3,357 2,445

Source: Statistical Appendix, Table 3.11.

Mineral Exports

290. Brazil has as yet barely scratched its full mineral resource poten-
tial. This sector of the country's economy will grow in importance in the fu-
ture as ongoing expansion programs are carried out. Brazil's potential is con-
siderable not only in iron ore, but also in manganese, copper, tin, chrome,
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c
ship with U.S. Steel, has established a subs
State of Para where very large reserves have been found. Output from the new
mines is expected to reach about 15 million tons in 1977-78. Another Brazilian

company, Mineracoes Brasileiras Reunidas (MBR), will start exporting in 1973-74
and should also achieve 15 million tons per year by 1978.

291. World prices for iron ore are not likely to improve (in real terms)
during the 1970's. Unit prices for Brazil's ores should improve, however, as
CVRD increases value added in Brazil by improving processing facilities at
Tubarao, Espirito Santo, and changing its export mix towards higher quality
fines and pellets.

292, Industria Comercio Minerios, S.A. (ICOMI), a subsidiary of Bethlehem
Steel, is Brazil's chief exporter of manganese ore. The company's facilities
are being expanded and capacity should increase by 200,000 tons in 1973-74,
ICOMI also intends to start pelletizing its ore by the mid-1970's.

293. Exports of other minerals, such as bauxite, nickel and tin are
likely to become important only in the 1980's.

Table 60: PRINCIPAL MINERAL EXPORTS, 1971-78

Actual Estimate Projection for 1978

1971 1972 Optimistic Moderate
Iron Ore (USS million) 237 244 752 561
Volume { 000 tons) 31,025 31,650 43,000 68,000
Price (USS$/tons) 7.64 7.71 8.09 8.25
Manganese (US$ million) 38 29 52 39
Volume ('000 tons) 1,797 1,300 2,100 1,700
Price (US$/tons) 21 22 25 25

Source: Statistical Appendix, Table 3.1t%.
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Manufactured Exports

294, Volume III of the Bank's 1971 report on the Brazilian economy
concluded that continued rapid expansion of Brazil's manufactured exports
should not encounter serious market constraints owing to the diversity both
of the countries to which they are being directed and of the products in-
volved, and to the fact that Brazil's share in total imports of respective
products and countries is minuscule in all cases. The report also analyzed
constraints on the supply side. Shortages of skilled labor and entrepre-
neurship, heavy concentration of international firms in the manufactured
export field and the need to improve the structure of incentives so as to
relate them positively with factor shortages, which respective industries
will have to overcome, thus, were disclosed as problems which would have to
be contended with, but which will be unlikely to prevent a very high export
erowth rate from being realized. More recently, as described in paragraph
192 above, the Government has started ''sectoralizing' its export incentive
policv, permitting the import to Brazil of entire used textile and automotive
production facilities on the condition the bulk of respectrive output be
exported., Thie new development should contribute substantially to the growth
of manufactured exports which is likely to range between 23 and 28 percent in
current terms (or 20 to 25 percent in real terms) in the next few vears. As a
result of the recent incentives, transport equipment is expected to be the
leading subsector., Exports of wood products and steel are also likely to
grow very fast, the latter being related to the steel expansion program,

295, Even the "moderate' projection envisages Brazil becoming a major
exporter of manufactured goods -- about US$2 billion per year —- by the late
1970's. This is a crucial element in the overall export projections.

Table ®1: MANUFACTURED EXPORTS, 1971-78

(In USS million)

Actual Estimate Projection for 1978

1971 1972 Optimistic Moderate
Manufactures 480 700 2,733 2,044
Chemicals 60 70 146 146
Machinery 106 160 554 450
Transport Equipment 27 65 280 220
Wood Products 19 25 139 105
Shoes 29 35 203 175
Steel Products 28 45 160 120
Others 211 300 1,251 898

Source: Statistical Appendix, Table 3.11.
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D. TImports
296. Brazil's imports are predominantly of capital equipment and inter-—

mediate goods. 1In recent years consumer goods have accounted for only 15 to
20 percent of Brazil's imports and much of this has been wheat. The most im-
portant of the intermediate goods imports are chemicals, fzrrous and non-
ferrous metals and petroleum. As indicated, there is likely to be some ad-
ditional import substitution in these categories, as Brazil expands its
fertilizer, petrochemical and steel industries and exploits its reserves of
non-ferrous metals. However, such substitution will be vervy gradual owing
not only to the time required to implement respective investment projects

but also to the rapid growth of internal demand. Capital equipment constit-
uted 38 percent of total imports in 1971, compared to 30 percent in 1967. As
indicated, the domestic capital goods industry, despite rapid growth, has
lost some of its share (about 3 percent) of the internal market since 1967.
Expansion of FINAME operations, the major domestic source of capital equip-
ment supplier and buver credit, should help to halt or even reverse this
trend. ELxternal financing of projects in which local equipment suppliers

can compete under international competitive bidding can also help to equalize
the credit advantages available to such local suppliers vis-—a-vis their
foreign competitors. Finally, however, there appears to be a need for the
Government to review its policies regarding the wholesale exemption of
capital equipment from import duties. The Govermment is studying the feasi-
bility of replacing the existing mix of tariff rates and exemptions therefrom
with lower tariffs and fewer or even no exemptions.

