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Abstract

In the last twenty years, Brazil has undergone several attempts of improving sustainable
growth through stabilization programmes, and more recently, structural reforms in line
with the Washington Consensus Agenda. The results, however, have been
disappointing, as the per capita output growth has remained below its historic trend, and
poverty and inequality remain at high levels. This paper investigates why market-
oriented reforms such as trade and capital account liberalization, privatization,
deregulation and stabilization failed to boost growth in Brazil. We conclude that
structural reforms may contribute to growth if accompanied by microeconomic policies
tailor-made to address the country’s needs, and by appropriate macroeconomic,
institutional and political environments.
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1 Introduction

Over the last twenty years, Brazil has experienced profound economic changes.
Following the international economic instability of the late 1970s and the debt crisis of
the early 1980s, Brazil launched structural adjustment programmes aimed at solving
external account imbalances and controlling high inflation rates. In 1990, Brazil
undertook a major break from a century-long era of import substitution strategy that left
its economy especially closed towards the end of the 1980s, and introduced economic
reforms involving trade and capital account liberalization, privatization of state
companies, deregulation of markets, and a successful stabilization plan. These reforms
have been reshaping the economy very rapidly and are giving rise to economic
transformations. Table 1 shows, however, that the pre-reform per capita output growth
rate is significantly higher than that of the post-reform period (1990-2002). To the
extent that market-oriented reforms are widely understood to be conducive to growth,
these statistics suggest that something went wrong.

Brazil is a particularly well-suited country to grasping a better understanding of whether
and how market-friendly reforms succeed in developing countries. Although Brazil’s
economy ranks amongst the highest globally in terms of GDP, it remains thoroughly
rooted in the developing world. As in many Latin American countries (e.g. Mexico,
Argentina, Colombia, and Venezuela), Brazil failed to make further consistent progress,
after a period of rapid growth, from the 1980s onwards. Trade liberalization and other
reforms took place in Brazil over a relatively short period of time, and policy changes
were widespread and substantial.

Measuring the success or failure of reforms demands a sensible criterion. Indeed, the
ultimate aim of structural reforms is to foster economic growth. However, in view of the
very uneven income distribution by international standards, and the substantial portion
of population below the poverty line (Table 1), a broader reform achievement criterion
is needed for Brazil, and perhaps for other developing countries as well. In this paper,
the success of reforms is measured according to the performance of the per capita GDP
growth rate, and also to the performance of the inequality and poverty indices before
and after the reforms.

The paper is organized as follows. Section 2 presents a brief theoretical and empirical
survey of the literature regarding the impacts of structural reforms on economic growth,
income inequality and poverty. Section 3 presents the reforms carried out in Brazil over
the 1990s. Before detailing the policy changes, the political, economic and social

Table 1
Per capita output growth and social indicators - Brazil

Period
Per capita output growth

rate (%)
Percentage of population

below poverty line Gini coefficient

1950s 3.8

1960s 3.0 0.504

1970s 5.5 40.0 0.561

1980s 0.79 43.0 0.592

1990s-2002 0.44 35.5 0.600

Sources: Hoffmann (1992); Population Census; Ipeadata.
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contexts in which reforms were introduced are reviewed. Section 4 assesses whether
and how structural reforms affected social indicators and economic growth in Brazil.
Section 5 discusses why reforms did not fulfil the expectations with regard to social
conditions and output growth. Section 6 presents our final remarks and the lessons that
may be drawn from Brazil’s case for other developing countries.

2 Some theoretical and empirical issues regarding reforms

This survey covers the basic theoretical links between structural reforms and output
growth, inequality, and poverty. Although the focus is on reforms in Brazil, the paper
reviews the main policy changes introduced in developing countries in the last 20 years.
Empirical evidence for developing countries is discussed thoroughly. At the end we
summarize the lessons learned from both the successful and the catastrophic reform
experiences of the developing countries.

2.1 Reforms and economic growth

In the last two decades, the increasingly dominant view is that price stability, fiscal
discipline, and policies which strengthen markets are preconditions of sustainable
growth. With the aim to improve economic growth, under the auspices of the
Washington Consensus Agenda, reform measures, including, among others,
stabilization programmes, trade and capital account liberalization, privatization, and
deregulation, were introduced in many developing countries around the world.

Among the economic reforms, trade liberalization is often considered to play a key role
because of its links to economic growth, poverty and income inequality. One common
argument associating trade to growth is the theory that protectionism constrains the
marginal efficiency of capital by limiting the reach of local firms and the size of their
markets, thus diminishing the incentives to invest and accumulate capital. Increasing
competition in domestic markets forces local firms to adopt new managerial practices
and new methods for organizing work to improve efficiency. This eventually increases
productivity at the aggregate level, and thus output growth. If the least efficient
domestic firms exit from the market as a result of tighter competition, one can expect an
average efficiency rise in the overall economy.

More recently, a vast segment of the literature on endogenous growth has advocated that
the removal of barriers to the flow of goods, capital, and ideas impacts positively on
economic development through total factor productivity (TFP) growth (Grossman and
Helpman 1991a, 1991b; Parente and Prescott 1994, 2000, among others). This is
assumed to occur through an increase in the country’s capacity to absorb and imitate the
technological advances generated by the leading economies. Indeed, trade liberalization
allows local firms to secure access to technological upgrading through cheaper capital
and other inputs, and efficiency gains through learning-by-exporting. Human capital
plays a key role in generating continuous growth by either preventing a decline in the
returns to capital or by increasing the capacity to innovate and adapt imported
technologies. Sarquis and Arbache (2003) show that technical changes resulting from
trade and capital liberalization enhance the external effects of human capital.
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Edwards (1998), and Dollar and Kraay (2004) employ cross-country analyses and note a
positive relationship among various trade policy indicators and TFP and GDP growth
rates, respectively. Case studies have presented evidence that trade openness in the
developing countries resulted in growth in TFP and GDP (Jonsson and Subramanian
1999; Lee 1996; McNab and Moore 1998). These results are not indisputable however.
Harrison (1996) also conducts cross-country regressions and finds only modest results
to link trade to GDP growth. Rodriguez and Rodrik (2000) argue that both
methodological shortcomings and problematic indicators of openness characterize most
empirical studies on trade and growth, resulting in the inappropriate conclusion that
openness is associated to higher growth rates. Furthermore, the unambiguous causality
between trade and growth remains to be empirically shown. Nevertheless, the stylized
fact that no autarkic country has managed to sustain high growth performance over a
long period (Bhagwati and Srinivasan 2002) has strong implications, and the potential
role played by trade on growth deserves further attention.

Inflation and budget deficits have been found to have significant impacts on economic
performance. It is argued that inflation rates and/or fiscal deficits affect growth by
reducing the efficiency of investment and productivity growth (Fischer 1993; De
Gregorio 1996). Empirical evidence based on cross-country analyses has found a
negative relationship between inflation, budget deficits and GDP growth for both
developed and developing countries (De Gregorio and Lee 2003; Fischer 1993; De
Gregorio 1996). Bruno and Easterly (1995) present evidence that this relationship holds
only when high-inflation countries are in a cross-section dataset. They show that the
effects of low-to-moderate inflation rates on growth are unclear.

Based on public choice and Pareto optimality arguments, in the 1980s the view emerged
that the privatization of state-owned enterprises (SOE) and the deregulation of markets
would eventually deliver more and better utilities at cheaper prices, and thus ultimately
affect growth. The channels linking privatization and growth are characterized as
follows: first, privatization enhances productivity and the financial performance of
firms; second, it improves resource allocation; third, it boosts domestic investment;
fourth, it attracts FDI to developing economies; and lastly, it improves the government’s
fiscal situation. The literature has shown that the choice of appropriate methods of
privatization, considering the level of development of the country’s institutions and
financial and capital markets, as well as the type of post-privatization ownership, are
important for economic growth purposes (Bennett et al. 2004; Hansen 1997). Empirical
evidence for the developing countries is mixed. Plane (1997) and Barnett (2000) employ
cross-country analyses and find that privatization does contribute to growth, while Cook
and Uchida (2001), also with cross-country analyses, have contradictory findings.

Although there is no miraculous and infallible recipe on how to reach sustainable
economic growth in a developing country, the empirical literature on structural reforms
has shown that the sequencing, pace and timing of reforms are fundamental issues for
success. These factors are discussed below.

2.1.1 Sequencing of reforms

The sequencing of reforms can be critical for success because of potential conflicts that
may arise among various policies. One conflict relates to the role of the exchange rate
during stabilization and trade reforms. On the one hand, trade economists argue that
successful trade liberalization requires substantial exchange rate devaluation prior to
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reducing protection because of the (strong) anti-export bias normally prevailing in
import-substitution regimes (Krueger 1978, 1981; Bhagwati 1978). The exchange rate
depreciation shifts relative prices to favour exporters and may determine the
reallocation of resources necessitated by the trade reform. A devaluated exchange rate
also helps to contain trade deficits and eventual balance of payment problems. This can
be particularly critical for countries long protected from imports. Ceteris paribus, the
reduction of protection tends to generate an explosion of imports, ranging from
consumer goods to machines, while the expansion of exports is not as immediate.
Reallocation of resources and productivity increases take time, and firms—even those
that are intensive in local resources—may not immediately be prepared to compete
abroad. As a consequence, the exchange rate plays a decisive role in the transitory
period to a less protected regime.

On the other hand, if stabilization programmes rely heavily on the exchange rate as a
nominal anchor for reducing inflation, as was the case in several Latin American
countries suffering from chronically high inflation and severe fiscal imbalances, then
there is a trade-off between the exchange rate as a stabilization tool and its use as a trade
liberalization device to guide the resource reallocation process and the improvement of
efficiency. Thus, a fixed nominal exchange rate may be incompatible with the
competitive exchange rate needed for trade liberalization, and may eventually
jeopardize the reform. If capital account liberalization, privatization of SOEs, and
deregulation of markets are introduced simultaneously with trade openness, these attract
large foreign capital inflows, and the real exchange rate appreciates, thus reinforcing the
importance of the sequencing of reforms.

Exchange rate behaviour is not necessarily conflictive in the stabilization and economic
reforms adopted in low- or moderate-inflation countries, as stressed by Edwards (1992).
In these circumstances, trade and price stabilization may also be strengthened by the
price discipline of increased foreign competition, and the expansion in productivity
growth associated with market-oriented reforms.

The consensus in policy literature is that stabilization attempts should precede trade
liberalization, especially in countries in which the exchange rate is a key variable in
price formation and price indexation, and in countries with serious fiscal imbalances
(Edwards 1992, 1994a). Accordingly, Bhagwati and Srinivasan (2002) point out that
there are several cases, such as communist economies and India, where macroeconomic
stability has been achieved in the absence of trade openness, but no evidence of
successful outward orientation in the absence of macroeconomic stability, because
successful openness requires macroeconomic stability.

Although not quite considered a consensus, capital accounts liberalization may perhaps
strengthen openness when it contributes to financing investment projects in the tradable
sector and to improving overall economic efficiency. Portfolio investment, on the other
hand, may expose the process of structural reforms to potential pitfalls both in the
national and international economy through sudden reversals in the capital account.1

1 In view of the financial crashes of many developing countries that liberalized capital accounts, even
the IMF is now recommending a progressive capital liberalization approach (Williamson and Mahar
1998).
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A second potential conflict between stabilization and economic reforms is related to the
contribution of foreign trade taxes to public revenue. If the fiscal accounts are out of
control, trade tariff reductions may emphasize fiscal deficits, at least in the short run.
This argument may be especially valid for the small and underdeveloped economies that
rely heavily on import tax revenue.

