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Macroeconomic Policy, Growth and Income
Distribution in the Brazilian Economy in the 2000s

FRANKLIN SERRANO
Ricarpo Summa*

INTRODUCTION

The purpose of this paper is to show that the interaction between large
changes in the external conditions facing the economy since 2003 and
smaller changes in the orientation of domestic economic policy after 2005
explain the improved control of inflation, the recovery of more satisfac-
tory rates of economic growth and the stronger improvement in income
distribution and poverty reduction in the second half of the decade. The
change in the orientation of economic policy explains the relatively mo-
derate contraction and quick and strong recovery of the economy after the
peak of the world crisis hit Brazil in late 2008.

In the next three sections we discuss briefly and respectively: the per-
formance of the Brazilian inflation-targeting system; the economy’s growth
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56 FRANKLIN SERRANO AND RiCARDO SUMMA

record; and the changes in income distribution and poverty reduction.
Afterward, the three remaining sections include a discussion about the
difficulties that the Brazilian economy is facing in the 2010s, followed by a
quick discussion of policy alternatives and final remarks.

THE INTEREST RATE, THE EXCHANGE RATE
AND THE BRAZILIAN INFLATION-TARGETING SYSTEM

The Brazilian inflation-targeting system was instituted in mid-1999 and
requires that the monetary authority pursue a single objective, the control
of inflation, which must remain inside a pre-defined range within a calendar
year. In Brazil, the inflation target was not achieved during the years 2001
to 2003, as shown in figure 1.! But since 2004 the government has been
successful in keeping inflation within the target range every single year, even
in the turbulent year of 2008, when inflation got very close to the upper
limit of the acceptable range.

In order to analyze the actual performance of the Brazilian inflation-
targeting system it is necessary to understand that, for a number of reasons,
the overall level of the rate of inflation in Brazil does not appear to have a
definite regular relationship with aggregate demand pressure and the trend
of inflation seems to be entirely due to cost factors.” Let us quickly go over
four complementary reasons for that.

First of all, there is a large number of “monitored” prices for private and
publicly owned public utility and service prices, many of which, in spite of

! 1n 1999, the target was only barely achieved, and then only after the National Monetary Council
revised the target range in the course of the year.

% Note that we are saying that even the level of inflation is not much affected by demand pressure
let alone the acceleration of inflation. Over this period in Brazil the estimated inertia and/or
expected inflation coefficients normally do not add up to one (unless they are forced to) so that
even if demand pressure is found to have some effect in particular occasions it would be a level
instead of a rate of change effect, as required by the neutrality assumptions. See Serrano (2007)
for a simple theoretical analysis of the main properties of Phillips curves and the critical survey
of Summa (2011) for the evidence of non-neutrality in the Brazilian econometric literature. New
evidence of non-neutrality can be found in Summa and Macrini (2011).
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FiGure 1
Rate of inflation and inflation targeting
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Source: Instituto Brasileiro de Geografia e Estatistica (18GE), [on line] Available at: <www.ibge.
gov.br/english/>, and the Banco Central do Brasil, [on line] Available at: <www.bcb.gov.br>.

being non-tradable, were formally indexed to a particular price index which
is strongly affected by the exchange rate. Second, in the case of tradable
goods, Brazil is an increasingly open economy in which producers are mostly
price-takers in relation to world dollar prices, which are exogenous relative
to the level of activity of the Brazilian economy.

Third, the growth of average and industrial nominal wages has been quite
moderate since 1999 and seems to be mildly pro cyclical, while productivity
growth appears to be strongly pro-cyclical. This means that overall nominal
unit labor costs tend not to be pro-cyclical and their trend has generally
grown less than inflation, at least in the industrial sector.

Fourth, there is also evidence of counter-cyclical mark-ups’ that seem to
increase when interest rates go up, as financial and opportunity costs of

* TFor empirical evidence of counter-cyclical mark-ups in Brazil see Feijé and Cerqueira (2010) and
Marques and Fochezatto (2000).
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capital increase.” For all these reasons inflation in Brazil is not much directly
affected by the degree of capacity utilization or by the unemployment rate,
at least in a reliable manner.’

This then means that, no matter what kind of theory is in the mind of
analysts, or even of policy makers, and whatever may be their (debatable)
success in predicting and controlling the growth of demand relative to
capacity output, in the end the actual trend of the inflation rate in Brazil
depends very much on the cost-push pressures of import and export prices
in dollars, on the nominal exchange rate, changes in the rules concerning
monitored prices, and on the impact of fast rising nominal and real mini-
mum wages on the prices of some non-tradable and labor-intensive service
sectors, and not much else.’

When we look at the evolution of the nominal exchange rate in Brazil
(figure 2), we see that there was a tendency for devaluation from 1999 up
to 2003 and a tendency for almost continuous appreciation from then on
up to 2011. This trend was only briefly interrupted by the sharp nominal

# This interpretation and evidence is summarized in Serrano (2010) and Serrano and Ferreira (2010).
From the same point of view see Vernengo (2011). The formal theoretical model is found in Summa
(2010). Braga (2010) confirmed these results econometrically for the period up to mid-2008.
Summa and Macrini (2011) have extended the sample to late 2010 and have used neural network
method of estimation to account for possible nonlinearities. They have confirmed the results of
the model and showed its robustness. Braga (2010) and Bastos and Braga (2010) however, curi-
ously dismiss their own result of a significant effect of interest rates on profit markups and then
argue that demand does have a small significant effect on Brazilian inflation, when they found
none. This seems to have misled Amico and Fiorito (2010) in their otherwise excellent paper to
incorrectly affirm that there is no effect of interest rates on profit markups in Brazil.