Table 52 : IMERCHANDISE IMPORTS (FOR), 1967--71
(In USS$ millions)

1967 1968 1969 1970 1971
Consumer Goods 361 420 385 452 531
Wheat 153 154 13
Other 208 266 250 348 42
Intermediate Goocds 631 827 583 1,133 1,446
Petroleum 111 138 147 174 251
Chemicals 225 312 312 430 528
Metal Products 174 202 258 330 429
Other 121 175 172 199 243
Capital Coods 438 604 712 908 1,237
Other Imports 1 4 7 14 31
TOTAL 1,441 1,855 1,993 2,507 3,245

Source: Table 3.4, Statistical Appendix.



- 139 -

E. Invisibles

297. Not only interest and other factor income payments, but also the im-
balance in transport and insurance payments impose a heavy burden on Brazil's
balance of payments. The Government is attempting to alleviate this burden

in various ways. One is its program of investment in the shipping industry
which is designed to increase Brazil's naval construction capacity and to ex-
pand its fleet, especially in the bulk carrier category, through both local

and foreign procurement. The Government also has made considerable effort to
negotiate with various freight conferences increasing participation of Brazil-
ian bottoms in the carriage both of its export and of its import trade. Inter-
nal institutional reforms which transformed the state shipping company, Lloyd
Brasileiro, into a mixed enterprise and encouraged the growth of private com-
panies also has improved Brazil's ocean transport capability. Finally, the
Government's fiscal incentives for manufactured exports are designed to encour-
age exporters to use Brazilian bottoms and to insure their exports with Brazil-
ian rather than foreign insurance companies.

Table °3: BALANCE OF PAYMENTS INVISIBLES, 1967-71
(In USS$ millions)

1967 1968 1969 1970 1971
1. Commodity Balance 213 26 318 232 =364
2. Non-Factor Payments -363 =437 =535 -665 ~783
Travel and Freight =172 -293 -378 =504 -584
Insurance -12 =16 -19 =23 =27
Other -179 -128 -138 -138 -172
3. Non-Factor Receipts 135 154 211 254 293
Travel and Transport 84 109 154 189 194
Insurance 8 7 3 10 34
Other 43 38 49 55
4. Resource Balance (1+2+3) =15 =257 =6 -179 -854
5. Factor Payments -349 -324 =385 =528 -618
Interest -202 ~154 =202 -283 =344
Other
6. Factor Income 50 51 75 124 150

|
I
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Table 63 : {Contd.)
1567 1968 1969 1979 1971
Interest 18 9 22 49 42
Other 32 42 57 75 108
7. Tlet Transfers 77 22 31 21 i4
3. Current Account Balance -237 =508 -281 -562 -1,308
Scource: Table 3.5, Statistical Appendix.
F. External Debt
298. Although 60 nercent of the financial credit accumulation of recent

vears has been oftset by foreign reserve increase, the residual has neverthe~
less been large enough to cover about half of Brazil's needs for net inflows
of external loan capital. Brazil still has very substantial obligations for
amortizing the compeansatory debt incurred in 1964. While the pipeline of
undisbursed credits still is large, new commitments of USAID program and sec-
tor lending have been reduced sharply since 1968 and now are almost insignif-
jcant. PL~480 commodity credits also have diminished owing to Brazil's in-
creasing self-sufficiency in wheat and to its longstanding arrangements with
Argentine suppliers of this commodity. Only in very recent years have the
multilateral lending agencies given large scale supprort to RBrazil. ‘lireover,
their lending is for projects with long lead times. Thus, while both the
commitment and actual disbursement of multilateral resources have increased
sharply, the latter, at US$186 million in 1971, have yet to play a major

rale in financing Brazil's external capital requirements. However, that they
can be counted upon to do so in the future seems certain; multilateral agency
loan commitments in 1971 were more than twice as large as disbursements by
these agencies in that year. Suppliers' credits do play a major role in meet-
inp Brazil's requirements for external loan capital: disbursements from such
loans financed a third of the cost of Brazil's capital goods imports on
average in 1970 and 1971, 1If official suppliers' credit agencies, such as

canallCed AVOUL

in 1970 and 1971.
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299, . Brazil's external debt is large in terms not only of magnitude but
also of complexity Only in 1970, was the Govermment able to institute a com-

N

- 1.

prehensive system for the recording of external debt. With this measure,
however, Brazilian debt statistics appear to be more inclusive than those of
nost countries. This measure was only one of many which the Government has
taken to control external debt. The debt recording system is based on the
statutory requirement that all external debt of more than 180-day term be
registered with the Central Bank; without such registration exchange cover
for debt service is not legally available. Another important step was the
subjection of the external borrowing of local governments and of autonomous
federal agencies to control by the Central Government.