A third potential conflict relates to uncertainty. It is argued that the effectiveness of
structural reforms is reduced in high inflation circumstances due to the uncertainty
associated with relative prices, thus affecting investments and the allocation of
resources. Stabilization, then, must come first.

The problems associated with the sequencing of reforms in developing countries have
been extensively investigated. Edwards (1992 1993a, 1993b, 1994a, 1994b, 1997)
carefully documents the attempts of the Latin American countries to stabilize and
introduce market-oriented reforms in the 1970s and 1980s. He finds that the countries of
the region did not address the main macroeconomic imbalances before the introduction
of drastic trade liberalization. In particular, the trade-off between using the exchange
rate for bringing inflation down and using it for maintaining a competitive real
exchange rate position became in many cases the critical issue that further contributed
to macroeconomic imbalances. This is exemplified by the case of Mexico, whose
overvalued currency ended up under a speculative attack in 1994-95. Calvo and Vegh
(1999) review and evaluate the literature on exchange rate-based stabilization plans in
developing countries. According to this study, countries ended up in
balance-of-payment crises because of fiscal problems, large current account deficits,
lack of monetary authority credibility, among other factors.

Finally, trade liberalization is assumed to increase the growth of imports and exports.
The net impact on the trade balance and the balance of payments will, however, depend
on the relative impact of openness on import and export growth, and on what happens to
the price of traded goods (Santos-Paulino and Thirlwall 2004). If the balance of
payments worsens, economic growth may be adversely affected on the demand side
because payment deficits are unsustainable, i.e., they may constrain growth to less than
the product-growth potential. If the goal is to avoid trade balance deficits, this issue
highlights the importance of import and export liberalization sequencing in developing
countries. In such circumstances, trade deficits are financed either by sustainable long-
term capital, or by short-term capital, which in turn, depends on interest rate
differentials. Ceteris paribus, the higher the balance-of-payments deficits, the higher the
domestic-foreign interest rate differential should be. This, of course, is unsustainable
and has severe short- and long-term impacts on economic growth and public finances.
The alternative to borrowing is currency devaluation, which is successful only if the
external crisis is not grave (Knan and Zahler 1985).

Santos-Paulino and Thirlwall (2004) empirically examine the impacts of trade openness
on the trade balances of developing countries. They find that trade liberalization has a
substantially higher impact on import growth than on export growth; that trade
liberalization worsens the trade balance and current accounts; and that the potential
impact of trade on economic growth is eroded by the adverse effects of the
balance-of-payment deficits on the economy. Parikh (2002) also finds evidence for a
broad set of countries that liberalization deteriorates the trade balance and current
accounts of developing countries. Pacheco-López and Thirlwall (2004) show that the
growth rate in Mexico has fallen as a result of the balance-of-payments problems caused
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by the rapid increase in the income elasticity of imports after openness. In a large set of
developing countries, De Gregorio and Lee (2003) find that balance-of-payment crises
have a strong and negative effect on GDP growth.

2.1.2 Pace and timing of reforms

Another issue that appears to be critical for successful economic reforms is the pace at
which reforms are introduced. It has been argued that gradual introduction of
liberalization reforms gives firms time to adapt and restructure to the new environment
constraints (Little, Scitovsky and Scott 1970; Michaely 1985). A rapid liberalization
process, for instance, tends to be accompanied in the short run by a significant increase
in import penetration, adding to unemployment and bankruptcies. Indeed, in highly
protected economies these effects are even stronger, and the prospects of a trade
imbalance are much higher. Santos-Paulino and Thirlwall (2004) find evidence that
trade imbalance, after trade openness, becomes substantially more severe in the more
closed economies than in ones with a low level of protection. A gradualist reform
pattern would reduce adjustment costs so that the economy can reallocate resources,
allowing firms to improve performance, and giving workers the time to re-train and find
jobs in the expanding sectors. Defining the adequate pace of reforms is, however, far
from being an obvious task for both economists and policymakers. This is due to the
static versus dynamic economic aspects that are always involved in the sequencing,
pace and timing of reforms.

The pace of policy reforms can be intrinsically related to political economy and the
institutional framework. As Rodrik (2000) documents, the most successful reforms were
those introduced gradually in stages, as in the East Asian countries. More recent
examples include China and India which, until now, had liberalized their markets only
partially and are still experimenting. Rodrik credits the success of these country cases to
the path of reform which took the country’s pre-existing institutions into account.2

Although reforms in Latin American and other countries were inspired at least in part by
the experience of the East Asian countries, they were introduced much more quickly
and, in some areas, more extensively than what was done in the example countries
(Rodrik 1996, 2000). Consequently, post-reform transition in the Latin American
countries has been more difficult than anticipated, and up to now most countries are yet
to experience any significant improvement in output growth rates (Solimano and Soto
2003; De Gregorio and Lee 2003).

Rodrik (1996), Krueger (1993), Edwards (1993b), among others, examine the factors
that drive the bulk and pace of reforms in developing countries. They argue that rapid
changes in policy orientations are ultimately a desperate attempt to deal with acute
economic crises. For instance, Lora (2000) investigates empirically the determinants of
reforms in Latin America and finds evidence that economic crisis is the main factor that
makes them viable. Thus, after several years of import-substitution strategies and strong
participation by the state in the economy, Latin American countries suddenly introduced
trade and capital account liberalization, privatization, and profound administrative
reforms. Rodrik (1996) argues that the acute macroeconomic crises, compounded with

2 A good example is perhaps the dual-track pricing system introduced in the agricultural sector in China
in the early stage of the reforms.
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the accelerating inflation and declining growth observed since the early 1980s,
eventually discredited the economic policies that had been developed over previous
decades and shaped the consensus of the society for the adoption of somewhat radical
policies.

An obvious question is why policies, which were perceived to worsen economic
conditions, were so long-lived in these countries. The answer offered by the literature is
related to distributional effects and political instability (Alesina and Drazen 1991; Özler
and Tabellini 1991; Cukierman, Edwards and Tabellini 1992, inter alia). An
unsustainable fiscal or monetary policy, which is suboptimal from the macro view, can
be effective in redistributing, at the expense of society, income or rents to favoured
groups influent in government decisions. In this framework, such policies last until the
costs incurred by the favoured group offset the benefits, thus working to postpone
reforms. At very high levels of inflation, it may be optimal for the benefited groups to
agree on stabilization. It seems that the ‘war of attrition’, as termed by Alesina and
Drazen (1991), and its deleterious consequences on the economy are perhaps a common
feature of societies with lower degrees of social cohesion and bad distribution of
resources. Rodrik (1999) finds that high inequality in conjunction with weak conflict
management institutions (such as social safety nets, rule of law, and democratic
institutions) is particularly destructive, and prevents societies from responding
adequately to macroeconomic shocks. Edwards (1993b) finds evidence that developing
countries with weaker governments and unstable and polarized political environments
have greater difficulties in implementing successful economic reforms. An important
outcome of this literature is that the longer the delay of reforms the higher the burden to
be incurred by society, and the more skewed it will be.

The period in which the reforms are implemented by a country may also determine their
effectiveness. International economic and institutional environments vary considerably
over time and consequently can be more or less conducive to the success of reform.
Nowadays, a vigorous export-led strategy supported by active industrial and trade
policies, as those implemented by the East Asian countries in the past, would not be
feasible. Indeed, the Uruguay Round and the resulting agreements in intellectual
property rights, subsidies, and investments, along with the restricted access to
developed-country markets for agricultural and other basic goods, WTO trade regime,
regional trade agreements, and the new financial architecture substantially reduce the
degree of freedom governments currently have for establishing policies aimed at
development.

A complementary issue is related to the short timespan in which trade and capital
liberalization took place in developing countries over the last 15-20 years. If countries
with ‘similar’ levels of comparative advantages introduce ‘similar’ reforms at the same
time, then one could expect that the terms of trade in the short run would be potentially
affected, and competition for foreign direct investments and credit would increase. For
instance, if garment-producer countries open their economies in anticipation of boosting
exports to finance growth, then the increased supply of garments on the world market
would depress prices, thus diminishing the benefits of openness.3 The competition to

3 The case of coffee beans is perhaps illustrative. In recent years there has been a substantial increase in
world production, and much of it came from countries such as Vietnam, significantly depressing the
price and thus the income of coffee farmers and rural labourers.
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attract FDI and market shares becomes even harder with the entrance of Eastern
European countries in European Union in 2004.

Hence, the ‘late-comer countries’, i.e., those which have recently introduced trade
liberalization and other market reforms, are facing with not only significantly more
institutional and economic constraints and narrower space in which to introduce
development strategies, but also added competition from other late-comer countries on
the export market. Furthermore, tougher competition in attracting foreign investments
has reduced the rewards of trade and capital liberalization (Arbache 2001a). Parikh
(2002) finds empirical evidence that the terms of trade in conjunction with trade
liberalization have been detrimental to the developing countries’ trade balances and
current accounts. These factors have to be taken into account in a comparison of the
reform experiences of the East Asian and late-comer countries, given the existence of
the significantly different environments and policy autonomy.

2.2 Reforms and income inequality

The most popular theorems according to which trade openness reduces inequality is
provided by the Heckscher-Ohlin, and Stolper and Samuelson (HOS). In short, according
to the HOS model, a country has a comparative advantage in the production of goods
which are intensive in the production factor that is relatively more abundant. Such a factor
is relatively cheaper compared to the price of other factors, which are relatively scarce. If
trade liberalization increases the demand for products with comparative advantage and
reduces the demand for factor-scarce goods, there will be a rise in the demand of the
abundant factor and thus in its relative price. Thus, developing countries that introduce
trade liberalization programmes should experience an improvement in income inequality
indicators, since they are abundant in unskilled labour.

Country studies, together with cross-country analyses for the developing countries that
introduced trade openness, have not supported the HOS proposition on inequality
(Hanson and Harrison 1999; Beyer, Rojas and Vergara 1999; Dollar and Kraay 2004;
inter alia). Furthermore, a relative wage rise for skilled workers is observed (Cragg and
Epelbaum 1996; Feenstra and Hanson 1997; Sanchez-Paramo and Schady 2002; Robbins
and Gindling 1999; Feliciano 2001, inter alia).

Complementary explanations have been put forth to interpret these empirical findings. As
was seen above, one consequence of trade liberalization is a rapid inflow of foreign
technology resulting from increased imports of machines and intermediate inputs, and
FDI. Generally the inflowing technology is skill-biased because it has been designed
mainly in the industrialized, skill-intensive world. A fortiori, because the new technology
is skill-biased within the industrialized world (Berman, Bound and Machin 1998), it
therefore induces a change in the labour demand in favour of skilled workers. This shift, if
sufficiently large, can outweigh the reduction in the demand for skilled labour that is
predicted by the HOS model. The magnitude of the technological shift on the wage
structure varies according to the elasticities of supply of skilled and unskilled labour, and
the elasticity of substitution.

Wood (1999) argues that the entry of countries with a high content of unskilled labour
like China, India, Bangladesh, Pakistan and Indonesia into global goods market in the
mid-1980s had an important impact on the income inequality of middle-income countries,
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particularly in Latin America. He argues that the increased supply of unskilled labour-
intensive goods changed the supply structure of goods in the world market, reduced their
prices and the return-to-factors involved in the production of such goods. This hurt the
countries that produced goods with some degree of comparative advantage. Consequently,
these countries were under pressure to change their production techniques to search for a
comparative advantage in the production of goods using semi-skilled labour. The result
was a rise in the demand for this type of worker, and boosted wage dispersion in these
countries.