For a detailed critical survey of the recent econometric literature that tries to measure the im-
pact of demand on inflation see Summa (2011). One of the possible reasons for the non-
significance of demand pressure on inflation may be that in the 2000s there were neither lasting
episodes of extremely high, nor of extremely low levels of the degree of capacity utilization (and
the unemployment rate). There may be nonlinearities in the sense that if the degree of capacity
utilization ever actually becomes permanently very high (7.e. persistently beyond the range obser-
ved recently) markups will eventually turn pro cyclical beyond that point. In the same fashion,
very high (or low) unemployment rates may change the bargaining power of workers and reduce
(increase) the growth of money wages by much more than it has been observed recently and this
could turn unit labor costs pro cyclical.

¢ For the latter effect see Martinez and Cerqueira (2010) and Serrano (2010).
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devaluation in the turbulent year of 2008, but this devaluation was quickly
more than completely reversed afterwards.

Comparing figures 1 and 2 we can see that in almost every year in which
the inflation target was met (2000, 2005, 2006, 2007, 2009, 2010 and 2011)
there was a nominal appreciation of the Brazilian Real.”

Levels of Brazil’s import and export prices in dollars are strongly affected
by the evolution of international dollar prices for commodities, since Brazil
is both a large importer and large exporter of commodities. Thus Brazilian
import and export dollar prices tended to fall from 1999 up to 2003, and to
increase quite fast after that, peaking in mid-2008. These prices have fallen
sharply after that, and bottomed out in early 2009, and after that started
increasing again.

Fi1GURE 2
Nominal exchange rate (reais per U.S. dollars)
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Source: Ipeadata. [on line] Available at: < http://www .ipeadata.gov.br/>.

7 We like to call this proposition ‘Barbosa’s Law’ (see Barbosa-Filho, 2008). The exceptions to
Barbosa’s Law so far are the years of 1999 (but the system was implemented in the middle of a
year which started with a major devaluation) and the turbulent year of 2008.
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It seems that the sharp fall in international commodity prices after mid-2008,
which held down the increase of the Real prices of Brazilian imports and
exports despite the sharp devaluation, helped the inflation rate to remain
within the target range in that calendar year.

Over the whole period of the sharply rising trend of international dollar
commodity prices after 2003, it seems clear that the trend of continuous
nominal appreciation of the exchange rate has been crucial for the func-
tioning of the Brazilian inflation-target system. As can be seen in figures
3a and 3b, which show the evolution of the inflation of import and export
goods measured in U.S. dollars and in Brazilian local currency, the nominal
appreciation of the Brazilian Real (R$) transformed a series of negative
dollar supply shocks after 2003 into a sequence of mostly positive supply
shocks in local currency until 2008. Note that negative cost shocks —either
because of a nominal devaluation or an increase in dollar prices of imports
and exports—happened in every single year in which the inflation target was
not met (or was barely met, as in 1999 and 2008).

In figure 4 we see the evolution of the levels of three price indexes
since the beginning of 1999: the Extended National Consumer Price Index
(irca), which is the consumer-price index targeted by the Central Bank, the
monitored prices index and the Market General Price Index (1Gp-m), which
is used to index many of the monitored prices. In the graph we can see
that, up to mid-2005, monitored prices seemed in the aggregate to track the
16p-M index very closely (this index is strongly affected by the wholesale or
producer price index and hence by tradable prices) and rise faster than the
1pcA, amplifying the inflationary effects of the fluctuation of international
commodity dollar prices and the nominal exchange-rate.

Note also that after mid-2005 there is clearly a relative delinking of the
two latter indexes: first the monitored prices run faster than 1Gp-m for a while
(until mid-20006); and then the monitored price index begins to increase
more slowly than 1Gp-m after that.

These trends seem to be the result of a number of changes that occurred
in 2005 and 2006 in the indexing mechanisms of some administered or
monitored prices. On the one hand, Petrobras held to a policy of stabilizing
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FiGure 3a
Inflation (monthly percent, year over year) of imported
and exported goods and inflation target in U.S. dollars
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Source: Ipeadata. [on line] Available at: < http://www .ipeadata.gov.br/>.

Ficure 3b
Inflation (monthly percent, year over year) of imported
and exported goods and inflation target in reais
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Note: the vertical axis represents the percent change monthly, year over year.
Source: Ipeadata. [on line] Available at: < http://www .ipeadata.gov.br/>.
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FiGure 4
Brazilian price indexes
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Source: Ipeadata. [on line] Available at: < http://www.ipeadata.gov.br/>.

nominal domestic prices of oil fuels initially on its own; and then when it
was not possible to keep prices from increasing due to the ongoing huge
international oil dollar price increases in 2008, the Treasury helped to mode-
rate the domestic price increases by temporarily lowering indirect tax rates
on oil.* There was also a major overhaul of the regulatory framework in the
electric power generation and distribution in 2004. The longer term effects
of these changes have been lower mark-ups for private electricity generators
and distributors and a shift, since the end of 2004, from indexing rates by
the 1Gp-M to the 1pca. Both changes naturally have contributed to slowing
down the increases in nominal electricity prices.” In 2006, new contracts
regulating the pricing of private telephone companies’ private telephone
call rates began to shift to a new price index related to the actual costs of

8 See Serrano and Ferreira (2010). Barbosa-Filho and Souza (2010) also mention that during 2008
the Treasury reduced indirect taxes on wheat and their byproducts, to soften the impact of the
huge increase in international dollar prices of food during 2008.

® The Brazilian Energy Minister in 2004 was Dilma Rousseff.
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this sector (with a variable “Xx per cent” reduction factor to take account
of productivity growth)."

All these changes initially had the unfortunate temporary effect of pre-
venting the monitored prices from falling together with the 1Gp-m index when
the exchange-rate started revaluing quickly. In the longer run, however, this
was to be more than compensated for by much lower growth of monitored
prices during the turbulent year of 2008, which combined a strong run-up
of dollar import prices in the first semester with a massive exchange-rate
devaluation in the second semester of the year. So it appears that after 2000,
although regulatory changes affected only energy and telephone sectors,
their were enough to reduce the degree of indexation of monitored prices
in general, and of import prices in particular, and that the monopoly profit
mark-ups of these sectors have decreased (or at least stopped growing).