300. Perhaps the most important step which the Government has taken in
this regard, however, was the subjection in November 1971 of financial credits
to term controls. These controls were based on a 12-month program of finan-
cial debt accumulation which commenced as of December 1, 1971. Limits on new
financial credit registrations were set by term category, beginning with short
term credits (180 davs to one year) and running on up through consecutive an-
nual brackets until credits of ten-year term or greater which are not limited.
As the limit on new financial credit registrations in each term bracket was
exhausted, the minimum term for any new financial credit registration became
that of the next bracket. By September 1972, the minimum term of any new
financial credit registered before December 1, 1972, had become six years.

The schedule of term bracket limits was a progzressive one; that is, the amount
of new financial credits which could be registered increased with the term of
the credits. Whern the lower term limits were exhausted early in the year, the
authorities expected that the volume of new financial credit registrations
would diminish. TIllowever, since lenders were far more willing than the author-
ities had anticipated to make financial credit available on terms of 5 to 6
years or more, overall financial credit accumulation in 1972 far exceeded ex-
pectations. Nevertheless, the application of the term controls meant that

the term structure of these credits was far superior to those contracted in
1971: the average term of the 1972 credits probably is on the order of 4 to 5
years compared to about 2 vears in 1971,

301. With a new 12-momth program of term comtrols to be instituted as

s
i
the extent to which shorter term financial credits ought once again to be ac-
1
t

need from a balance of pavments point of view to accept shorter term

e
t. The Government has decided that credits of 180 days to one year term
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ment must take into account not only the supply but also the demand side:
manv borrovers seeking external credit to finance working capital are not
interested in money on 5- to 6-year terms. hus the Government, in 1072,
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issuced regulations permitting the external £
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the cruzeiro counterpart of his credit one or more times before maturity.

This is done through local intermediaries, either the monetary authorities

or private banks, which hold both the dollar and counterpart cruzeiro accounts
associated with the loan. Thus the Government has made it possible to improve
the term structure of new financial credits even further in 1973 and subse-
quent years.

302. The imposition, late in 1972, of a marginal 25 percent reserve re-
quirement on financial credits -- that is, on all new credits save roll-
overs =-- hag heen discussed in the preceding chapter. This measure may well

shift new credit demand from external to internal sources and thus slow the
accumulation of financial debt. A more powerful factor may be operating in

this respect, however. The international financial climate was exceptionally
favorable for Brazil in 1972. It is un11k9'|v that the international finan-

eial community will continue to be willing to increase its assets in Brazil
at a USS2 billion annual nace
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G. External Liquidity
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increased from 43.4 percent in 1968 to 53.6 percent in 1972. 1/

304. On the other hand, the accumulation of foreign reserves by Brazil is
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liquidity. Reserves increased from the equivalent of 1.8 months' imports

in 1968 to 4.8 months' imports in 1972 (year-in reserves compared with

imports during the year). As of the end of 1972, they will probably equal
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about 30 percent of total debt outstan 1Q1Ng as umpau:u to 9 percent at the

end of 19613.

1/ Since this ratio takes into account service.of private debt, it is not
comparable with the debt service statistics of most other countries
which generally report service on public and publicly guaranteed debt
only. Only a small portion of Brazil's financial debt is public or
publicly guaranteed. Conversely, the major portion -- but not all --
of the medium~ and long-term debt is puhlic or publicly guaranteed.
For purposes of international comparison the debt service ratio
associated with Brazil's medium- and long-term debt probably is more

appropriate. This amounted to about 22.9 percent in 1971,
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305. Any single measure of Brazil's external liquidity, therefore, must
take into account reserves as well as debt service and exports. Such a meas-
ure is included in Table 65 (item 4c). From total debt service it subtracts
interest earned on reserves and that portion of reserves which may be regarded
as "free". Bv "free reserves" is meant that part of total reserves not
neceded to cushion the impact of unexpected fluctuations in exports and
imports. Free reserves thus are taken by this report as that portion of the
total in excess of the equivalent of three months' imports. Adjusted in this
fashion ——i.e., reduced by an amount equal to interest earned on reserves

and the free portion of total reserves -- debt service is divided by export
earnings. This liquidity measure has improved very substantially since 1963.
From 53.8 percent in that year it declined to 31.7 percent in 1972, showing
that, despite the intervening accumulation of an enormous amount of debt,
Brazil was in a more liquid position in the latter year than it had been at
the outset of its recent rapid growth period. Nevertheless, the debt and
debt service burden are very high, however measured.
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VII. DEVELOPMENT PROSPECTS

306. It is the Govermment's objective to sustain the higheet ngoagible
rate of economic growth consistent with balance of payments viability. Its
nominal targets involvo sustaining growth of 8 to 10 percent at least until
1974. This report explores growth prospects over a longer period, until 1978.
The Government takes the position that only at high rates of growth can
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c ing from continuing improvement of fiscal, monetary and cap-
1 market institutions -- also supports the feasibility of rapid growth, as
s the present high quality of the country's overall economic management.
Although 1mprovemen: of educational attainments and other qualifications is
needed, Brazil's human resources are commensurate with rapid growth, partic-
ularly as regards entrepreneurial talent. Moreover, there appears to be a
consensus in Brazil which supports the Govermment's rapid growth policies.