The rationalization of production resulting from both FDI and tougher competition in the
domestic markets, and from the exit of the least efficient firms, also affect labour demand
to favour skilled workers. Indeed, if inefficient or low-productivity firms are unskilled-
labour intensive, their demise or exit from the market would induce an increase in the
relative demand for skilled workers. Recent empirical evidence on the part of Latin
American countries supports these hypotheses (Fernandes 2003; Pavcnik 2002).4

Wood (1994, 1999) reports rising demand for unskilled labour and declining wage
inequality in South Korea, Taiwan and Singapore after the 1960s introduction of an
export-led strategy. These cases are consistent with the implication of the HOS model that
integration of the developing countries to the international economy is accompanied by
greater employment and a reduction in income inequality. Thus, it seems that sequencing,
pace and timing of reforms matter for income inequality.

One standard link between inflation and inequality is through unemployment. The
assumption is that inflation, in the short run, adversely impacts on economic performance,
affecting job and income creation, and subsequently inequality. In countries severely
affected by chronic inflation, such as the Latin American countries in the recent past,
inflation can promote inequality through other complementary channels. The poor and
lower-middle income classes have limited access to the financial mechanisms that could
protect them from the adverse effects of inflation. For instance, since they do not have
access to interest-bearing chequing accounts, or goods purchased on credit, their
consumption is affected. Empirical evidence based on country studies and cross-country
analyses support the hypothesis that inflation worsens inequality (Gonzales-Rozada and
Menendez 2002; Urani 1996; Ferreira and Litchfield 1999; Li and Zou 2002).5

According to evidence in the literature, the poor are severely affected in the aftermath of
stabilization plans by the restrictive monetary and fiscal policies that normally accompany
anti-inflationary plans. Consequently, it has become widely recognized nowadays that
compensatory policies and social protection are fundamental components of structural
reforms.

Deregulation of the labour market is seen to play a key role in income inequality
reduction and poverty alleviation. According to the basic approach, if the labour market is

4 Several models have offered alternative explanations for the rising inequality in developing countries
after trade liberalization; among them are Feenstra and Hanson (1995) and Davis (1996). For further
details on this literature, see Arbache (2002).

5 Galli and van der Hoeven (2001) show that the impact of orthodox policies on inequality depends on
the initial level of inflation. If inflation is initially relatively low, orthodox policies may cause
increasing inequality.



10

competitive it is able to smooth out the adverse short-run effects of increasing imports,
restrictive fiscal and monetary policies, privatization, and other policy changes on
labour demand. The idea is simply that a deregulated labour market minimizes the
adverse effects of reform on the level of employment. However, if the labour market is
severely regulated, its responses to shocks and policy changes are limited, which
generates higher and persistent unemployment and makes jobs more precarious in the
informal sector. This view, however, is not widely accepted. It is argued that labour
markets in developing countries are already flexible because of employers’ non-
compliance with labour laws, and that the informal sector is mainly characterized by
poor growth rates and limited technology of the micro-entrepreneurs.

Advocates for labour market deregulation argue that the flexible labour markets of the
East Asian countries contributed to the success of employment generation during
reforms (Krueger 1990). Forteza and Rama (2001) conduct cross-country analyses for
more than 100 countries and find evidence to suggest that countries with more labour
market rigidities experience deeper recessions before adjustment and slower recovery
afterwards. On the other hand, Gruber (1997) finds that a reduction in the payroll tax in
Chile increased not employment but wages, as the previous employment and wage
levels were already adjusted for labour costs.

2.3 Reforms and poverty

Contrary to the link observed between trade and inequality, there is no well-established
theoretical association between trade and poverty. This matter has been treated by the
literature as an empirical issue. The basic static view implies that trade openness may
contribute to an enlargement of the cake, and consequently to an increase in the cake
slice of the poor.6 An obvious problem is that the poor do not necessarily get a bigger
slice of a larger cake. Ceteris paribus, the poor would benefit if the spurt of economic
growth caused by trade openness has a neutral or biased effect in favour of unskilled
labour, i.e., if the HOS model worked. In the short run, the magnitude of the trade effect
on unskilled labour wages would vary according to the supply elasticities of skilled and
unskilled labour. Another possible transmission channel is the impact trade
liberalization has on poor household consumer prices.

If trade openness favours the integration of poor workers, such as small farmers and
rural labourers, into the mainstream economy, then it may have a poverty-reducing
effect.7 But the opposite may occur if the increasing international integration
encourages the establishment of large plantations of exportable crops. Small farmers are
left aside and may be harmed by the subsequent concentration of land.8

6 Thus, the causality goes like this: trade → TFP growth → output growth → poverty reduction.
Ultimately, this is the trickle-down argument.

7 One example is the increasing participation of the Vietnamese coffee farmers in the world coffee
market after the introduction of an export-led strategy.

8 There are other complementary liberalization aspects linked to poverty such as agriculture protection,
TRIPs, labour standards, environmental standards, TRIMs, among others. These are beyond the scope
of this brief survey. For a detailed discussion, refer to McCulloch, Winters and Cirera (2001).
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The empirical evidence on trade and poverty is mixed, and the results are conditional on
the size of the country, trade policies, among other factors. Dollar and Kraay (2004) use
cross-country analyses and find that absolute poverty has declined more in open
economies than in autarkic ones. Hertel et al. (2001) simulate the impact of multilateral
trade liberalization on certain developing countries and find a variety of responses to
openness among poor households and among countries. Quibria’s study (2002) shows
that the economic growth following the introduction of export-led strategies in the East
Asian countries promoted rapid poverty reduction mainly through job creation.

Privatization of utilities and infrastructure may have an impact on poverty through
various channels, but the main channel is through economic growth. An appropriate
regulatory framework and privatization of SOEs are recognized as being conducive to
private sector investments, which ultimately affect output growth. Privatization is
assumed to boost growth through efficiency improvement, reduction of infrastructure
bottlenecks, and expansion of coverage. If privatization programmes promote
competition in the utility markets, then consumers benefit from better quality and
greater provision of services, and perhaps also lower prices. The poor may benefit more
because they spend proportionally a higher share of their budgets on utilities, and
because their access to services and infrastructure is generally much more restricted
than the non-poor.

Two important—and almost forgotten—potential side effects of privatization for the
poor are (i) the improved provision of and better access to energy, potable water and
sewage, factors which substantially improve health and well-being; and (ii) more and
better infrastructure in poorer areas and better access to such utilities raise the property
values of the poor, thus causing a wealth effect. These potential effects may have an
impact on the labour supply, investment in education, and access to the credit market,
for example.

The hypothesis of privatization benefiting the poor does not hold if the areas covered
and/or post-privatization prices do not match the needs and affordability of the poor. In
other words, privatization of utilities and infrastructure has to be supported with
regulatory means to make the coverage and access to poor areas compulsory, and
supported with some kind of subsidy in accordance with the purchase capacity of the
poor for these services.

Estache, Foster and Wodon (2002) survey the literature and conduct an extensive
investigation of the impacts of privatization on poverty in Latin America. They
conclude that the access to services and their affordability are still a major problem, and
that privatization does not necessarily reduce poverty. They argue that infrastructure
investment is central in alleviating poverty in the region.

Empirical evidence on the relationship between privatization and income inequality is
very scarce. Chisari, Estache and Romero (1999) find that operational gains from
private sector participation in utilities, and effective regulation in Argentina improved
the GDP and reduced income inequality. This can occur if effective regulations act as a
mechanism for transferring rents from companies to consumers, and if the poor are
targeted for the benefits.
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2.4 Conclusions

In view of the theoretical and empirical literature presented above, it seems that
structural reforms favour economic growth and reduce inequality and poverty.
However, structural reforms seem to be a necessary, but not a sufficient, condition for
achieving these goals. Based on the literature, the best we can say is that reforms may
succeed if certain conditions are met. The literature we reviewed points to some critical
issues that developing countries embracing structural reforms need to recognize:

— Coordination among micro and macro reforms. This issue is especially
important for countries with a long tradition of inflation, fiscal and
balance-of-payments imbalances, and is fundamental for avoiding conflicts
among reforms.

— Favourable political environment. Weak governments and a low degree of
social cohesion disrupt reforms and/or prevent their implementation.

— Fiscal discipline. Severe fiscal deficits jeopardize structural reforms.

— Balance-of-payments under control. Severe balance-of-payments imbalances
also jeopardize reforms, especially in countries with chronic
balance-of-payments problems. Exchange rate plays a key role during reforms.

— Pace of reforms adequate to country’s specificities. Pace and timing of reforms
have to take into account the country’s economic, social, and institutional
weaknesses and constraints, and the international economic environment.

In summary, achieving sustainable growth is possibly a harder task today than in the
recent past because of institutional constraints, protectionism from developed countries,
competition among late-comer countries, and the limited room for governments to
conduct development policies. Thus, the success stories of growth will be those in
which policymakers go beyond the standard recipe.

3 The structural reforms in Brazil

The political, economic and social contexts in which structural reform programmes are
introduced help to explain their content, attainment, and limitations. Moreover, the
context sets the conditions of failure or success of the reforms. Before going into detail
on policy changes, we review the domestic environment in Brazil prior to reforms.

3.1 The context of reforms

3.1.1 Politics

Following a coup d’etat against the leftist President João Goulart, the military held
power in Brazil from 1964 until 1985. The military enjoyed a degree of civil alliance
while the economy boomed in the 1970s. But the decline in economic indicators after
the oil crisis, and the painful austerity programme imposed on Brazil by IMF in the
early 1980s fuelled protests and strikes. These culminated in mass demonstrations to
support direct elections, thus precipitating the end of the military era.
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In early 1985, an electoral college elected Tancredo Neves as the first civil president in
twenty-one years. But he collapsed the night before his inauguration, and the presidency
was passed to Vice-President José Sarney, a conservative politician and long-time
supporter of the military regime. By October 1988, Sarney had become very unpopular
because of a sharp acceleration in inflation (in spite of three consecutive stabilization
plans) and allegations of corruption. Impeachment proceedings were initiated on
charges of corruption, but the measure was blocked through political bargains. During
Sarney’s presidency, Brazil experienced very rapid macroeconomic deterioration and a
worsening of the social indicators.

The first democratic elections in the post-military period in late 1989 had two front-
runner candidates; Lula da Silva, a labour union leader, and Collor de Mello, son of an
old-style conservative family, ex-ally of the military. The winner, Collor de Mello,
triggered extremely high expectations that he could rid Brazil of inflation and rampant
corruption. Collor’s ambitious programme involved curbing the size of the state,
privatization, deregulation of markets, and trade liberalization. He began his term of
office by defaulting on the internal public debt and confiscating some US$50 billion in
financial and bank assets from depositors and investors, plunging the country into a
strong recession. These policies stirred the anger of important sectors of the society,
from civil servants to the business leaders who had been hurt by trade competition and
deregulatory measures. Although he commanded a small minority bloc in Congress,
Collor’s high ratings in the polls and excellent television communication skills
dissuaded many politicians from opposing his unusual proposals in the election year. As
inflation increased in 1991 after two short-lived stabilization plans, the government
began to flounder, and the opposition was able to thwart many of the government’s
proposals. Serious accusations of corruption led the Congress to start impeachment
proceedings against him in 1992. Later investigations revealed that the corruptive
system had numerous collaborators in the Congress and in the executive branch.