The behaviour of both dollar import and export prices and of the Bra-
zilian nominal exchange-rate was much affected by the resumption of fast
growth in the world economy after 2003. The ensuing fast expansion of
international trade; the recovery of international dollar commodity prices;
the increase of capital flows to “emerging” markets; and a marked decrease
in emergent country interest rate spreads, all contributed to creating a situ-
ation in which the balance of payments of a large number of developing
countries were substantially improved, relative to the difficult period of
repeated crises and instability from the mid-nineties to 2002."

In Brazil, domestic policies and politics interacted with the international
situation in 2002 to determine the exchange rate. In 2002, just after the Ar-
gentine default, all emerging market countries which had substantial external
debts faced diminishing external credit lines, as well as higher spreads, as
international lenders sought to reduce exposure. Brazil however was more
than proportionally affected, which most analysts attribute exclusively to
market fears of external and internal default in case candidate Lula won
the elections in October, in spite of his repeated assurances to the contrary.
But the Brazilian Central Bank should take some deserved credit for the

19 On the impact of these changes in monitored prices see Martinez and Cerqueira (2010).
" On these changes see Serrano (2008) and Frenkel (2010).
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climate of instability and for inducing capital flight by suddenly imposing
a “mark-to-market rule” for funds that previously treated public debt as
“capital-certain”, thereby generating losses to investors. The Central Bank
also surprisingly did not try to stem the ongoing capital outflow and mas-
sive devaluation of the currency by increasing nominal interest rates until
the second round of the election was over.'”

In any case, the combined effect of the restoration of a large positive
interest-rate differential and a sharp fiscal contraction thatled to a recession in
the beginning of 2003, and the lagged positive effect of the major devalua-
tion on net exports quickly improved Brazilian external accounts, although
at a great cost in terms of real wages and output. These policies, together
with the acceleration of the growth of the world economy and world trade,
and the lower international interest rates and emerging-market spreads in
general, made the conditions for both solvency and liquidity of external
obligations of the Brazilian economy improve substantially.

In figure 5 we see that the current-account deficit that reached a peak
of almost 100% of export earnings on the eve of the early 1999 exchange
rate crisis quickly turned into a sizable current account surplus in late 2003
and this surplus was eroded only a few years later through the combined
effect of fast domestic economic growth and continuing real appreciation
of the R$ exchange rate."

12 Tula won anyway, but in June 22, 2002 he released the notorious “Letter to the Brazilian People”
in which not only he reassured markets that he would honour property and contracts and keep a
tight fiscal and monetary policy, but also would implement neoliberal pension and labor law reforms
(fortunately, the former reform was very limited and the latter never came into effect). Note that in
the letter itself, candidate Lula mentions that the “Central Bank made a series of mistakes that
caused financial losses” to investors and helped speculators. Moreover, in figure 8, below, we can
see this is the only period in many years in which the Central Bank kept the interest differential
negative. Finally, note that as soon as interest rates were sharply increased, immediately after the
second round of the election, the exchange-rate devaluation stopped.

Note that we do not use the usual current account to Gross Domestic Product (GDp) ratio for two
reasons. First, because this ratio is affected by the real exchange rate and may misleadingly seem
to be low when the real exchange rate is appreciating, as it makes the GDP unusually large when
measured in dollars. Second, because the sustainability of the balance of payments should be a
function of the external-debt-to-exports ratio, and not of the external debt/GDP ratio, since the
foreign exchange to pay external obligations is obtained through exports, not through the level
of domestic output as such (see Medeiros and Serrano, 2000).
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The improved conditions of the current account and the resumption of
large capital inflows allowed the government to quickly repay in full —and
get rid of— the International Monetary Fund (imF) loans and conditionalities
in late 2005, reduce the overall external debt, and accumulate a massive
amount of reserves afterwards.

The policy of accumulation of reserves allowed the authorities, even in
a process in which a large amount of speculative short-term capital inflows
were being attracted, to improve the country’s international liquidity position.
Indeed, there was a drastic decrease in the ratio of short-term external debt
to foreign exchange reserves. The ratio reached more than 90% on the eve
of the 1999 exchange-rate crisis, and was down to around 20% by 2008."

Though officially Brazil operates a floating exchange-rate system, it is
obvious just by looking at the massive accumulation of foreign reserves
and also at the interest-rate policy of the central bank that the floating
is extremely “dirty” and that the process of almost continuous nominal
exchange-rate appreciation has been strongly affected by the large interest
rate differentials’® maintained by the Brazilian Central Bank.'

1 Other analysts, such as Prates (2010), use other foreign liability liquidity indexes that also include,
besides short-term external debt, all other types of short term capital inflows such as bonds and
shares by non-residents. Those indicators did not improve much and would actually tell a very
different story. However, in a floating exchange-rate regime it makes a lot of difference whether
capital inflows are denominated and must be paid in full in terms of foreign currency (debt) or not
(portfolio flows). In the latter case, it is the nonresidents that take the exchange-rate risk, so the
dollar value of these liabilities can always be eroded by an exchange-rate devaluation. Moreover, it
does not seem useful to us to think that the stock of portfolio external liabilities is a good indicator
of how much money could possibly be pulled from the country and pressure the exchange rate (or
our reserves), since under free capital mobility nothing prevents capital flight by residents. Under
this kind of regime, local banks and agents can easily create (if need be) and send money abroad
whenever it appears profitable to do so.

Comparing the interest rate differential and the evolution of the exchange rate it is clear that a
given positive interest differential tends to cause a positive rate of growth of the nominal exchange
rate, Ze., a continuous revaluation, instead of just a one-time for all revaluation (for a discussion
of this effect see Summa, 2010). Note that the data in figure 8 (kindly provided by our colleague
Carlos Pinkusfeld Bastos, whom we thank profusely) refers to gross interest rate differentials,
without taking into account any taxes or fees.