308. Limits on Brazil's access to external resources may well be the
dominant constraint on Brazilian growth at the present time. Brazil needs to
import substantial amounts of intermediate and capital goods. Some additional
import substitution is feasible but this will not alter in basic fashion the
structure of Rrazil's import requirements for some time to come. Continuing
export growth and diversification can be expected to increase Brazil's com-
mand over external resources rapidly. lowever, the import requirements asso-
ciated with overall economic growth of 8 to 10 percent are such that the
present external resources gap is unlikely to be narrowed over the next sev-
eral years if growth at this pace is sustained.

309. Thus, this report tests the feasibility of alternative growth paths
in terms of the balance of payments constraint. An 8.5 percent growth path

has been selected as the basic hypothesis; one which assumes export perform-
ance alone the lines of the optimistic forecast given in Chapter VI and rapid



development of Brazil's capital goods sector with consequent dampening of im-
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key respects are explored in the sense of identifying g rowth paths which would
be consistent with less rapid export expansion, and s‘nvmr development of the
capital poods industrv. 1In all cases, Brazil is assumed to receive strong sup-
port from official external lenders and suppliers,
Investment
310. The very low —— 1.36 -~ incremental capital output ratio of recent
vears is related to the absorption .of excess capacity which took place in
1568 and 1969. Over the 1972-738 péflou, the ICOR can be expected to be higher:
at 8.5 percent growth it is likelv to be about as large as it was in the 1950's

_____ =l

rapid industrialization period. This means that inves t
crease more rapidly than GDP during 1972-78. At 8.5 percent
n

U‘I
cr

I

ment is likely to have to increase by slightly more than 1
investment coefficient rises from 18.5 percent of GDP in 197
in 1978,

11, The investment opportunities available in the economy certainly are
sufficient to permit investment to grow at this pace. As indicated in Chapter
TV, investment financed by the public sector may grow by as much as 10.6 per-
cent annually through 1977. Private agricultural investment is being stimu-
lated by measures such ag the export corridors and sugar industry reorganiza-
tion programs, and facilitated by supporting lines of investment credit.
Private industrial investment is booming, stimulated not only by rapidiy
increasing internal demand, as in the case of the automobile industry, but
also by incentives for manufactured exports and by opportunities for addition-
al import cubstitution. Finally, the infrastructural components of the
public investment program are such that infrastructural bottlenecks impeding
a fast pace of overall investment and economic growth are unlikely to emerge.
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Table 66: ECONOMIC MAGNITUDES ASSOCIATED WITH ALTERNATIVE GROWTH PATHS FOR 1972-78

Projections for 1972-78

Real Growth Rates Historical Data A B c

(7, per annum) 1951-60 1961-70  1968-71 (8.5% Growth) (7.5% Growth) (5% Crowth)
Gross Domestic Product 6.8 5.9 3.6 8.7 7.9 6.1

Agriculture 4.4 4.4 6.1 6.6 5.7 4,3

Industry 8.9 6.7 11.5 11.1 9.9 7.7

Services 6.9 6,1 9.8 7.6 7.1 5.5
Labor Force 2.8 2.7 2.5 2,5 2.5

Rural (1.7) (0.7) (1,5) (1.5) (1.5)

Urban 4.3) (4.6) (3.2) (3.2) (3.2)
Urban Employment 1/

Manufacturing (3.2) (3.2)~ (7.5) (6.2) (4.1)

Mining 3.7) (2.4) (-0-)

"Other" (2.5) (2.7) (3.1)
Average Productivity "Qther"

Urban Employment 5.3 [ 2.1
Domestic Consumption 6.9 5.8 9.1 8.2 7.3 6.0
Domestic Savings 6.2 6.5 12,1 11,1 10.4 6.2
Dumestic Investment 9.4 5.7 15,1 10,2 8.8 5.3
Imports and NFS

Constant US$ 2.1 4.5 16.1 11,7 10.2 7.3

Current US$ 22.2 13.9 12.3 9.2
Exports and NFS

Constant US$ -1,5 5.8 10.0 13.6 13.6 9.4

Current US$ 15.4 16.2 16,2 1.9
Other Measures

Marginal Savings Rate 15,5 i8.8 9.9 22,6 23.8 16.5

ICOR For Period 2,30 2.68 1,86 2.29 2,47 2.99

import Elasticity 0.31 0.76 1.68 1,47 1.39 1.25

Growth Capital Goods Output 14.4 7.7 16.9 11,0 9.5 6.5

Average Resource Gap (Millions current US$) 324 1,268 2/ 869 794

Average Gross M & LT Inflow (Millions current US$) 590 1,940 3/ 1,940 1,701

Average Gross Flnancial Credit Inflow

{(Millions current US$) 1,378 3,888 4/ 3,157 2,781

A = Basic alternative: optimistic export growth, increased support from official lenders, financial credits accumulated
at USS1 billion annually after 1972, rapid development of capital goods industry, 10.0 percent growth in 1972, 8.5
percent thereafter,

B = Moderate growth alternative: optimistic export growth, increased support from official lenders, rapidly declining
accumulation of financial credits, moderate development of capital goods industry, 10.0 percent growth in 1972, 7.5
percent thereafter,

C = Slow growth alternative:
of financial craedits, s

moderate export growth, increased support from official lenders, no further accumulation

2 gro‘_.‘rrh of capital goods industry, 10,0 percent urnurh in 1972, 7.5 percent in 1973, 5.0

1 Average growth over the 1950-70 period

2/ For 1972, the resource gap is estimated at US$1,092 million.