Vice-President Itamar Franco took over the government, installed a politically balanced
cabinet and sought broad support from Congress. Contrary to Collor, Franco was a man
of more simple habits and tastes, but quite temperamental. The economy recovered
during his administration, although the inflation rose in step with growth. In 1993,
Senator Fernando Henrique Cardoso was appointed minister of finance, and conducted a
successful stabilization attempt, the Plano Real. A month after the plan went into effect
Cardoso resigned as minister to run for presidential elections. The success of the Plano
Real helped Cardoso gain an outright victory against Lula da Silva in the first round of
the election. He had massive support from most of the Congress political blocs, and
from the majority of the newly elected governors. Cardoso came to power in a unique
political environment to lead the country successfully to prosperity. The election of
Cardoso is viewed by many as the re-inauguration of the re-democratization period after
the frustrations of the Sarney and Collor presidencies.

3.1.2 Economy

From the end of the Second World War till the mid-1980s Brazil followed an import-
substitution industrialization (ISI) strategy. After the war, balance-of-payment crisis and
rising inflation led the government to adopt foreign exchange controls and import
licensing, giving priority to the import of essential goods, fuels and machinery, thus
strongly protecting the consumer goods industry. Early in the 1950s, the government
adopted an explicit ISI policy, as it was understood to be the only way to modernize the
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economy and to promote rapid growth. Several instruments were put in place, such as
foreign exchange controls and a multiple exchange rate system, designed at selecting
imports considered to be essential. Similarly, some exports were promoted with higher
exchange rates than those of traditional exports, but the performance of the export sector
improved only modestly. Complementary measures were introduced, including
subsidies, a new tariff system, and strong inducements to foreign direct investment.
Programmes intended to better steer the industrialization process, to remove
bottlenecks, and to promote vertical integration were created for industries considered
essential for growth, notably the automotive, cement, steel, aluminium, cellulose, heavy
machinery, and chemical industries. The protective system evolved in such a way that
by the end of the 1980s more than half of all industrial products were in the ‘Anexo C’,
the list of items not to be imported.

As a result of the ISI, the Brazilian economy experienced rapid growth and considerable
diversification, and the average annual rate of growth exceeded 7 per cent in the 1950s.
The structure of the manufacturing sector changed substantially as a result of the
policies in place. Traditional industries such as textiles, food products, and clothing
declined, while transport equipment, machinery, electric equipment and appliances, and
chemical industries expanded. The rapid growth resulted in a substantial increase in
imports, while the foreign exchange policies proved inadequate for export growth,
which led to increasing trade deficits. A feature of the ISI era was the establishment of
SOEs in infrastructure and in tradable industries. At the end of the 1980s, public
companies were largely dominant in several sectors.

The modernizing economic reforms of 1964-67, such as the establishment of a central
bank, financial reform, and anti-inflationary policies, together with the favourable state
of the world economy, created good conditions for very rapid growth between 1968 and
1973, when the average annual rate of growth of GDP reached 11 per cent. The external
sector contributed to the high growth rates, as did the rapid expansion of capital
accumulation, including a growing share of public investment and investment by SOEs.
Thirlwall and Hussain (1982) show that half of Brazil’s growth rate in the 1950s and
1960s was financed by capital inflows. The industrial sector generally experienced not
only fast growth but also considerable modernization. As a result, imports of capital
goods and basic and semi-processed inputs increased rapidly.

Brazil suffered drastic reductions in its terms of trade as a result of the 1973 oil shock.
With the trade balance under pressure, the oil shock led to a higher import bill. Under
these circumstances, one prudent course of action would have been to devalue the
currency and to adopt growth-reducing policies in order to contain imports. However,
Brazil opted to continue a high-growth policy, and adopted renewed ISI and economic
diversification strategies. This strategy was effective in promoting growth, but it also
sharply augmented Brazil’s import requirements, increasing the already large current
account deficit, which was financed by running up foreign debt. Despite the world
recession resulting from other countries’ adjustments to the oil shock, Brazil was able to
maintain a high growth rate, and between 1974 and 1980 the average annual rate of
growth of real GDP reached 7 per cent. However, the current-account deficit increased
from US$2 billion in 1973 to US$13 billion in 1980, and foreign debt rose from US$6.4
billion in 1963 to nearly US$54 billion in 1980.

The effects of the industrialization of 1974-85 on the balance of trade were significant,
as it moved from an average deficit of US$3.4 billion in the 1974-76 to an average
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surplus of US$11 billion in 1983-85. Brazil was able to raise its foreign debt because
the international financial system was awash in petrodollars and was eagerly offering
low-interest loans. By the end of the 1970s, however, the foreign debt had reached high
levels. Additionally, the marked increase in international interest rates after the
Mexican’s moratorium in 1982 raised the debt service, forcing the country to borrow
more just to meet interest payments.

One key feature of the 1974-80 period was the sharp acceleration of inflation, which
rose from 15.5 per cent in 1973 to 110 per cent by 1980. Over the 1980s, inflation
accelerated even more rapidly reaching hyperinflation levels by the end of the decade
(see Figure 1). The high and persistent inflation observed for years in Brazil has a fiscal
origin, and its explanation goes beyond the single inflation tax story.9 Bacha (1994)
shows that harsh disputes among economic and political groups regarding public
spending and subsidies produced public budgets in which total public expenditures were
substantially higher than total public revenues, thus causing inflationary pressure. In
order to accommodate inconsistent budgets, fiscal authorities used to delay the actual
spending, in anticipation that inflation would reduce its real amount. This ‘way out’ for
managing public budgets was feasible only when there was little or imperfect indexation
of inflation, and no external shocks.

The debt crisis that followed the Mexican default exposed the inconsistencies in the
fiscal regime. The sudden halt in international financing of the balance-of-payment
deficits called for strong measures for fiscal adjustment which, in fact, never occurred.
As a consequence, the fiscal and balance-of-payment deficits fuelled inflation, and
caused widespread demand for public spending, wage and price indexation, thus
accelerating inflation very rapidly in the first half of the 1980s. The re-democratization
process in 1985 was followed by expansionist fiscal policies that brought more
inflationary pressures.

The main outcome of the acceleration of inflation was a strong and increasing economic
instability, causing adverse impacts on economic growth, a dramatic drop in
investments, and rising income inequality. Several desperate heterodox attempts based
on price and wage freezes to stop inflation were undertaken between 1986 and 1991, but
all failed mainly due to the lack of fiscal adjustment.10 All stabilization attempts led to
an immediate drop in inflation, with subsequent rapid acceleration, after economic
agents increasingly become the wiser from previous plans, and learned to develop
self-protection mechanisms against inflation and new price freezes. This process of
anticipation and learning led to increasing rates of inflation that eventually developed
into hyperinflation. Thus, the pre-Plano Real annualized inflation rate of June 1994
reached 5,300 per cent.

After decades of rapid economic growth, there was an abrupt economic slowdown in
1980-92, and the average output growth rate fell to 2 per cent. Bugarin et al. (2002)
show that the detrended per working age output dropped 26.5 per cent below the 1992
trend, as compared with 1980, characteristic of a depression (see Figure 2). A sharp

9 The monetarist view of inflation acceleration considers inflation tax as a mechanism of public deficit
financing along with the Cagan’s (1956) model (Silva and Andrade 1996).

10 In total, five stabilization plans were introduced during the Sarney and Collor administration periods:
the Cruzado (1986), Bresser (1987), Verão (1989), Collor I (1990) and Collor II (1991).



16

drop in output followed the Mexican crisis and, after some recovery, a much stronger
drop followed during the period of heterodox stabilization plans. Bugarin et al. show
that the main cause of this output drop was the relative price of investment goods. They
argue that the increasing macroeconomic instability caused by the price and wage
freezes and fiscal deterioration encouraged economic agents to seek protection for their
savings. This fuelled the demand for real estate. As a consequence, the price level of the
construction sector, which accounts for the larger share of total investments in Brazil,
grew much faster than the price level of the economy, and gross investment, as a share
of GDP, fell from 23.6 per cent in 1980 to 14 per cent in 1992.

Pinheiro (2003) presents a similar story. He conducts a growth accounting
decomposition and shows that capital accumulation drops from 4.5 per cent in 1964-80
to 1.3 per cent in 1981-93, accounting for half of the average output growth fall of 6.2
per cent in the period. TFP also fell significantly, from 1.7 per cent to -0.7 per cent.
Capital accumulation, together with TFP, explains 90 per cent of the output growth
collapse. The 1980s became known as the ‘lost decade’, and its severe economic
problems were to spillover into the growth of the 1990s.

Figure 1
Inflation rate (IGP-DI)
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Figure 2
Detrended per working age person output (1980=100)
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3.1.3 Social conditions

Despite its relatively high average per capita income, Brazil has a highly skewed
income distribution, among the world’s worst. Socioeconomic inequality involves
subtle forms of residential, educational, and workplace discrimination that tend to
segregate members of distinct socioeconomic strata so that they live, work, and circulate
in different settings. The poor has limited—and at times no—access to government
services such as health, education, and sanitation, and limited participation in the formal
labour market. Consequently, they are generally not covered by labour legislation nor
by most social protection schemes. Poverty is widespread in urban and rural areas,
reaching the highest levels in rural parts of the northeast region.

Various forms of deprivation, growth of favelas, urban violence, street children, and
epidemics of diseases such as dengue, have been common not only in large, but also in
medium-sized and small cities all over the country. The pervasiveness of high levels of
poverty and inequality along with the high concentration of land and property, and the
deepening of the economic crisis, started to create tensions in rural and urban areas in
the late 1980s. Pillaging and seizures of unused private land and urban properties
fuelled conflicts in various parts of the country, especially in the poorest regions, as the
numbers of landless workers increased. The rising social problems and the limited
effectiveness of governmental policies to tackle the huge social problems raised
concerns and uncertainties, and called for urgent policies to promote growth and create
jobs. For the 1990s, this was perhaps the main legacy of the previous decades.

3.2 The major reforms

3.2.1 Trade liberalization

Prior to 1990, the Brazilian economy was highly protected and regulated by virtue of
the vigorous ISI strategy that was followed by successive administrations. As a result,
Brazil was a closed economy by the end of the 1980s. Some modest tariff reduction and
the lifting of redundant barriers commenced in 1988. However, the major break with the
ISI era began in 1990 under the Collor administration, when efforts to contain inflation
were combined with drastic trade liberalization. The government introduced a four-year
schedule to reduce the level of protection, but in practice it was completed in only three
years. By the middle of 1993, most of the complex and bureaucratic non-tariff barriers
had been removed, and a new tariff structure was imposed, which substantially reduced
the degree of protectionism. In 1987, the weighted average nominal tariff was 55 per
cent; by 1992 it had been reduced to 14 per cent. This was accompanied by a sharp fall
in the range of tariffs and a decreasing standard deviation to about one-third of the
previous figure. The weighted average effective tariff, which remained largely
unchanged in the 1980s, dropped from 68 per cent in 1987 to 18 per cent in 1992, while
the standard deviation declined from 54 per cent to 17 per cent (Kume, Piani and Souza
2003). On the export side, subsidies were eliminated and tax incentives were drastically
reduced in 1990. Although the new tariffs were still relatively high by international
standards, the removal of non-tariff barriers shifted the pattern of protection, especially
in the manufacturing sector, and signalled that the long period of protectionism was at
an end.