-
=N

In Dib (2010) we also find econometric evidence that, not surprisingly, the government’s exchange
rate market interventions to moderate appreciation tend to be much weaker and halfhearted when
inflation is running above the target.
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FIGURE 5
Current account balance/exports ratio
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Source: Ipeadata. [on line] Available at: < http://www .ipeadata.gov.br/>.

FiGcure 6
International reserves (U.S. dollars in millions)
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Source: Ipeadata. [on line] Available at: < http://www.ipeadata.gov.br/>.
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FIGURE 7
Short-term debt as a percent of international reserves
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Source: Ipeadata. [on line] Available at: < http://www.ipeadata.gov.br/>.

Therefore, the inflation-targeting system in Brazil in practice operates likes
this: whenever inflation is expected to go above the target range, for ins-
tance because of a faster increase in international commodity prices that
puts cost pressure on domestic prices, the Central Bank increases the interest
rate, declaring that it sees evidence of excess demand and deterioration
of inflationary expectations. Whether they are really seeing it, or believing
in it, is immaterial. What matters is that the Central Bank then increases
the nominal interest rate. The higher interest rate increases the interest rate
differential and speeds up the tendency of nominal appreciation of the
currency, thereby transforming what was, in fact, a negative supply shock
in US. dollars into a positive one in Brazilian R$."”

17 Recent econometric studies such as Aratjo and Modenesi (2010) confirm the strong effect of the
exchange rate and commodity prices on Brazilian inflation. Modenesi, Martins and Modenesi (2011)
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FiGure 8
Interest rate differential

30 .
Brazilian Interest Rate (SELIC)
----- Interest Rate (Fed Funds rate) + EMBI
25
20
15
10
N ,'I\\\- -"“--~",~--~"*—"~~-
N\ ~ N
5 [P
N
——mor S
0
— N = DN = DN = DN = DN = DN = DN = DN 9 DN =9 DN = DN -
i e T e T T T T T e T B T T R T T T T T B Bt
S S = o a0 B Ff Ff P8 Y Y NN B XN S S
S © O 9O 0 © © O O 9 © 9 9 9 O 9 0 98 O = = o
S © © 2 90 © 2 © © © O © 0 O o oS © o O oo 9
A dd a8 88 daddadadddd8d8adad0dadaaaaq

Source: Ipeadata, [on line] available at: < http://www.ipeadata.gov.br/>; Economagic.com:
Economic Time Series Page, [on line] available at: <http://www.economagic.com/>, and
Portal Brasil, [on line] available at: <http://www.portalbrasil.net/>.

More generally, whatever was the cause of the initial increase in inflation,
such as domestic bad crops, or an increase in the rate of an indirect tax, having
a higher interest rate would quickly lead to an appreciation of the currency
and thus to a countervailing anti-inflationary cost (or supply) shock.

Note that, quite contrary to the empirical evidence, there is an overwhelm-
ing consensus in Brazil around the idea that the increase in the interest rate
after a foreign or domestic inflationary supply shock produces a negative
demand shock that prevents firms from passing the increased costs to prices.
This all-too-common interpretation cannot be correct for three reasons.

First, in the case of external shocks, the impact of the interest rate on
the exchange rate usually reverses the shock itself so that, in the end, there

find that the external interest rate directly affects their estimated Brazilian interest rate policy rule.
Although these authors have a different interpretation of the dynamics of Brazilian inflation, their
evidence is fully compatible with interpretation put forward in Serrano(2010) (see references in
footnote 4) and followed in this paper.
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is no negative shock to pass onto prices. Second, in the case of a domestic
shock, such as a bad harvest or indirect tax rate increase, again the ensuing
exchange-rate appreciation after an interest rate hike will produce a simul-
taneous positive inflationary shock, lowering the price of tradable goods in
domestic currency. Again, in the end there is no net shock to be moderated
by the demand contraction. Finally, even when for some other exogenous
reason the increase in the interest rate does not cause an appreciation of the
local currency, the idea of moderating the pass-through of supply shocks
requires a crucial link to work. For the cost pass-through to be contained it
is obvious that unit labor costs and profit margins must be sufficiently pro-
cyclical, which is exactly the condition that we do not find in the Brazilian
data.' It is thus perhaps not a coincidence that whenever the increase in
the Brazilian interest rate was not accompanied by a nominal revaluation
of the currency (eg. because of a sharp reduction in international capital
flows to emerging markets), it has not been possible to achieve the infla-
tion target. Therefore, the Brazilian inflation-targeting system, in which the
interest rate is used to control inflation, actually works directly through the

exchange-rate cost channel.”

MACROECONOMIC POLICY AND ECONOMIC GROWTH

When we look at how the economy has grown in the 2000s, we see clearly
that up to and including 2003 growth rates were very low, and that after-
wards they gradually picked up. Initially, the expansion led by the boom in
exports and Gross Domestic Product (Gpp) growth rates did not increase
so much;* but then beginning in 2006 export growth loses steam and the

18 A typical example of this view is Arestis, de Paula and Ferrari-Filho, 2011 (but see notes 3 and 5
above).

1 Note that under the exchange rate-demand channel of monetary policy a high interest rate reval-
ues the currency and decreases net exports and aggregate demand. In Brazil this specific channel
does not work since the distributive effect of the appreciated exchange rate has been to increase
real wages and consumption by much more than the reduction in net exports, so much so that
aggregate demand zzcreases when the real exchange rate appreciates.

2 The inability of the Brazilian economy to grow fast when pulled only by fast export growth is well
documented in Freitas and Dweck (2010) and Carneiro (2010).
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internal market began to grow faster, thanks to a more expansionary stance
in macroeconomic policy. The economy was hit by the world crisis in late
2008 and had three-quarters of negative growth, but it recovered quickly in
late 2009, so that annual Gpp fell by only 0.65 percent in 2009. Fast growth
throughout 2010 resulted in a growth rate of 7.5% for that year. This would
give Brazil an average Gpp growth rate of 4.2% in the 2004-2010 period,
more than double the mere 1.9 % average for the 1999-2003 period. So
we see that not only the inflation targets were met every year from 2004
onwards, but also —and in spite of the sharp contraction due to the 2008
world crisis— Gpp grew much faster in the second period.