E/ For 1972 gross M & LT loan disbursements are estimated at USS1,147 million,

4/ For 1972 gross financial credit disbursements are estimated at US$3,500 milliom.

Source: Table 2.6 Statistical Appendix and annexed methodological notes explaining the projection of macro-economic
magnitudes, employment and external debt.
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313. It is shown in Chapter IV that public savings are likely to increase
by 14 percent annually if the elasticity of local government revenues to
economic growth is improved to unity. Even with a quite possible shortfall

in local revenue performance, however, public savings -- which have constitated

about 60 percent of total domestic savings -- are likely to increase faster
than 11 percent. Private savings are likely to increase rapidly, encouraged
by the institutional developments in the capital market described in Chapter
V and because of the Government's policy favoring high profits. However,
while there would be little doubt that Brazil's saving capacity is commen-
surate with an 8.5 percent rate of growth, more rapid rates of growth would
severely test the economy's saving capacity. The Government does not seem

to have fully considered the implications of its growth strategy for domestic
saving.
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Table 61n DOMESTIC INVESTMENT AND SAVINGS TN 1971-78

(In billions 1971 Cr$)

Annual Average
1971 1972 1973 1974 1975 1976 1977 1978 7

3.5% Growth
Investment 41.6 50.9 54.9 59.5 64.5 70,2 76.2 82.3 11.2
Resource Cap 4.3 7.2 7.6 7.4 6.7 6.4 5.7 4.5

Nomestic
Savings 37.3 43.7 47.3 52.1 57.8 63.8 7170.5 77.8 11.1

7.57 Growth
Investment 41.6 49.1 52.3 56.2 60.4 65.3 70,2 7
Resource Gap 4.3 6.9 7.2
Domestic

Savings 37.3 42.3 44,9 49.3 54.5 59.9 65.8 72.2 10.4

.2 8.8
5

5.0% Growth
" Tnvestment 41.6 49.1 4A,8 48.83 51.3 54.2 57.0 59.7 5.3
Resource Gap 4.3 6.8 5.3 4.6 3.6 3.3 3.1 3.0

Domestic
Savings 37.3 42.2 41.5 44.2 47.7 50.9 53.9 56.7 6.0

EETSLIS M oFal Staff estimates.
Imports
314, The import requirements of alternative growth raths are the major

deterninant of the external resource gap. This is because export performance
is a rather independent factor, related to the overall rate of growth more as

a canse than as an effect. As shown in Chapter TIT, the direct contribution
of exports to sectoral output growth, while significant, is not very large
in magnitude; The major contribution to overall arnwfh of exportgs may be seen

as alleviation of the foreign exchange constraint. Yet, this contribution
tends not to varv n1nnc alternative ornnrh nqrhc' even if the economy were to

continue to grow at the 11 percent pace achleved in 1971, it seems unlikely

that exports would exceed the ahbgolute levels of the nnr{micr{ﬁ forecast niqu

el

in Chapter V1, which shows them growing at 16.2 percent annually in dollar
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industries has been ahle to expand. With a downturn in the overall rate of
cconomic growth from 10-11 to 8.5 percent, import demand elasticity should be
reduced. Morenver, the effect of such a downturn should be reinforced by the
ongoing expansion of Brazil's intermedfate goods industries and by government
incentives for the expansion of the domestic capital poods industries.

316. As a proxy for the effect on import demand of this structural eveolu-
tion, this report assumes that; along an 8.5 percent growth path, capital

goods imports will increase by about 12 percent annua11v in dollar terms -- or
bv about 9 percent annually in real terms -- while the output of the domestic

capital poods industry increases at an 11 percent pace in real terms. By 1978,

th_(?ref()‘relj the share of the domestic capital ""O(“S industry in total eq.:ir““ent

procurement would have increased to 75 percent, compared to 72 percent in 1971
and to 78 percent in 1967 (see Table 2.4, Statistical Arpenuix). Assuming,
therefore, that Brazil continues to qupp]y about one-th of its crude nretro-

md 114~ 1iall A
leum reqnirements, that wheat imports average one million tons annually and

that other imports follow recent trends (see methodological notes to Table

2.6, Statistical Appendix, for estimating equations) overall import growth
along an 8.5 percent growth path has been nrojected at 13.9 percent annually
in dollar terms and at 11.7 percent in real terms.
Table 68: ALTERNATIVE PROJECTIONS OF MERCHANDISE TMPORTS (CIF)
(Current USS$ millions)
Projections for 1978
8.5% Growth 7.57% Growth 5.0% Growth
Amount Average 7%  Amount Average 7. Amount Average 7%
Investment Goods 2,807 11.6 2,453 9.5 1,771 4.5
Intermedfate Goods 3,951 16,0 3,604 14.5 3,076 1.9
Consumer Goods 922 14.3 859 13.2 736 10,7
Petroleunm 1,0n6 16.9 943 15.8 842 13.9
Wheat 77 -4.7 77 -4.7 77 -4.7
Miscellaneous 53 8.0 51 7.3 46 5.8
TOTAL 9,816 13.9 7,937 12.3 A,549 9.2

Srmurce: Table 3.12, Statistical Anpendix.