Coupled with the appreciation of the exchange rate (see Figure 3), trade liberalization
led to a significant importation of consumer goods, enhancing the competition in
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domestic markets and consequently pushing the local firms to improve competitiveness.
Accordingly, there was a sharp increase in imports of capital goods and machinery. The
trade flow rose steadily, with imports increasing by 257 per cent and exports by 151 per
cent between 1990 and 1996. By 1996, the import penetration ratio had reached 10.7 per
cent, more than twice the 1990 figure, and the quantum of imports had increased almost
three times over the same period. Most of the effects of trade liberalization on the trade
balance were, however, postponed until 1994 and later due to the 1990-92 economic
stagnation and devaluation of exchange rate in 1991-92. In 1994, the combination of
further pragmatic liberalizing measures seeking to discipline domestic prices in the
aftermath of the Plano Real and increasing appreciation of the exchange rate affected
the trade accounts in such a way that the trade balance, after a long period of surplus,
started to face growing deficits (see Figure 4).

Figure 3
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Figure 5
Trade-to-GDP ratio
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Figure 5 shows that after the turn of the 1980s the import plus export to GDP ratio
based on current prices rose in the 1990s, although it remained quite low by
international standards. By 2002 trade policy was still playing an active role in the
allocation of resources, as suggested by the large variation in effective tariffs at the two-
digit industry level, ranging from -34 to 60.5 per cent (Moreira 2004).

3.2.2 Privatization

The privatization of SOEs in Brazil began modestly in 1981, and was confined mainly
to the re-privatization of companies that had been incorporated by the government
because of debts. Twenty companies were sold in the early 1980s, totalling US$190
million in revenue. During the Sarney administration, 18 SOEs owned by the National
Economic Development Bank (BNDES) were privatized, totalling US$539 million in
proceeds. Most of these were small- to medium-sized companies in sectors already
dominated by the private sector. According to Velasco (1999), privatization during this
period was possible, not only because of government determination, but also because of
the efforts made by BNDES, whose main motivation was to rid itself of loss-making
companies. Velasco argues that President Sarney endorsed the sales only because the
companies being privatized were not politically sensitive. Political support for a broader
privatization programme was low, and in 1989 the Congress rejected a law that would
have made SOEs, except those protected by constitutional impediment, subject to
privatization.

Policy changed significantly during the Collor administration. Facing imminent
hyperinflation and a virtually bankrupt public sector, plans for privatizing the public
enterprises were launched in conjunction with a stabilization attempt. It was in this
context that privatization became one of the major planks of the economic reforms of
the 1990s. Although much of the rhetoric used by advocates of privatization at the time
emphasized economic efficiency and competitiveness, privatization is better understood
as a desperate response to the deterioration of public finance and the rapid worsening of
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macroeconomic indicators. Its ultimate aim was to generate fiscal revenues to reduce
the public debt substantially and to consolidate price stability. The economic crisis and
the poor economic performance of the SOEs were fundamental factors in rallying the
support of the general public for the privatization plan.

It is not a surprise that many SOEs were in critical financial situation when the
following is taken into account.11 First, SOEs were frequently used as a political
bargaining tool, in which political appointees with poor administrative skills held
management positions. Second, they were used as a means to contract foreign loans
beyond their needs in order to meet the current account deficits, thus seriously harming
their performance. Third, SOEs were heavily utilized for anti-inflationary purposes, and
the prices of their goods and services often lagged behind inflation, benefiting
consumers at the expense of public finance.12

The national privatization programme (PND), created by the BNDES in 1990, expanded
the scope of privatization to include a number of enterprises formerly considered as
strategic by earlier governments. During the Collor government, there were no further
advances in the privatization programme due to the failure of stabilization plans and the
impeachment proceedings. In 1990-92, fifteen SOEs were privatized, yielding about
US$3.5 billion in total proceeds.

During President Franco’s administration, privatization continued despite his
sympathetic nationalist views. Among the most important enterprises sold in 1993-94
was Embraer, the Brazilian Aeronautics Company. Other sold enterprises included
chemical, fertilizer, and mining companies, and the steel sector was totally privatized by
the end of 1994. Altogether, 25 SOEs were sold in 1990-94, yielding US$12 billion in
proceeds and debt transfers.

Privatization gained momentum under the first administration of President Cardoso,
who shifted the focus to the SOEs responsible for a major part of Brazil’s economic
infrastructure, among these, enterprises in the energy, transportation, and
communication sectors. The constitutional amendments necessary for privatizing the
public monopolies and infrastructure, which in the past had been considered strategic
for the country, were possible mainly because of the initial success of the Plano Real.
This gave the government sufficient power and public support to push for the changes.
The incoming government regarded the privatization programme as a key measure for
raising revenues and achieving the fiscal discipline needed to sustain the Plano Real.
Privatization was also considered fundamental for making the investments in utilities
and infrastructure vital for sustainable growth. In a departure from earlier policy, the
giant mining company CVRD, one of Brazil’s largest enterprises, was privatized under
intense resistance, demonstrations, and legal battles between the government and
opposition party lawyers.

Between 1995 and 1998, the sale of companies in various sectors such as banking,
transportation, mining, power generation and distribution, and telecommunication
generated US$78.5 billion in total proceeds and US$15 billion in debt transfers. The

11 The three points that follow are from Pinheiro (2000).

12 This is seen as a key reason for explaining the opposition of national business leaders to the
privatization programme (Velasco 1999).
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privatization process was decelerated in the second term of President Cardoso, partly
due to a loss in political support. The state still remains the owner of companies and
assets in several sectors, most notably in the electricity, water and sanitation, and
banking sectors.

Between 1990 and 2002, more than 130 state and federal companies were sold,
rendering US$105.5 billion in total revenues, which, according to the BNDES, makes it
one of the largest privatization programmes in the world. These amounts played a
substantial role in preventing a worsening of the current account deficit and public debt.
According to Pinheiro, Giambiagi and Moreira (2001), the ratio in 1997-2000 between
FDI inflows associated with privatization and current account deficit averaged 25 per
cent. Carvalho (2001) shows that at the end of 1999 the public debt was 8.4 per cent of
GDP lower than it would have been in the absence of privatization. Conversely, Macedo
(2000) argues that privatization had a ‘macroeconomic cost’ as the enormous proceeds
from both national and foreign investors made the government less inclined to pursue
fiscal and current accounts adjustments in the 1995-98 period, thus postponing the
needed measures, and inflating the costs of the adjustment later. Despite the huge
amounts involved, the privatization programme did not contribute to reducing the public
debt; on the contrary, the increase in the debt surpassed the revenue obtained from
privatizing the SOEs.

One important consequence of privatization was the managerial changes observed in the
former state companies. In many cases, they became technologically updated, more
customer-oriented, raising productivity and output, increasing profits, and in turn,
having more access to credit for financing new investments. In infrastructure, however,
the sector suffering from a serious lack of investments for years because of the long
fiscal crisis, the benefits of privatization have not emerged yet. The reform of the
regulatory legal framework and the establishment of regulatory agencies are still not
complete, contributing to postponed investments.

3.2.3 Deregulation of markets

Major moves towards the deregulation of markets were introduced in 1990. Restrictive
rules and laws that had prevented contest in many sectors for a considerable period of
time began to be removed, and price controls and restrictions to entry were eliminated
in a number of sectors to stimulate competition, especially in manufacturing and service
sectors. Over the following years, the anti-trust legislation was strengthened and
modernized, and a consumer protection law was passed, which made firms liable for the
quality of their products and advertising. A new legislation on the protection of
intellectual property rights was passed in line with the Trade Related Intellectual
Property Rights Agreement of the World Trade Organization.

Constitutional amendments were approved eliminating discrimination against foreign
capital in various businesses, and discontinuing public monopolies in oil exploration,
gas, electricity, telecommunications, infrastructure, among other sectors. This allowed
the participation not only of domestic companies, but also foreign companies in the
market. Foreign investors were also granted the right to participate in privatization, and
by 2002, their share in the total privatization proceeds reached 48 per cent, amounting to
about US$50 billion. This was a substantial change in view of the long-established
position among influent politicians and business leaders who maintained that the greater
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participation of foreign capital could end up denationalizing the economy, which was
perceived to be against the national interests.

The privatization of major utility sectors and the foundation of Mercosur in 1991—the
trade agreement comprising Brazil, Argentina, Uruguay and Paraguay—played a
substantial role in attracting FDI to Brazil, as many multinational companies made Brazil
the regional export base for the Mercosur countries (Pinheiro and Moreira 2000). From
1990 to 1995, the inflow of FDI was, on average, US$3.2 billion per year. From 1996 to
1999, it jumped to an average of US$21.3 billion per year (see Figure 6). As a result, by
the end of the 1990s Brazil had become one of the top major FDI destination countries.

With regard to the labour market, some changes were introduced in the 1990s which
aimed at reducing the strong degree of interventionism of the labour legislation, and at
increasing the flexibility of labour relations. In 1994, a law called ‘Cooperative Law’ was
passed allowing firms to hire workers through cooperatives. The cooperatives in turn were
not obliged to comply with certain labour costs, which in practice meant that employers
were allowed to bypass some provisions of the Labour Code. Since then, outsourcing
through cooperatives has grown sharply as a method for reducing labour costs. In 1998
another law was passed, which for the first time allowed part-time labour contracts to be
issued. This law also introduced the establishment of a compensation scheme for
overtime.

Figure 6
Foreign direct investments (US$ million)
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3.2.4 Stabilization

In 1994, the Plano Real was introduced, and its novelty was the virtual currency, the
URV.13 The URV was pegged to the US dollar on a one-to-one basis, and there were
daily quotations of the URV in the prevailing currency, which rose according to inflation.
Taxes, social security, minimum wages, exchange rates, and public utility prices were all
converted to the URV. Economic agents were encouraged to set their prices and contracts

13 For a thorough theoretical discussion on the fundamentals of the Plano Real, see Silva and Andrade
(1996).
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voluntarily in the new unit within a period of four months. The aim was to align relative
prices and wages in order to break with indexation and free the economy from the inertial
effect on price formation without having to freeze prices, as before. At the end of the
fourth month, the URV was converted on the 1st of July 1994 to the new currency, the
real, set to equal one US dollar. The entire monetary base in the old currency was
physically replaced by the new currency in just a few days. The Plano Real was
successful in bringing inflation down, and inflation dropped from 50 per cent in June to
about 2-3 per cent in the following months, and to one-digit figures thereafter (see
Figure 7).

The diagnosis of inflation made by the economists of Plano Real was similar to that of the
previous stabilization attempts, that is, there was an inertial component to inflation. But
there were also fundamental differences in the plans. First, the domestic and international
conditions were particularly favourable. On the one hand, there was large international
financial liquidity at the time, which reduced the external sector constraints. On the other
hand, trade and capital liberalization, privatization and other market reforms were in
place, which helped to discipline price formation, attract foreign capital, and to provide
extra revenues for the state.

Second, there was recognition that fiscal discipline was critical for the success of
stabilization. Indeed, in a low inflationary environment, fiscal disequilibrium soon
becomes apparent, and only a new fiscal regime could sustain the Plano Real. Major
fiscal reforms were desperately needed at the time, and these required constitutional
amendments and subsequently strong political support. Reforms in areas such as the
public pension system, social security funding, transfers of funds and division of spending
among federal and state authorities, among others, were bringing about the collapse in
public finance.