FIGURE 9
Brazil epr growth rates and trend
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In figure 9 we can see that growth slowed down sharply in 2005. At this
time the Brazilian Central Bank, fearing an acceleration of inflation, started
raising interest rates again. In 2005, many analysts inside and outside the
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government argued that Brazilian potential or capacity output was basically
exogenous and could not possibly grow faster than 3-3.5% a year.” Based
on that belief, some policy makers and analysts also suggested that the
more comfortable international situation should not be used to accelerate
growth but rather to switch the system to progressively lower target rates
of inflation.

It was argued that what was required for faster long-run growth was a
sharp increase of the primary fiscal surplus of atleast three more percentage
points of Gpp.” This would presumably, by considerably lowering the public
debt-to-GDP ratio, lead to permanently lower external debt spreads and much
lower real interest rates in the long run, which would lead to faster growth
of private investment.” In response to the obvious counter-argument that
there was an urgent need to increase the level of public investment, which
had fallen to an embarrassing 0.3% of Gpp in 2003 for federal government
investment, it was argued that the only way to achieve this was to make

2 The recent debate on potential output in Brazil started with Barbosa-Filho (2005). Barbosa later
went to work in the Ministry of Finance, where he is now vice-minister. See also Summa and
Lucas (2010).

2 This was known as the “zero nominal [Public Sector Borrowing Requirement (psBr)| deficit”
proposal, put forward by Antonio Delfim Netto (a former Minister of Finance during the period
of military rule) in 2005. This proposal for large cuts in government spending was supported by
the then Minister of Finance Antonio Pallocci (now Chief of Staff to President Dilma Rousseff).
Dilma Rousseff (who at the time was Chief of Staff to President Lula) was one of the main
critics of this initiative and helped to scuttle it. In an interview with the press, she referred to the
proposal as being crude or “rudimentary”.

3 There are many theoretical and empirical problems with this popular chain of reasoning. To make
a long story short, let us mention two: 1) in the real world, external-debt country spreads have to
do with sustainability of the total external debt of the economy (private and public) in hard cu-
rrency, including liquidity of reserves and the debt maturity structure, and not with the internal
debt of the government denominated in local currency. Thus, the only way a high primary fiscal
surplus could really help lower spreads is by slowing overall economic growth and thereby lowe-
ring the growth of imports. 2) A large fiscal contraction would reduce business investment since
aggregate demand and capacity utilization would fall sharply, and firms do not build new factories
when demand for the existing ones is falling. The ensuing fall in private investment would mean
lower long-run growth rates of productive capacity, the opposite of what was (and is) claimed by
the supporters of the cuts.
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stronger cuts in government consumption and social transfers (including
pensions).*

In the end, although the increased inflation was not the result of domestic
excess aggregate demand but of fast-growing international commodity dollar
prices, the higher interest rates did slow inflation by making the exchange
rate appreciate even faster than before. The higher interest rates also slowed
the growth of consumer credit and of Gpp but, luckily for Brazil, the more
radical fiscal proposals were not implemented. Soon afterwards, the view
that something must be done to restore the growth of the domestic market
finally prevailed.

Because business investment responds strongly to higher rates of capacity
utilization and recent growth of final demand,” only a sustained expansion
of the Brazilian internal market could cause a sustained increase in both
actual growth rates and the growth of potential output.”” As for public
investment, in practice a progressive reduction of primary surplus targets
ended up happening in order to make room in the budget for the initially
modest recovery of public investment by the government and by state owned
enterprises (mainly Petrobras) after 2007.% This new priotity to promote
faster growth was obviously in direct contradiction with the maintenance of
the inflation targeting regime in a period of fast-rising international com-
modity prices, but fortunately the improved external conditions solved the
contradiction for the government.

2 See Barbosa-Filho and Souza (2010) for an account of the policy debate in 2005,

% A major political crisis connected to illegal campaign contributions to the government party and
allegations of a payola scheme in exchange for support in Congress seems, in the end, to have
helped the growth-acceleration camp. Through a complicated sequence of events, the crisis led
Dilma Rousseff to become President Lula’s Chief of Staff in June 2005, and led Lula to fire
Finance Minister Antonio Pallocci in March 2006.

% See Inhudes and Borga (2008), and Freitas and Dweck (2010). Luporini and Alves (2010) find
econometric evidence that implies that the private investment share responds to the rate of growth
of demand.

2 This is a heterodox explanation of the phenomenon known as GDP hysteresis. See Serrano (2007)
for a theoretical discussion.

% The recovery of public investment was the main thrust of the PAC programme (acronym for
“growth acceleration program” in Portuguese), launched in early 2007.
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The improvement in international conditions after 2003, in terms of both
trade and financial flows, came together with much lower interest rates in
the U.S. and significantly lower spreads for “emerging markets” in general
and also for Brazil. The upshot was that a very large positive interest-rate
differential remained even though domestic real interest rates tended to
fall over time, especially after 2006. This can be seen in figure 10, as well
as in figure 8.

Ficure 10
Ex-post short-term real interest rate and trend
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Besides lower policy interest rates, a number of measures were taken to
increase availability and access to credit: first for consumption and later
for residential housing. There was also an important role played by publi-
cly-owned banks in increasing the availability of consumer, mortgage and
investment credit in general, and especially in avoiding a more serious credit
crunch and a banking crisis in late 2008 and immediately after (see Araujo
and Gentil, 2011).
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In terms of fiscal policy, the government pursued sizeable primary
surpluses for most of the period. After 2007, there was a reduction in the
targets in order to allow for the recovery of central-government and publi-
cly-owned enterprise investment, but fast growth of the economy and tax
revenues in the first three quarters of 2008 made the primary surplus grow
again. With the onset of the world economic ctisis, the government finally
shifted to a strong counter-cyclical stance and allowed the primary surplus
to fall drastically over the next few quarters and partially to recover, along
with the economy, in late 2009.