External Resource Gap and Its Financing

317. The fact that imnorts may grow slightlv less rapidly than exports
along an 8.5 percent growth path means that the external resource gap even-
tuallv would be reduced in absolute terms. Owing to the verv large excess

of imports over exports in 1972, however, such reduction would not come about
until after 1978.° Over the entire 1972-78 period the gap would exceed USS$1
billion.
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Even assuming that official external lenders, both bilateral and

multilateral, increase the anmual volume of their loan commitments to Brazil

by about 57 percent above 1972 levels as of 1975 in line with the volume of
projects available for external financing, and that suppliers continue to

finance about one-third of Brazil's equiprment imports, these resource gaps

would require subgstantial coverage of Brazil's
4

with financial credits.

Table 69:

a/

(Assumin~ 507

COMPOSTITION OF M & LT LOAN DISBURSEMENTS

foreigon
&

increase in official loan commitments by 1975)

exchange requirements

1972 1973 1974 1975 1976 1977 1978
3.5% Case
O0fficial Lenders 524 729 16 1,033 1,157 1,275 1,373
Qunnliaral! Cradieta S&A £75 152 ana Qg0 anl [ % VA
VUPPLACLO vVicCUud Lo PR AP I J% v 220 T L. 7 I
Bond Sales 60 100 100 20N 200 n0 200
TOTAL 1,148 1,504 1,770 2,036 2,215 2,399 2,507
7.5% Case
Official Lenders 524 729 916 1,033 1,157 1,275 1,373
Suppliers' Credits 564 675 731 786 849 927 955
Bond Sales 60 100 100 200 200 200 200
TOTAIL 1,148 1,504 1,747 2,019 2,206 2,402 2,528
5.07% Case
NDfficial Lenders 524 715 885 1,020 1,156 1,290 1,383
Suppliers’ Credits 564 675 465 494 530 582 585
Bond Sales 60 100 100 2n0 200 200 200
TOTAL 1,148 1,490 1,450 1,714 1,886 2,072 2,168
Source: Staff estimates.
31¢, With Brazil's progress in improving the term structure of its finan-

cial debt, the major question in this regard may not be the implication for
liquidity of the enormous increase of this type of indebtedness in 1972 but
rather the extent to which external financial creditors will be willing to
transfer additional resources to Brazil in this fashion in the future. A
related issue is the extent to which inflow of financial credits will be
dampened by the recent imposition of a marginal 25 percent reserve require-
ment on the cruzeiro counterpart thereof.
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320. This report tests three assumptions in regard to the future behavior
of financial credits.

(1) The first assumes that financial indebtedness increases hy 11531

billion annually over 1973-78, after having increased by an
estimated US$1.7 billion in 1077 This means that gross finan-

cial credit inflows would have to increase from about USS$3.5
billion in 1972 to TIQQA 7 billion in 1Q7R

DLLALON <4 L2l 2%

(11) the second assumes that gross financial credit inflows na n
gtant at US83.1 billion after 1973, This means that net incrcases
in financial indebtedness would decline from about USSN.9 billion
in 1973 to USS$N.1 billion in 1978: and,

(ii1) the third assumes that external financial creditors and/or internal
borrowers unwilling to increase the stock of Brazil's external

UrAluvwocieLo QI.C UIIVJ.L.L.L.LllE

financial debt after 1973,

321. In its 7.5 and 5.0 percent economic growth path hynotheses, this
report combines, respectively, assumptions (ii) and (ii1i) above with lower
rates of growth of domestic capital goods output (9.5 and A.5 percent respec-
tively) and, in the 5 percent growth hynothesis, with the 'moderate" rate of
export growth projected in Chapter VI. Of course, import requirements and
suppliers' cred{t finance bhoth are reduced in these lower growth rate hvpo-
thesoes Nffictal external financing, on the other hand, = assumed, with
deliberate optimism in the 5.07 case, to remain about the same. The result is
the delineation of a sort of frontier along which alternative combinations

of external factors are likely to limit Brazilian growth.