In spite of authorities’ commitment to fiscal discipline and to the implementation of the
reforms needed, the fiscal accounts went from an operational surplus of 1.14 per cent of
GDP in 1994 to a deficit of 5 per cent in 1995. The deterioration of public accounts
continued, reaching an operational deficit of 7.4 per cent of GDP in 1998 (see Figure 8).
Amann and Baer (2000) argue that the government’s soft approach to fiscal discipline
resulted, on the one hand, from the failure of President Cardoso to secure the fiscal
reforms in the Congress, reflecting the unwillingness of his fragile political coalition to
cut spending, and on the other hand, from the outcome of the president’s relentless pursuit
of the constitutional amendment to allow his re-election. This amendment demanded such
intense political negotiations and bargaining that it eventually changed the political
agenda, thus delaying fiscal reforms.

In view of the worsening of fiscal accounts, the Plano Real became contingent largely on
the role of the exchange rate for maintaining price stability. Interest rates were
increasingly used to attract foreign capital, aiming at keeping the exchange rate anchor
(see Figure 9).14 Of course, this regime was unsustainable, especially because the high
interest rates were having negative effects on the fiscal accounts, causing severe fiscal
disequilibria. Figure 10 shows that the public sector’s interest payments jumped from
3 per cent of GDP in 1993 to 5 per cent in 1995.

14 The SELIC interest is set by the central bank and is the floor interest rate of the economy (see
Figure 9).
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Figure 7
Inflation rate (IGP-DI)
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Figure 8

PSBR-to-GDP ratio (operational concept)
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Figure 9
SELIC—basic interest rate (annualized)
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Figure 10
Public sector interest payments-to-GDP ratio
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Figure 11
Current accounts (US$ million)
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In the external sector, there was a substantial deterioration in the current account
resulting from various factors. First, the use of the exchange rate as an anchor to keep
inflation down, along with high foreign capital inflows, appreciated the real, causing a
trade balance disequilibrium (see Figure 4).15 Second, there was a substantial increase
in interest and dividend payments between 1994 and 1998, reaching 4 per cent of GDP
in 1997. Third, after decades of strong protection, the rapid trade liberalization led to
high growth in imports. At the same time, post-stabilization consumption, investment
booms and the expansionist fiscal policy stimulated the growth of imports even further.
As a result, the current account increased from a deficit of US$1.8 billion in 1994 to a
deficit of US$18.4 billion in 1995. The deficit has worsened since then, reaching
US$33.5 billion in 1998 (see Figure 11).

15 In the first months of the Plano Real the exchange rate experienced a huge appreciation mainly as a
result of the anchor policy, reaching 0.81 real per dollar (see Figure 3).
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Indeed, the Plano Real was being sustained at the expense of increasing deterioration of
the fiscal and external accounts, compounding what later would bring very serious
difficulties to output growth and social indicators. The gradualist policy adopted to tackle
the growing macroeconomic imbalances can be explained by the easy access to portfolio
capital and increasing FDI inflow. Thus, the FDI-to-current account ratio in 1995 was 24
per cent; increasing to 46 per cent in 1996; and to 62 per cent in 1997; reaching 86 per
cent in 1998. Of course, this strategy could not last long as the increasing dependency on
foreign capital to finance the explosive current account deficits made the economy highly
vulnerable to external shocks and eventually to speculative attacks.

The Mexican crisis in March 1995 began to bring up uncertainties about the sustainability
of the Plano Real. In order to protect the real, the government adopted a tight monetary
policy. Thus, in the aftermath of the Asian crisis in October 1997 the annualized interest
rate reached 42 per cent (see Figure 9). In view of the widespread concerns over the
macroeconomic indicators and increasing fears of the devaluation of the real, the
government was forced to take action with regard to the fiscal deficit and to the
appreciated exchange rate. Public spending was cut in 1998, generating some
improvement in the primary result, while the exchange rate was depreciated by 6 real
percentage points.

The Russian crisis in August 1998 forcefully exposed the contradictions of the Plano Real
and made the situation unsustainable. The government substantially raised interest rates in
a dramatic attempt to maintain the exchange anchor in place, but the measure was useless,
as investors increasingly believed that a strong devaluation of the real was inevitable. As
a result, they started withdrawing funds in large quantities from the country. Between
August and September 1998, Brazil lost about US$30 billion in international reserves.
The desperate increases in interest rates to save the real in 1997 and 1998 affected the
public accounts, causing public sector interest payments to reach an astonishing 7.5 per
cent of GDP in 1998 (see Figure 10).

In view of the increasing risk of collapse of the economy, the IMF, the World Bank and
the US government announced a large emergency loan of US$41.5 billion to Brazil. In
October 1998, just after the re-election of President Cardoso, the government proposed
major fiscal reforms to the Congress in a desperate attempt to avoid economic collapse.
By December, the Congress had approved only part of the proposed reforms, raising the
expectations of imminent default. Indeed, capital outflows accelerated, depleting
international reserves at about US$1 billion a day during the first days of January 1999. In
a dramatic and desperate move, the government was forced to allow the exchange rate to
float freely in mid-January. This caused the real to overshoot, jumping from 1.21 before
devaluation to 2.06 by February 1999. The devaluation brought immediate changes to the
external accounts. Trade deficit diminished rapidly as a result of major cuts in imports, a
drastic drop in international travel, 50 per cent profits cuts, and other remittances.

Stringent fiscal measures were taken in 1999. The Congress approved a tax raise, and
since the government was keen to meet the budget primary surplus stipulated by the IMF
agreement, an inflation target system was introduced, and the interest rate was kept high.
However, by the end of the year, the budget surplus attained was larger than the IMF
requirement, and a fiscal policy regime that would prevail during the entire second
administration of President Cardoso was inaugurated. Further fiscal measures were
introduced over the next years, giving rise to a rapid reduction of the operational deficit
(see Figure 8).
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Between 2000 and 2002, a series of external factors adversely affected the economic
performance of Brazil. Concerns and speculations on the prospects of recovery were
renewed. First, the moratorium and deepening of Argentina’s crisis—one of Brazil’s main
trade partners—heavily affected exports. Second, the downturn of the US economy had
an adverse impact on the world economy. Third, there were major declines in FDI
inflows. Fourth, an unprecedented energy crisis developed because of draught (almost all
power generation in the country is hydraulic-based) and the paucity of investments. The
result was severe rationing of electricity.

The weak performance of the economy in 2001, the poor post-devaluation export growth,
and the falling inflow of foreign capital increased anxiety that, similar to Argentina, Brazil
might default. As a consequence, there was a substantial reduction in international
financing, which led to strong exchange rate depreciations and increased volatility. The
exchange rate volatility and the high interest rates affected both the long-term private
investments and fiscal accounts, as a substantial amount of the public debt was dollar
denominated. The exchange rate rises affected inflation through both the elevation of the
costs of imported inputs, and through increased utility prices. Utilities had been pegged to
a price index which was very sensitive to exchange rate movements. The macroeconomic
deterioration led to further interest rate hikes, thus reducing the chances of an eventual
economic recovery.

In 2002, the prospects that the leftist candidate in the upcoming presidential elections,
Lula da Silva, could win kindled uncertainties once again. There were concerns of a
socialist regime and unsound policies and the country-risk ratings soared to
unprecedented levels, bringing additional difficulties to companies and public accounts.

One impact of the Plano Real for public finance was the sharp growth of the public
debt-to-GDP-ratio (see Figure 12), in spite of the substantial rise in the tax
burden-to-GDP-ratio from 25 per cent to 35 per cent, and privatization. This would have
sizeable consequences for economic activity in the following years.

Figure 12
Public debt-to-GDP ratio (net)
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3.3 Conclusions

An examination of the structural reforms undertaken by Brazil in the 1990s suggests
enormous economic policy changes. In a few years, Brazil moved from an economy that
was quite closed, strongly regulated, and public-enterprise dominated to one that was
more open and market-oriented. The sectoral shifts and social costs incurred were
undeniably high, and an obvious question that arises is whether all this effort paid-off in
terms of sustainable growth and improved well-being for the population. The next
session sheds some light on this issue, by assessing the impacts the reforms had on
social indicators and output growth

4 The impact of reforms on social indicators and economic growth

In order to assess the impacts of reforms on poverty, inequality and output growth, this
paper brings together a number of empirical findings on reforms that are already
available for Brazil. Before going into detail, we briefly present the developments of
poverty, inequality, and economic growth before and after policy changes. Figure 13
presents the share of population under the poverty and indigence lines.16 A significant
drop in poverty occurred just after the Plano Real in mid-1994, and since then the
indigence and poverty lines have remained fairly stable. Figure 14 shows the Gini and
Theil-T income inequality indices. Despite the various phases of stop-and-go, economic
crises, hyperinflation, price and wage freezes, and structural reforms, inequality also
remained stable post-reforms. A preliminary look at these social indicators suggests that
structural reforms so far have hardly benefited the poor.17

Figure 13
Poverty and indigence as share of population
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16 The poverty and indigence lines are constructed on basis of the families’ financial capacity to provide
a minimum number of calories per capita per day in accordance with the FAO standard. The years
missing in series are due to lack of data.

17 Ferreira and Barros (1999) show that although the poverty and inequality indices of 1976 and 1996
were virtually the same, educational, demographic and labour market changes took place in such a
way that they off-set each other, thus accounting for the income inequality stability. They find,
however, a substantial increase in extreme urban poverty.
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Figure 14
Income inequality
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Figure 15

Per capita output growth rate
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Figure 15 shows the per capita growth rate. The dotted line is the quadratic trend of the
per capita output growth. While the instantaneous rate of growth of the per capita output
in 1964-79 was 5.7 per cent, it declined sharply to 0.7 per cent in 1980-02, and in 1994-
2002 it reached a disappointing 0.64 per cent. The figure shows that the structural
reforms implemented in the 1990s were not able to reverse the long-term trend of
declining output growth.

Figure 16 presents the fitted and actual logarithm of the per capita output. The fitted line
can be interpreted as the long-term trend of the per capita output. Two points seem to
emerge. First, taking the fitted line as a reference, Brazil has experienced long economic
cycles over the last decades. Second, after a strong boom, the economy entered a rather
stagnant period since 1980, and the fitted-actual gap has been increasing since 1990,
suggestive of an economic depression. The poor economic performance in the post-
reform period implies that something went wrong, as market-oriented reforms are, a
priori, understood to be pro-growth.
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Figure 16
Ln per capita output

Source: Ipeadata.

4.1 Impacts of reforms on poverty and inequality

In 1990-2002, the labour market indicators experienced significant change. By 2002,
more than 50 per cent of the labour force was employed in the informal sector;
unemployment was about 11.7 per cent; and real average wage had lost 15 per cent of
its purchase power, as compared with 1997. The causes of such deterioration are
certainly associated with the country’s mediocre economic growth, but also perhaps
with the reforms undertaken in the past decade. This section brings evidence on whether
and how the structural reforms have favoured the poor.

The empirical literature analysing the impact of trade liberalization on wage distribution
in Brazil reveals that the observed effects are different from those predicted by the HOS
theory. Arbache, Dickerson and Green (2004a) find that wages in the traded sector,
when allowing for human capital, were substantially reduced by the increased degree of
openness after liberalization. This is consistent with the view that the reforms raised the
degree of competition in the traded industries and thereby reduced rents. Menezes-Filho
and Arbache (2003) and Arbache (2000) find that the fall in rents reduced the
bargaining power of workers, as the drop in union wage premium was steeper in the
more open industries. Soares (2004) finds evidence that trade openness narrowed the
gap between formal and informal wages in manufacturing, which was interpreted as a
result of the drop in rents that had been accrued by formal-sector workers before trade
liberalization.