Ficure 11
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On the other hand, the current primary surplus is not really a good indicator
of the fiscal policy stance in terms of assessing the impact of government
expenditures and taxes on aggregate demand. Although many economists
argue that a positive primary surplus-to-GDp ratio necessarily reduces aggre-
gate demand, because the government spends less than it collects in taxes,
the factis that even when the government has a positive primary surplus, the
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net effect on aggregate demand and production can sometimes be positive,
if the level of primary government expenditure is growing enough and the
primary surplus is not too large. This occurs because any increase in go-
vernment spending has a full and direct, immediate impact on aggregate
demand and increases total income. Increased taxation of all of this higher
level of income would simply prevent further expansionary multiplier effects
on private consumption. Therefore, if primary spending is increased, and
taxation is increased by the full amount of the initial increase in primary
spending —or even somewhat more— the net effect on aggregate demand
and income can still be positive. Recent estimates show that the impact of
the public sector on aggregate demand in Brazil was generally negative or
zero until 2005. After 2006, public sector impact on aggregate demand
became positive, in spite of the primary surpluses, because the growth of
government expenditures and transfers was much faster in this period.”
One key feature of this faster growth of government expenditures and
transfers was the faster rate of increase of the real minimum wage, which
had a strong effect on public sector wages and especially on pension benefits
in the Brazilian pay-as-you-go system.

The combination of these large primary fiscal surpluses with a trend of
declining real interest rates and faster Gbp growth over time has reduced the
net public sector debt-to-GpPp ratio (internal plus external) over time. Note
that the reduction went on even while Brazil was accumulating foreign-
exchange reserves at a very high fiscal cost, due to the large interest-rate
differential between Brazil and the U.S. (since most reserves are in dollars
and have low U.S. yields).

It is also important to note that, since mid-2006, Brazil has a negative
net external public debt, as accumulated international reserves exceed the
external public debt. Therefore, we can see two different (and large) effects
of exchange-rate depreciation: in 2001-2003, the exchange-rate depreciation
led to a rise in the net public debt-to-GpP ratio; but in 2008 the exchange-rate
depreciation led to a fall in the debt-to-Gpp ratio. Thus, the rapid increase in
the debt-to-GDp ratio in 2009 is in part due to exchange-rate appreciation.

? See Rodrigues and Bastos (2010). For the evolution of government expenditures and transfers
see Dos Santos (2010).
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FiGcure 12
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Besides the impact of increased government expenditures and transfers to
aggregate demand, there was a modest but badly needed recovery of public
investment, particularly in infrastructure, by both the government and the
state-owned enterprises (mainly by Petrobras) since 2007 (figure 13).

These moderate changes in macroeconomic policy explain how the growth
rate of the Brazilian economy finally began to increase during the mid-
2000s after almost two decades of sluggish growth. Initially Gpp growth
picked up in 2004, led by the very fast growth of exports, which with a lag
led to a recovery of induced consumption and later to induced business
investment, mostly connected to the export sectors. After some hesitation,
the government finally decided to implement a more expansionary policy
stance, beginning in 2006. This allowed for rapid growth of domestic de-
mand in general, and of private consumption in particular, which after a
while induced a faster and more sustained private business investment boom
(figure 14) (see Carneiro, 2010).
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Ficure 13
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This new orientation also appeared as a late but decidedly counter-cyclical
response to the wotld crisis in late 2008.° This policy stance helped Brazil
to contract relatively less in 2009 and to recover more rapidly than many
countries that followed broadly the same general policy regime. The reason
why the Brazilian Central Bank did not choke off this expansion was not,

3 This occurred after some initial hesitation, since the Brazilian Central Bank again started increasing
interest rates in mid-2008, once more claiming it was domestic excess demand and not the biggest
worldwide boom in commodity prices in decades that was triggering inflation (Araujo and Gentil,
2011). The relevant effect on inflation is that the increased interest rates allowed the interest rate
differential to remain large, and for the fast nominal revaluation of the currency to continue in
a period in which emerging market interest rate spreads began to increase. After the large and
sudden devaluation during the crisis, interest rates were lowered but the interest differential actually
widened and helped to speed up the subsequent process of exchange-rate revaluation.
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FiGure 14
Private consumption growth rates and trend
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however because of any change in its policy mandate; rather it was because
of the fact that the fall in international interest rates and spreads allowed the
Central Bank to deliver its annual inflation targets with lower nominal and
real interest rates, since it made possible for even a falling domestic interest
rate to be compatible with a continuing appreciation of the Brazilian Real
relative to the U.S. dollat.

In the same vein, during the period of crisis in late 2008, the counter-
cyclical policy was only possible because the sharp and sudden exchange-rate
devaluation that occurred in the midst of the crisis (when it was necessary
to stem capital outflows) was first counterbalanced in terms of domestic
inflation by the simultaneous collapse of international dollar prices of com-
modities. The devaluation was later quickly reversed when emerging-market
spreads went back down to near their pre-crisis levels.
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INCOME DISTRIBUTION AND POVERTY REDUCTION

In terms of personal income distribution, we see a continuous decrease in
the Gini index (though starting from a very high level) throughout the whole
period. However, the apparent reduction in inequality until 2004 must also
be distinguished from what happened afterwards. First of all, notice that
while the Gini index decreases over the whole period, the share of wages in
income falls until 2004, then slowly recovers afterwards. In order to unders-
tand the apparent paradox, we must note that the Gini inequality index is
calculated through household surveys which capture practically only labor
incomes (both formal and informal); these surveys tend to drastically un-
derstate incomes received from property, and ignore the income retained
inside the business sector.