External Liquidity

322. At each of the three points along this frontier which this projec-

tion defines for 1978, Rrazil's external liquidity would not have deteriorated
significantly vis—a-vis 1972. Moreover, the substantial additional reserve
accumulation implicit in the 8.5 percent case both permitted and required by
additional accumulation of financial debt would not be so great as to cause
monetary management problems. In all three cases the overall debt service
ratio would be in the 60 to 70 percent range, compared to about 54 percent in
1972, Howvever, this would be offset by a higher level of "free" foreign re-
serves in the 8.5 and 5.0 percent cases and by improvement jin the structure
of financial debt in all cases. The result would be that the 1liquidity ratio
described in Chapter VI would be at the 1972 level in the $.5 and 5.0 percent
cases and somewhat higher, i.e., at the 1971 level, in the 7.5 percent

case,
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Table 70: ALTERNATIVE BALANCE OF PAYMENTS FORECASTS FOR 1972-78

1972 1973 197h 1975 1976 1977 1978

8.5% Case

Resource Gap - =1,092 1,212 1,L4o 1,333 1,325 1,323 1,153
Net Factor Payments -L35 622 -830 -993  -1,215 -1,348 -1,663
Current Account Deficit  -1,527 -1,83k -2,270 -2,326 -2,5L0 -2,761 -2,816
Miscellaneous Accounts Lo1 402 Los L,08 L1o 113 L16
M & LT Lending 692 1,131 1,283 1,L30 1,507 1,5 1,hL85
Disbursement (1,148) (1,50k) (1,770) (2,036) (2,215) (2,399) (2,507)
Amortization (156 (2373)  (2u87)  (l606) (-708) (-858) (-1,022)
Net Financial Credit .
Inflow 2,177 1,000 1,000 1,000 1,000 1,000 1,000
Reserve Change 1,743 699 418 512 376 193 LY
7.5% Case
Resource Gap 21,092 1,166  -1,339 -1,181 -1,117 -1,052 - 818
Net Factor Payments =435 622 28 -972 1,172 -1,362 1,543
Current Account Deficit  ~1,527 1,788 -2,167 2,153 -2,289 -2,L1) -2,361
Miscellaneous Accounts Lo1 Lo2 Los Lo8 L10 3 L6
M & LT lending 692 1,134 1,262 1,la9 1,507 1,554 1,515
Disbursement (1,148) (1,504) (1,747) (2,009) (2,206) (2,402) (2,528)
Amortization (-bs6)  (-370) (oLB5)  (=600) (-699) (-8L8) (-1,013)
Net Financial Credit
Inflow 2,177 887 551 Lob 253 139 72
Reserve Change 1,743 635 51 170 <119 -308 -358
5.0% Case
Resnurce Gap -1,092 - 785 -865 675 -663 -722 -7c%
Net Factor Payments ~L35 617 <81,  -1,21L4 -1,06L -1,217 1,371
Current Account Defieit -1,527 -1,L02 -1,679 1,889 -1,727 -1,939 2,126
Miscellaneous Accounts Lo1 402 405 Lo8 L1o 113 116
M & LT Lending 692 1,120 965 1,153 1,266 1,349 1,33k
Disbursement (1,148) (1,k90) (1,450) (1,71L) (1,886) (2,072) (2,168)
Amortization (-1‘456) ("370) ('1'485) ("'561) ("620) ( 723) ("8 ')
Net Financial Credit
Inflow 2,177 887 - - - - -
Reserve Change 1,743 1,006 -309 ~328 - 51 -176 =377
Source: Table L.h,Statistical Appendix.



Table 71: LIQUIDITY IMPLICATIONS OF ALTERNATIVE GROWTH FORECASTS

1971 1972 1978
8.5% Case 7.5% Case 65,0% Case

A, Basic Data (US$ Millions)

1. Debt Outstanding & Disbursed 6,601 9,409 23,786 20,198 17,483
a. M&LT 3,408 L,039 = 12,16 12,430 11,226
b. Financial Credits 3,193 5,370 11,370 7,768 6,257
2. Net Foreign Reserves 2,056 3,749 6,032 3,820 3,514
3. Exports and NFS 3,174 4,033 9,056 9,056 6,948
L. Imports and NFS L,028 5,125 10,209 9,873 7,703
5. Net Interest Payments 302 275 1,32k 1,205 1,033
a. M&LT (3Lk) (382) (68L) (681) (618)
b. Financial Credits (903) (703) (595)
c. Received from Reserves (~42) (-107) (-263) (-179) (=179)
6. Amortization Payments 1,367 1,778 b, 7L6 L,0h1 3,431
a. M&LT (L25) (L55) (1 022) (1 013) (83L)
b. Financial Credits (942) (1,323)  (3,72h) (3,028) (2,597)

B, Debt Service Burden Indieators

7. Debt Service (t+1)/Debt (t) 32.3 32.7 29.0 27.9 28.8
2. Interest (6.5) (5.8) (7.5) (7.4) (7.5)
b. Amortization (25.8) (26.9) (21.5) (20.5) (21.3)
8. Financial Credits/Total Debt L8.L 57.1 L7.8 38.5 35.8
9. Debt Service Ratios
a. Total (6+52+5b/3) 53.9 53.6 69.9 59.9 66.8
b. Excluding Financial Credit
Amortization (6a+5a 5b/3) 2L.2 20.8 28.8 26.5 29.L
c. Net of Interest Received
(6a+5/3) 22.9 18.1 25.9 2L.5 26.7
10. lLiquidity Measures
a. Reserves as Months *mport L.b 4.8 6.7 L.6 6.5
b. Reserves/total Debt 31.2 30.6 25.L 18.9 20.1
~ DS-{NFR- 2 rM\/v 27 .9 1.7 20 € 20 .1 21 .7
wve \JV-ILL .l_/&l 1 9/ Ak ® | ~/ 0/ o S ]
Source: Staff estimates.