Arbache, Dickerson and Green (2004a) also find that increased openness had different
effects across education groups and within sectors. Across the entire economy, the
marginal returns to education were lower in the post-liberalization period than the
pre-liberalization period, with the exception of the college-educated workers, for whom
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the marginal return increased. Within the traded sector, increased openness was
associated with lower wages, but the downward impact of openness on wages was
insignificant for the two highest education levels, i.e., completed secondary and college
education. Green, Dickerson and Arbache (2001) show that the increase to returns on
the part of college education was not accompanied by a slowdown in the share of
college-educated workers in the labour force. On the contrary, it increased overtime.
Using a supply-demand framework, Green, Dickerson and Arbache show that there was
a relative increase in the relative demand for this group, which is consistent with
changes in the labour demand structure. These results suggest that the developments
after trade and capital liberalization were skill-biased.

As the compression of margins tends to reflect increased competition in the domestic
market, the above results can probably be explained by the introduction of new
technology, rationalization of production, better management, outsourcing, and
turnover. For instance, Arbache (2004) finds that the manufacturing industries that
benefited from more FDI flows in the 1990s also showed higher growth of human
capital, suggesting technological upgrade. Arbache and De Negri (2003) find evidence
that export firms employ workers with better skills than their non-exporting
counterparts, a fact which indicates technological differential. Hay (2001) finds
evidence of compressed profits and market shares in manufacturing firms in the
aftermath of trade openness. Muendler (2004) finds that tougher competition in
domestic markets after openness forced the least efficient manufacturing firms to exit,
or induced firms to adopt more efficient productive methods. He finds however only
little evidence of technological upgrade. López-Córdova and Moreira (2003) also find
that foreign competition pushed manufacturing firms to improve efficiency.

Arbache and Corseuil (2004) and Arbache, Dickerson and Green (2004b) find no
evidence of significant trade-induced employment or wage structure changes in favour
of labour-intensive industries and low-wage industries, as suggested by the HOS model.
Arbache and De Negri (2003) find evidence that a learning-by-exporting effect takes
place within, but not between industries. López-Córdova and Moreira (2003) find that
efficiency gains among exporters are mainly the result of intra-firm and intra-industry
reallocation changes. Menezes-Filho and Rodrigues (2001) find that most of the labour
demand changes observed after liberalization were intra- but not between-industry.
According to López-Córdova and Moreira, most of the productivity gains in
manufacturing resulted from intra-industry and intra-firm reallocation effects. Possible
explanations for the limited reallocation of resources among industries after openness
are turnover within industry, high training costs, high labour dismissal costs, and above
all, the rapid pace of reforms, which may have discouraged adequate adaptation to the
new economic environment by firms and workers.

Green, Dickerson and Arbache (2001) show, with a wage inequality decomposition
analysis, that the changes in inequality over the 1980-1990 period were mostly
associated with changes within education-group inequality. The post-liberalization
change in the relative wages of different education groups had no substantial effect on
the overall wage inequality, for the reason that from the mid-1980s onwards there was a
rise in the relative wage of illiterates, which was a reflection of the drop in their share
on the workforce. The increased returns for college-educated workers were not
sufficient enough to affect overall inequality significantly because this group constitutes
a small proportion of the labour force.
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Maia and Arbache (2001) use input-output techniques to investigate the sources of
employment changes and find that imports accounted for the destruction of 1.97 million
jobs; and technological changes eliminated 4.9 million jobs between 1985 and 1995. A
further decomposition shows that imports of consumption goods and inputs accounted
for 89 per cent of the total job destruction due to imports, while, labour productivity
improvement explains 60 per cent of total job destruction resulting from technological
changes. Ceteris paribus, without the imports and technological changes, unskilled jobs
would have risen another 12.5 per cent. A different picture emerges for skilled jobs.
While no imports would have created 3.8 per cent of additional jobs, no technological
changes would have prevented the generation of 15.8 per cent more jobs, a figure far
larger than that of job loss resulting from imports, thus producing net job creation for
skilled workers. Carneiro and Arbache (2003) use CGE analyses to simulate the impact
of closing the economy in 1996 to reflect the 1990 tariff structure. They find that
unemployment went down and the average household income went up, thus suggesting
that openness contributed to greater unemployment. Overall, the above results offer no
evidence that trade and capital liberalization benefited unskilled workers and improved
income inequality.

Mota (2003) runs a cost-benefit analysis to evaluate the impacts of privatization of the
electricity supply. She finds that most efficiency gains from privatization went to the
benefit of the producers. This is explained partly by the slow establishment of the
regulatory framework, and partly by the regulators’ consent to the outcome. Danni
(2004) examines the privatization of communications and energy to determine whether
these increased provision expanded service coverage in favour of the poor.18 His results
show that provision of fixed phone lines and distribution of energy increased after
privatization and that the poor were the main beneficiaries, as coverage increased
proportionally more among those at the bottom end of the income scale. While 1.1 per
cent of individuals at the lowest income decile had access to fixed telephone lines in
1992, this had raised to 11 per cent by 2002. Individuals at the second lowest decile also
enjoyed a substantial raise in access, from 1.4 per cent to 17 per cent. By 2002, 50 per
cent of all households had fixed phone lines versus 20 per cent in 1998. Thus, it seems
that increased coverage after privatization played a role in improving the well-being of
the poor.19 In the case of energy, provision for the lowest decile rose from 58 per cent
in 1992 to 85 per cent in 2002; consumers at the second lowest decile also experienced a
rise in provision, and coverage rose from 74 per cent to 91 per cent in the same period.
The highest income deciles had negligible or no improvement, as they had already been
covered by energy provision. Danni (2004) argues that it is unclear whether
privatization has resulted in higher energy provision among the poor, since the growth
rate of coverage per income decile has been relatively constant pre- and post-
privatization.

As far as affordability is concerned, there were substantial price changes in utilities in
the post-privatization period. Fiani (2002) shows that the residential energy cost was
subjected to a 40 per cent rise above the CPI between 1995 and 2002, while the industry

18 Danni et al. (2003) show that access of households to public services in Brazil is largely associated
with family per capita income.

19 The availability of proper water and sanitation is still limited among the very poor families. This
sector is mostly under state control.
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energy cost dropped 60 per cent below the industrial price index (IGP).20 The fixed
billing charge for energy distribution and fixed residential telephone connections also
increased sharply after privatization, imposing a regressive cost on the poor.21 As a
result, the share of utilities in the budget of the poor may have risen after privatization.
Anuatti-Neto et al. (2003) show that privatization had a significant impact on
employment at plant level. The average number of employees in privatized plants
dropped 25 per cent. In the case of electricity distribution companies, the labour force
was halved after privatization (Mota 2003). These results suggest that privatization had
both positive and negative effects on poverty. Further empirical investigation, however,
is needed to indicate the net effects of privatization on the poor.

It has been shown that the acceleration of inflation in the 1980s contributed to rising
poverty and inequality (Ferreira and Litchfield 1999; Barros et al. 2000), thus
suggesting that macroeconomic stabilization does induce benefits for the poor. In the
aftermath of the Plano Real, consumption experienced an unprecedented boom. From
the second quarter of 1994 to the second quarter of 1995, consumption rose by 16 per
cent, mainly a reflection of the purchasing-power gains of the lower income groups. As
they had no or very limited access to mechanisms to protect their consumption from
inflation, stabilization gave them a one-time real income raise. Workers at the lowest
income decile experienced a 100 per cent rise in income in the first year of the Plano
Real, while workers at the second lowest decile enjoyed a 46 per cent rise (Rocha
2000). The euphoria of post-Plano Real, accompanied by pro-growth fiscal policies,
fuelled the average growth rate during 1994 and 1995 to 5 per cent, and reduced
unemployment. The post-stabilization boom of the non-financial service sectors also
triggered job creation for low-income groups. These changes had an immediate positive
impact on poverty, but only a very small impact on inequality, as shown in Figures 13
and 14. Thus, the proportion of people below the poverty line fell from 42 per cent in
1993 to 34 per cent in 1995, remaining at this level thereafter.

To sum up, there has been no empirical evidence so far to indicate that trade and capital
liberalization favoured unskilled workers. The destruction of unskilled jobs because of
imports and labour productivity gains (caused in part by the rationalization of
production and turnover) and the low per capita output growth may help to explain the
unemployment and possibly also the increases observed in the informal section in the
1990s.22 Nevertheless, the increased demand for skilled workers did not affect the
inequality indicators, an observation which may be explained by the changes in the
composition of the workforce. The post-privatization expansion of utility coverage
certainly contributed to the improved well-being of the poor. But utility prices appear to
have increased relatively more for the poor, however. The stabilization of inflation was
a permanent benefit for the poor, and may help to explain the post-1994 stability of
poverty and inequality indices.

20 Fiani (2002) quotes a study of Ildo Sauer that shows that low-consumption households (less than 30
kwh per month) had energy price rises of more than 1,000 per cent between 1994 and 2002. Given
that part of the poor are below this threshold, they have experienced a heavy price rise.

21 Between 1999 and July 2003, the fixed telephone bill rose 148 per cent, while the CPI rose 52 per
cent, and the pulse rate rose 65 per cent (Carta Capital, No. 248, 9 July 2003).

22 Goldberg and Pavcnik (2003) find no direct evidence to support the theory that openness explains the
informality rise in the 1990s.
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4.2 Impacts of reforms on economic growth

Figure 17 shows that labour productivity in the manufacturing sector rose steadily in the
1990s, reversing the downward trend observed in the 1980s. TFP estimations also show
a similar pattern. Ferreira and Rossi (2003) find average TFP growth rates in
manufacturing industries of -3.8 per cent in 1985-90, and 2.7 per cent in 1991-97.
Muendler (2004) also finds a similar picture, and shows that TFP of manufacturing
firms grew 5 per cent between 1990 and 1998, after a 2 per cent drop over the 1986-90
period. The improvement in efficiency indicators from the turn of the decade is worth
mentioning, and suggests that structural reforms did work to modernize the economy,
thus eventually contributing to GDP growth. This section presents evidence on this
matter.

Trade liberalization and deregulation of foreign capital seem to have had sizeable
impacts on efficiency. Technology transfers and diffusion from abroad rose from 0.04
per cent of GDP in 1990 to 0.35 per cent in 1999—these are close to the OECD average
of 0.4 per cent of GDP. The ratio of payments for technology transfers abroad per GDP
in 1999 increased 8.5 times as compared to 1990. New methods of production and
management were introduced, which led to an increase in the variety of goods, and
improvements in quality. More ISOs and other international certifications were awarded
to Brazilian companies. Thus, from 1990 to 1999 the growth rate of ISO 9000 series
certification was 65 per cent per year, an unambiguous indication of the widespread
diffusion of technology.