FiGure 15
Wage share and Gini index
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Thus, atleast part of the reduction in the Gini index until 2004 may be explai-
ned by the fact that up to 2004, because of the low growth of the economy
and of employment, and the declining wage share, the average absolute real
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income measured by household income was actually falling. On the other
hand, the real minimum wage was increasing throughout this period. Thus,
it appears that up to 2004 the reduction of inequality was coming at least
as much from a fall in the higher wage income than from an increase in
the wages of poorer workers. Average household incomes started to grow
after 2005, not only because of faster growth of the economy and of for-
mal employment, but also because by then the real minimum wage grew
even faster and the wage share began to grow too. Thus, although the Gini
index continued to fall after 2005, it is perhaps not surprising that poverty
reduction also seemed to occur faster in this period.

FiGure 16
Average real household income and real minimum wage
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One of the main causes of the reduction of poverty and labour income in-
equality was the continuous increase in the real minimum wage. It had a direct
positive effect on poverty due to the fact that in Brazil pensions benefits are



Macroeconomic Poricy, GRowTH AND INCOME DISTRIBUTION 81

linked to the minimum wage and rural pensions transfer income to very poor
households with old people. Although less publicized than the focused cash
transfer programmes these pension transfers are much larger. But besides
this direct effect, the minimum wage increases directly raise lower public
sector wages and have a positive effect on the bargaining power of less quali-
fied workers in the private sector. Higher wages for less qualified workers then
have strong positive effect of increasing consumption, aggregate demand
and employment, which also reduces poverty and decreases personal income
inequality.” The later recovery of average real wages and the wage share
(functional distribution of income) seem to have been strongly influenced
by the appreciated real exchange rate (the increase in real wages in terms
of tradable goods) and by the lower real interest rates (that seems to affect
profit mark-ups by setting the financial and opportunity costs of capital
for firms).

The results in terms of poverty reduction can be seen in figure 17. The
available data shows that the percentages of the population that are both
poor and extremely poor were almost stable and even increased in the early
2003 recession. Then both shares start falling continuously after 2004, even
during the 2009 recession.

THE RETURN OF THE EXTERNAL CONSTRAINT?

Despite the much-improved results in terms of output growth and income
distribution since 20006, the current economic policy framework seems to
face structural problems. As we have seen, the improvement in the perfor-
mance of the Brazilian economy was the combined result of a large impro-
vement in the external conditions facing the country with a small but useful
shift towards a more pragmatic expansionary stance of macroeconomic
policy. Now, both of these factors are at risk.

In regard to the external constraint, the main problem stems from the fact
that the exchange rate is currently the only instrument to control inflation,
via systematic appreciation, and has started to affect the current account

3 On the decrease in income equality in Brazil see Hoffmann and Ney (2008) and Hoffmann (2009).
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F1GURE 17
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and industry competitiveness, especially in sectors with more sophisticated
technology. Figure 18 shows the appreciation of the real exchange rate,
which since 2007 (excluding the crisis period) is below the benchmark level
of mid-1994, when the Real plan was implemented and historically high
inflation finally brought under control.

The results of the exchange-rate appreciation process are a decrease in
the trade balance (export growth is slower than it would otherwise be and
imports are growing very fast) as well as increased remittance abroad of
profits, interest and capital gains, which are leading to a rapid deterioration
in the Brazilian current account.

With regard to external competitiveness, estimates show that the import
content coefficient increased in manufacturing industry by 8.1 percentage
points from 1996 to 2008. Even more dramatic is the case of the most
technologically advanced industries, as is the case of Communications and
Electronic Equipment and Medical and Hospital Equipment, Industrial
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Automation and Precision sectors, where their import content coefficients in
the same period rose by 32.7 percentage points and 35.1 percentage points,
respectively. The latter, for example, reached a 65% import coefficient in
2008. This shows that Brazilian industry is replacing domestic production
of inputs by imports at a very fast rate.”

FiGure 18
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In spite of these trends, Brazilian industry did not face more drastic con-
sequences, not only because the domestic market grew very fast, but also
because there was a sharp increase in exports of manufactured goods

32 See Carneiro (2010). There is a big debate concerning the existence of a “dutch disease” and a process
of “deindustrialization” in Brazil. At the moment there is no consensus even over the exact meaning
and adequate indicators of such concepts, let alone about the empirical evidence (Squeff, 2011).
See Bresser-Pereira (2010) for arguments in favour of this view and Nassif (2008) for arguments
against it. The only agreed fact is that imports of more technologically sophisticated industrial
goods are growing very fast.
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(including capital goods) to markets of other developing countries such
as the Mercosur members; and also of industrial goods from the extrac-
tive/mining industry (which also decreased its import content coefficients)
to the world market.

Some analysts discount the risks posed by ever-rising current account
deficits because of the massive amount of foreign exchange reserves;
and the widespread hope that Brazil in a few years could become a major
exporter of oil (exploiting the recently found, vast deep sea “pre-salt” oil
reserve). But the fact is that since late 2009, inward foreign direct invest-
ment has not been enough to offset the current account deficit, and the
continuing accumulation of reserves has depended on short-term external
capital inflows.

FiGure 19
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PoLICY ALTERNATIVES

Some (but certainly not all) of these competitiveness problems could be
mitigated by a large real exchange-rate devaluation. That would have an
inflationary impact, at least in the short run, and would lead to a permanent
fall in real wages.” This negative distributive effect would also have negative
consequences for the growth of consumption and effective demand as a
whole, in spite of its possible effect on slowing down imports substantially,
and some improvement in the export performance of some sectors.

The objective conditions of the worsening external situation are com-
pounded by the state of current public policy debates in Brazil, both inside
and outside the new government. Most Brazilian economists (including
most of the ones who call themselves heterodox, Keynesian or even “pro-
gressive”) are not only prescribing a major devaluation with no concern for
its distributive impacts, but also insist that the route to get there is through
a fiscal contraction that would lower domestic interest rates;** which are
required to at least stem the trend of continuous nominal exchange-rate
appreciation compatible with the inflation targets. This presumably would
allow the government to control the growth of aggregate demand in spite of
much lower domestic real interest rates, thus keeping inflation in check.