3. In .onclusion, while no balance ¢f paynents and external debt {ore-
~c 5l spanring several years should be regarded as meriting narveow confidence
lirits, analvsis of probable export performance, import requirements and
wailabilitiers of external financing suggests that the highest level of
soononie prowth compatible with an acceptable debt service situation and
reasonahle external liquidity is about &.5 percent per vear. Unless axport
szowth ean b accelarated and/or marginal imnort reguirrments reduced even
“urther thar considered likely by this report, the rate of growth i1l have
to be roderat~d from the present 11 percent pace. The present Covernment is
cermitted to maintenance of a rapid rate of growth inm order, inter alia, ia
seunerate ernlovment and alleviate the dualism of the Brazilian economy and
the novertv that results from it. Thus, there remains an element of doubt
as to the Gov:-rnment's wvillingness to restrain growth to the 3 te 9 percent
ranze despite the fact that it would provide sufficient marpin to expand the
productive hasoe and preovide needed infrastruacture, while distributing the
tfenafits of growth more broadly. The Covernment is, in fact, piving addition-
al ernhasis to import substitution and continuing vigorous exrort promotion.
The authorities feel that the near term balance of pavments situation is
sufficiently strong so that thev can wait and sce what the impact of theso
rrograms Is on the resource gap before facing a decision to reduce the rate

cf growth.

324, Th- present strong foreign exchange reserve position of the monetary
authoritics does not indicate that Brazil Yas neo need to increase the 1w

»f lengz-term capital from abroad. The strength of this foreign exchange
~esition 1s largely a result of the unexpectedly large inflow of financial
credits in recent vears, reflecting among other things, the attractiveness

~f Brazilian prosperity and starility to the international financial com-
mmityr, To rrotect external liquiditv, the Government is deliberatelv follow-
ing menetary »nolicy which results in substantial reserve accumulation. The
need to offset the inflow of financial eredits with foreign evchange reserves
greatly reduces their contribution toward financing the resource gap. Finan-
cial credits are onlv 2 partial and imperfect substitute for long-term capital
md the mobilization of Tarpe flows of official capital will play a crucial
role over the long term.

325, The second conclusion which emerges from this analysis is that —-
desnite its strong reserve position and impressive export performance --
Brazil needs continuing support from nvfnrnal lenders. This is warranted not
only by the aualityv of Brazil's economic management but also hv the massive
opportunities clearly afforded bv Brazil for the nraductive use of external

resources.

Income Distribution

32A, Owinp to the reliance of its develapment strategv on an incomes
3n1iry which favors profits in order to promote exports, mobilize savings and
stimulate investment, the distribution of Brazilian incomes is unlikely to
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im~reve over the next several vears. However, rarnid arowth will maxirize
ntihlie savines of which a subetantial portion has been and »i11 continne to
be used ta alleviate absolute povertv and to improve the qualifications of
Brazil's human resources.
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320 Another modification which may be required dependine on local rev-

aud resource absorption capacity is for the Central Covernment
sr the revenues it shares with states and municinalities. This would
v a selective way, perhaps bv increasine the Special Fund through
ich federal income and value~added taxes are transferred to specific states
rather than to all states on an automatic basis.
330, The distribution of agricultural credit is still another crucial
sane: it mi~ht be advisable for the Government to undertake a program
desianed snecifically to extend agricultural credit and extension services

e

smallibnlder.

331. Tven if technological factors may have prevented the heavy burden
of pavroll taxes from distorting specific production functions, such taxes
probably have discouraged expansion of labor intensive lines of activity and
stowed wage rate increases in certain sectors. At least some of the burden
of finanein; Brazil's ambitious social security and housing nrograms probably
should be transferred to other forms of taxation. Additional central govern-
ment tax resources could be generated for this purpose bv applying sorme form
of nay as yon go to the corporate income tax.

322, On the assumption that the payroll taxes are replaced, Table 66
above projects, rather optiristically, a sharp increase after 1974 in the
industrial sector's employment elasticity. Moreover, on the further
assumption that growth of the overall urban labor force would not accelerate,
average productivity of labor in the "other" urban sector (services) --
where considerable underemployment is now concentrated -~ would increase.



Although it scens far removed from the question of income distribu-
the balance of payments analvsis of this chapter in fact deals with an
isaue of pzreat distributional significance. The regressive incomes effects
of the 1964-FA7 gtahilization period were a verv likely if not an inevitahle
outcome of Brazil's 1964 balance of pavments crisis. Avoiding "stop-and-go"
development in the future, therefore wnuld arpear to be an impartant cornonnent
af an eanitab'e incomes policy. Tt is thus douhly encouraging that the “ov-
ernment attaches great importance to the steadiness as well as to the averall

333.
tinn,

macnitude of Rraziliar economic growth,
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