The removal of domestic and international barriers to trade and investment seems to
explain the TFP boost in the 1990s. Ferreira and Rossi (2003) find evidence that the fall
of tariffs and import penetration increased TFP growth in manufacturing industries. Hay
(2001) analyses a set of large manufacturing firms and finds that there was substantial
productivity growth after openness. He provides evidence to suggest that a fall in profits
and market shares pushed firms to better performance and greater efficiency gains.
Muendler (2004) investigates TFP change and finds that the removal of tariffs and
import penetration induced firms to rationalize, and forced less competitive firms to exit

Figure 17
Labour productivity in manufacturing (1991=100)
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the market, thus leading to the rise in TFP. He does not find evidence of technical
change being a significant driving-force for TFP growth. López-Córdova and Moreira
(2003) also investigate the impact of openness on productivity gains and find evidence
indicating that firms were more exposed to international competition and learning-by-
exporting, a fact which would explain the TFP growth in the 1990s. They note that the
productivity gains of traded industries were more than double those of non-traded
industries. Arbache and De Negri (2003) observe that exporting-firms have significantly
higher labour productivity and employ a more skilled labour force than comparable non-
exporting firms. In the vein of the Lucas’ (1988) model, Sarquis and Arbache (2003)
find evidence that trade openness and technology diffusion substantially enhanced the
external effects of human capital in the post-liberalization era, thus contributing to the
explanation on TFP growth. These results suggest that the efficiency improvements
observed in the manufacturing sector in the 1990s are strongly related to the new trade
and foreign capital policies.

Anuatti-Neto et al. (2003) assess the impacts of privatization on efficiency and the
output of former SOEs, and find indications of increased profitability and reduced
operating costs. They also find there was a fall in the investment-to-sale ratio and net
taxes-to-sale ratio, as privatized companies had enjoyed various forms of subsidies.
Danni (2004) shows that the provision of utilities and services grew after privatization.
For instance, the number of fixed phone lines rose from 20 million in 1998 to 45 million
in 2002; and the number of mobile phones rose from 5.6 million to 35 million in the
same period. Carvalho (2001) observes that the privatization programme had various
beneficial effects: improvement in the managerial practices and in the efficiency of
enterprises remaining under state ownership; reduction of public debt, albeit much less
than anticipated earlier; re-organization of public finances of the federative states; and
reduction of public debt interest payments in the short and long run, versus the levels
they would have been in the absence of privatization. Finally, the privatization
programme attracted about US$50 billion in FDI inflows. Overall, the empirical
evidence suggests that the privatization of SOEs enhanced efficiency, increased the
provision of utilities, improved the government’s fiscal position, and contributed to
alleviating the balance-of-payments pressures.

The 1990s witnessed the dismantling of a huge state regulatory system. Pricing setup in
several sectors, barriers to entry in traded and services sectors, subsidies, and a heavy
bureaucratic system, were all removed, making the economy more efficient and less
costly. Modernization of the anti-trust laws and the establishment of regulators in the
infrastructure and utilities sectors have, in conjunction with privatization, contributed to
making the economy more market-oriented and consumer-focused.

Although structural reforms seem to have had substantial impacts on economic
efficiency, post-reform output growth decomposition results are cause for concern.
Pinheiro (2003) finds a TFP growth of 1.8 per cent over the period 1981-93 to 1994-
2002. Despite a significant recovery of productivity (from -0.7 to 1.1), output growth
after reforms was only 1.1 per cent, going from 1.6 per cent to 2.7 per cent. The main
explanation for this disappointing figure is the poor capital accumulation growth, which
fell from 1.3 per cent in 1981-93 to 1.1 per cent in 1994-2002, while labour factor
growth dropped -0.6 per cent. Thus, TFP gains account for all post-reform output
growth.
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4.3 Conclusions

The empirical results reviewed above suggest that trade and capital liberalization did not
benefit the poorer population and unskilled workers. It seems that increasing
competition in an economy which had previously been fairly closed, reduced rents and
forced firms to adapt, causing job losses and a reduction in real wages. Despite this,
these findings are somewhat unexpected, considering that the Brazilian labour force is
largely composed of uneducated and untrained workers. The timing and pace of reforms
may contribute to explaining these outcomes. Several other countries with similar
comparative advantage adopted similar reforms, and the rapid pace of changes may not
have permitted firms and workers to adapt adequately to the new economic framework.
This would have limited the reallocation of resources, at least in the short and medium
term. Inflation stabilization, however, brought immense benefits for the poor, thus
contributing to the reduction in inequality and poverty levels.

Despite the modernization of the economy associated with the policy changes, the
average growth rate of the post-reform period was 2.7 per cent, higher than the 1981-93
figure of 1.6 per cent, but still far below the historical rate of 6.5 per cent. A
decomposition of the output growth shows that (i) if TFP growth had not increased, the
economy would have experienced a sharp depression in the post-reform period; and
(ii) the reforms did not improve investment. The investment-to-GDP ratio remained at
around 16 per cent. The stagnation in investments is somewhat puzzling, as openness,
privatization, stabilization and deregulation of markets are often assumed to reduce the
prices of investment goods and create business opportunities, the elements needed to
encourage capital accumulation. In fact, the evidence for Brazil suggests that structural
reforms seem to be conducive to growth, but do not cause growth. This result is perhaps
relevant for policymakers in developing countries who seem to take it for granted that
reforms will induce growth. The slow post-reform output growth helps to explain the
stability of poverty and inequality indicators. The next session reviews these issues and
tries to answer the question why structural reforms in Brazil have yet to deliver, as was
expected.

5 What went wrong?

It seems that the disappointing post-reform output growth is explained by the
sequencing of policy reform issues, political economy constraints, and the timing when
the reforms were introduced. One critical sequencing issue is the fact that the
stabilization-cum-exchange rate nominal anchor was introduced after, and not before,
trade liberalization, hence in opposition to the long-established consensus of policy
literature. The appreciation of the exchange rate prior to stabilization made the anti-
export bias created by the nominal anchor larger than it would have been otherwise. It
was subsequently reinforced by the long period of appreciation after Plano Real. The
sizeable FDI inflow favoured by capital account liberalization and privatization in the
aftermath of Plano Real also contributed to keeping the real appreciated. As
productivity increases take time to materialize and the reallocation of resources is a
slow and long process (especially in a country such as Brazil that had been long
protected from imports), the trade-off between the exchange rate used to steer inflation
down and to guide the reallocation of resources was counterproductive for improving
exports. The obvious outcome was a rapid worsening of the current accounts, which



37

ultimately constrained the output growth potential. Unfortunately, Brazil repeated the
earlier policy mistakes made by other Latin American countries in their stabilization
attempts, as documented by Sebastian Edwards, but with the aggravated implications of
inducing a stagnant economic cycle, and exposing the economy to speculative attacks in
a liberalized financial market framework.

Another critical issue of policy reform coordination is related to fiscal accounts. Serious
fiscal adjustment was left until after stabilization. Thus, the fiscal adjustment required in
the aftermath of the Plano Real was huge and difficult to implement. It appears that the
government overestimated its capacity to control fiscal accounts and to have the
Congress pass fiscal reforms in such a short time. Instead of surpluses, the post-Plano
Real period witnessed explosive operational public deficits, revealing the inconsistency
of fiscal budgets in the inflationary era. The rise in interest rates to finance
balance-of-payment deficits with portfolio capital affected public accounts and
aggravated the fiscal disequilibria. The unwillingness of politicians to adopt the
measures necessary to achieve fiscal discipline delayed the essential reforms, and added
to the costs of adjustment. At the time, the ‘way out’ for fiscal adjustment was not to
rely on inflation tax, as had been done in previous decades, but to take advantage of the
success of Plano Real to resort to obtain funding from both local and foreign financial
markets, at the cost of worsening fiscal and current accounts.

It is worthy of note that fiscal measures were taken only after the aggravation of
economic crisis, the collapse of the real, and the depletion of international reserves. The
recurrent postponement of reforms highlights the stringent war of attrition, and suggests
that Brazil is perhaps a good illustration of the point made by Danny Rodrik on how the
combination of high income inequality and weakness of conflict management
institutions can be counterproductive for a society attempting to manage and adequately
respond to macroeconomic problems.23

The rapid pace at which the structural reforms were introduced in Brazil was perhaps a
policymaker reaction to the anticipated strong pressures against policy changes. Hasty
reforms are, however, costly because the chances of mistakes increase, and short-run
unemployment and bankruptcy go up and tend to be unevenly distributed.

The delay of fiscal adjustment and conflicts over policy reforms created an atmosphere
of unsustainable macroeconomic deterioration in the country. This, of course, could not
last long. Accordingly, the spread of C-Bonds—the risk premium on Brazilian
government international bonds—had jumped from 400 base points in October 1997 to
1150 base points by the end of 1998.

The rising uncertainties about the sustainability of the Plano Real had stringent effects
on the prospects of growth. From the end of 1997 onwards, the investment-to-GDP ratio
triggered a period of contraction, and was one immediate cause of vulnerability of the
real. After the collapse of the real in the early 1999, the rising costs of investment and
input goods, the very high interest rates, the implementation of an enormous fiscal
adjustment, and the unfinished regulatory system for utilities and infrastructure, added

23 One illustration of the war of attrition and polarization in Brazil is the impact of labour unions on
income inequality. Arbache (1999, 2001b) shows that labour union policies increase, rather than
decrease, wage inequality, a result that is at odds with the role they are supposed to play.



38

to the main causes of investment stagnation. Thus, the average output growth was 1.7
per cent between 1998 and 2002; per capita output growth was nearly zero.

The timing at which Brazil implemented structural reforms also appears to have
contributed to their effectiveness. On the one hand, many potential competitors
introduced similar reforms, while on the other hand institutional constraints to pro-
export policies, along with developed-country protectionism, eroded the benefits reform
was expected to bring for output growth. In addition, Brazil was in an extended period
of economic stagnation. Naturally, in such an environment, the efforts needed to
promote growth should have extended much beyond the introduction of the standard
market-oriented reforms, thus emphasizing the challenge faced by developing countries
in their attempts to achieve sustainable economic growth. Finally, the economic
recession faced by Brazil’s important trade partners (Mercosur and other Latin
American countries) and the slowdown of the world economy frustrated export growth
in the early 2000s.

Although our explanations on what went wrong in Brazil are tentative, it appears that
the delay of fiscal reforms and mismanagement of policies contributed decisively to
offsetting reform’s potential benefits to output growth, at least in the short and medium
term. Given that political economy issues have an effect on reform postponements and
policy design, policies that aim for sustainable growth need to tackle the sources of
political economy constraints in Brazil. An obvious starting point is the reduction of
poverty and inequality.

6 Final remarks

Over the last twenty years, Brazil has undergone several attempts to improve
sustainable growth through stabilization programmes, and more recently, structural
reforms in line with the Washington Consensus Agenda. The results, however, have
been disappointing, as per capita output growth has been below its historic trend, and
poverty and inequality remain high. A considerable concern over the implication of
successive failures is the reform fatigue of the society. It is also unclear whether the
never-ending economic and political crises will trigger disillusionment with the young
re-democratization process and with Brazil’s future.

The main lesson of Brazil’s attempt at economic reform is that policies which attempt to
promote growth and tackle poverty have to overcome domestic economic and
institutional constraints. If the standard market-oriented reforms had been adequate to
boost growth, Brazil would have grown at higher rates. Therefore, it can be said that
market reforms are not a panacea. Market reforms may contribute to growth, but only if
supported with microeconomic policies tailor-made to address a country’s needs, and
with appropriate macroeconomic, institutional and political environments. Given that no
autarkic country has been able to maintain high growth performance for a long period, it
seems proper to consider market reforms as necessary, but not sufficient condition, for
sustainable growth.

Finally, two empirical findings reviewed above call for attention. First, TFP growth in
the 1990s is better explained by a trade-induced push and the exit of the least
competitive firms, and less by new technologies; and second, relative wages of skilled
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workers rose sensibly, even at low output growth rates. Both findings are associated
with one common factor—the very low level of average human capital in Brazil.24 If
the goal is to achieve and sustain high growth rates and to improve poverty and
inequality indicators, it seems that additional investments in human capital are essential.
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