One problem with this once again popular perception is that, as we
have seen, Brazilian inflation is caused essentially by cost-push factors and,
in particular, by rising international commodity import and export prices.
Fiscal contraction will certainly slow down the growth of aggregate de-
mand, but precisely because it does not by itself tend to make the currency
appreciate it has, we must repeat, no direct and systematic impact on the
trend of inflation.

¥ Another feature of the Brazilian economy in the 2000s was the almost complete absence of “real
wage resistance”, so much so that there was a strong inverse connection between the level of the
nominal exchange rate (R$ per USD) and average real wages (see Serrano, 2010).

3 For a survey of the debate on the causes of high interest rates in Brazil see Modenesi and Modenesi
(2012). For a more critical perspective see Freitas (2006).
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In addition, if the government wants to control the growth of aggregate
demand it would be more efficient and socially more desirable to control
the growth of private, instead of public, expenditures. It is quite easy to
quickly change the availability of consumer credit in Brazil by changing the
spreads of the publicly owned commercial banks, increasing private banks’
compulsory reserve ratios (that act as a tax on the banks and increase their
lending rates), and especially by reducing the number of instalments for
certain types of credit operations (typically the financing of consumer
durables). These measures are socially more acceptable than cutting public
investment, old-age pensions, other social transfers or minimum wages (or
civil servants’ wages in general). And credit controls are in fact much more
direct and effective in terms of checking the growth of demand than increa-
sing the interest rate, although the latter is of course much more effective in
controlling inflation precisely because of its effects on the nominal exchange
rate and thus on cost inflation.”

The surest way to try to slow the trend towards revaluation of the nomi-
nal exchange rate is by lowering the basic intetrest rate and/or taxing more
capital inflows, with the former being simpler and more efficient than the
latter. If the government is serious about not relying so much on exchange-
rate appreciation to control inflation, it would be far more sensible to make
further progress in decreasing the degree of indexation and excessive profit
margins of privatized public utilities and to make more use of fiscal instru-
ments to fight external commodity cost-push inflation. The latter can be
done by temporarily lowering taxes or tariffs on imports of basic goods,
the prices of which are very volatile and visibly rising too much, as Brazil
has done quite successfully with diesel and gasoline and with wheat prices
in 2008. At the same time the exports of some basic goods should also be

% Indeed, there is evidence that the measures introduced in late October 2009 taxing capital inflows
and compulsory deposits on dollar sales in futures markets have, by narrowing the net interest rate
differential, helped to slow down considerably the trend of exchange rate appreciation. At the same
time, the very success of these measures, in the context of a fast recovery of dollar international
commodity prices has also led to much higher inflation during 2010 (note that tax rates on capital
inflows were increased again twice in October 2010).
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taxed more when their dollar prices increase too much in a short period
in order to prevent these increases from being passed through to domestic
prices of these products.

If a relatively large nominal depreciation of the Real is deemed neces-
sary to restore external competitiveness, the selective lowering of taxes on
imports and increased taxes on exports mentioned above must be larger.
This would have the positive effect of mitigating the negative impact of
the currency depreciation on real wages. Ideally, it should happen together
with the reduction of mark-ups and lower indexation of monitored prices
mentioned above, so that even if real wages in the end decline a bit in terms
of tradable goods, this can be compensated by increases in terms of non-
tradable services. High export taxes for some commodities would also pre-
vent the devaluation from further increasing the relative profitability of the
commodities export sector. This would help change the structure of exports
away from excessive reliance on commodities and at the same time protect
the industrial sector from the currently excessively cheap imports.*

A real exchange-rate depreciation, however useful, is certainly not enough
to restore industrial competitiveness. Brazil needs to have more public invest-
ment in infrastructure to improve the logistics and reduce the costs of
exports, and to practice a more substantial industrial policy of technological
upgrading in some sectors, ideally using government purchasing policy
(procurement) to guarantee results. It turns out that Brazilian industry is
badly in need of promoting some import substitution in the more advanced
technological sectors, in order to reduce the trend of increasing import
penetration coefficients. These policies appear to have more positive exter-

3 A general tax on all exports and equal subsidy on all imports would be equivalent to an exchange
rate revaluation. The advantage of devaluing and then taxing or subsidizing a selective choice of
specific basic products for which Brazil is a price-taker in international markets is that one can
then have the equivalent of multiple exchange rates. This would be a way of dealing with “Dutch
Disease” without lowering real wages, which Bresser-Pereira (2010) considers “artificially high”
in spite of the sharp declining trend of the wage share in Brazil from the early 1990s to the mid-
2000s. Administratively, such a scheme could perhaps be managed by the Brazilian sovereign fund
so that the quick changes in revenues and expenditures of these operations would not interfere
with normal public budget deliberation.
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nalities in terms of improving the overall competitiveness and productivity
of the economy than mere tax incentives and tax burden reduction to firms
that are favored by those who propose large fiscal cuts.

These policy questions are of course controversial and complex in prac-
tice, but our simple sketch of alternatives here has only the more limited
purpose of showing that, implicit in the different policy proposals, there are
not only different views of how the economy works, but clear differences
on matters concerning income distribution.

CONCLUSION

As we have seen, the external conditions facing the Brazilian economy im-
proved suddenly and drastically from 2004. Brazilian authorities were a bit
slow in realizing this and beginning to take advantage of the considerable
policy space that was opened by these changes for growth —even in countries
where the governments were not prepared to discipline the free movement
of short-run capital flows and wanted to keep the standard macroeconomic
policy tripod of inflation targeting, floating exchange and large primary fiscal
surpluses untouched. But in the end pragmatism prevailed and, after 2000,
the economy was allowed to move to a faster growth trend.

The maintenance of this faster growth trend in the context of a fast
deterioration of the current account will require a highly pragmatic and
selectively interventionist policy stance. The return in the recent Brazilian
debate of the policy proposal of drastic fiscal contraction originally made
in 2005, and whose ultimate abandonment finally allowed Brazil to resume
growth after 2000, is certainly not a good omen.
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